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BANKRUPTCY  REFORM  ACT  OF  1978 


MONDAY,  NOVEMBER  28,   1977 

U.S.  Senate, 
Committee  on  the  Judiciary, 
Subcommittee  on  Improvements  in  Judicial  Machinery, 

Washington,  D.C. 

The  subcommittee  met,  pursuant  to  notice,  at  9:05  a.m.,  in  room 
2228,  Dirksen  Senate  Office  Building,  Senator  Dennis  DeConcini 
(chairman  of  the  subcommittee)  presiding. 

Staff  present:  Romano  Romani,  staff  director;  Robert  E.  Feidler, 
council;  Patricia  Hoff,  minority  counsel;  Harry  D.  Dixon,  Jr.,  consult- 
ant; Kathryn  M.  Coulter,  chief  clerk. 

Senator  DeConcini.  Good  morning,  gentlemen. 

Today  is  the  beginning  of  hearings  on  S.  2266,  a  bill  which,  if 
enacted,  will  bring  about  the  first  comprehensive  reform  of  the  bank- 
ruptcy laws  in  nearly  four  decades.  Many  distinguished  groups  and 
individuals  have  labored  for  literally  years  in  laying  the  groundwork 
for  the  bill  now  under  consideration.  The  subcommittee  appreciates 
these  efforts  and  we  hope  to  continue  to  work  closely  with  all  interested 
parties  as  this  legislation  enters  what  we  all  hope  will  be  the  home- 
stretch of  its  tortuous  progress. 

I  was  pleased  to  introduce  S.  2266  last  month  with  the  cosponsor- 
ship  of  Senator  Wallop,  the  ranking  minority  member  of  the  sub- 
committee. Unfortunately,  Senator  Wallop  will  be  unable  to  attend 
the  hearings  due  to  Senate  business  concerning  the  Panama  Canal 
Treaty,  which  made  it  necessary  for  him  to  be  in  Panama  this  week. 
He  dees  have  a  prepared  statement  and  it  will  appear  in  the  record 
in  its  entirety. 

[Material  follows:] 

Statement  6f  Senator  Wallop 

Mr.  Chairman,  I  want  to  take  this  opportunity  to  commend  you  for  conducting 
these  hearings  on  S.  2266,  a  Bill  to  revise  the  Bankruptcy  Laws  of  the  United 
States.  I  am  pleased  to  be  a  co-sponsor  of  this  legislation  and  I  am  encouraged  by 
its  progress  and  that  of  the  analagous  bill  in  the  House  of  Representatives,  H.R. 
8200,  that  there  will  be  new  bankruptcy  law  sometime  during  the  coming  year. 

The  need  for  this  legislation  is  quite  evident.  Since  the  Bankruptcy  Act  was 
enacted  in  1898,  many  changes  have  occurred  in  the  iole  of  bankruptcy  in  our 
society.  The  law  has  not  kept  pace  with  the  complexities  of  our  modern  financial 
community  and  needs  of  the  company  and  individual  in  financial  distress.  This 
Bill  will  streamline  those  procedures  and  provide  for  rehabilitation  or  liquidation, 
whichever  is  appropriate. 

I  am  only  sorry  that  the  Senate's  important  consideration  of  the  Panama  Canal 
Treaty  has  taken  me  out  of  the  country  so  that  I  am  unable  to  be  present  at  these 
hearings.  I  will  review  the  testimony  at  length  upon  my  return  and  expect  to  take 
an  active  role  in  the  consideration  of  this  Bill  in  the  Subcommittee.  I  am  parti- 
cularly interested  in  the  Bill's  impact  upon  farmers,  ranchers  and  small  business- 
men. 
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Mr.  Chairman,  while  I  am  not  prepared  to  endorse  at  this  time  each  and  every 
provision  of  this  Bill,  I  believe  the  Bill  will  serve  as  a  useful  starting  point  for  the 
Subcommittee  to  provide  legislation  for  the  needs  of  all  debtors. 

We  will  hear  testimony  from  distinguished  experts  in  the  field  of  bankruptcy  law. 
Let  us  hope  that  they  can  point  out  the  strengths  and  weaknesses  of  this  Bill  so 
that  the  Bill  that  we  report  to  the  Judiciary  Committee  will  be  the  finest  effort  of 
all  concerned. 

Senator  DeConcini.  As  a  result  of  over  60  days  of  open  hearings 
in  the  Senate  and  House  during  the  last  Congress,  every  conceivable 
group  has  had  the  opportunity  to  present  its  views  and  have  input  to 
the  bankruptcy  bill.  Since  comprehensive  bankruptcy  legislation  was 
first  introduced  in  the  93d  Congress,  the  original  proposals  of  the 
Commission  on  the  Bankruptcy  Laws  of  the  United  States  and  the 
Bankruptcy  Judges  Conference  have  undergone  a  series  of  redrafts. 
The  percolation  of  ideas  that  has  occurred  in  the  legal  and  financial 
community  concerning  this  bill  has  produced  a  bill  which  I  feel  is 
approaching  technical  perfection  and  has  come  a  long  way  toward 
striking  a  proper  balance  in  debtor-creditor  relations.  The  extensive 
debate  on  the  bill  has  resulted  in  compromises  which  have  substan- 
tially narrowed  the  items  in  controversy  to  a  point  where  I  believe  it 
is  fair  to  say  that  there  is  substantial  agreement  on  large  portions  of 
the  bill.  However,  areas  of  dispute  do  exist,  and  it  is  our  purpose  to 
explore  these  points  over  the  next  3  days  of  hearings. 

I  hope  these  3  days  will  enable  us  to  conclude  the  hearings  on 
S.  2266.  With  the  last  session  of  the  Congress  already  upon  us,  and 
with  the  heavy  schedule  this  subcommittee,  the  full  committee,  and 
the  Senate  will  face  next  year,  it  is  imperative  that  we  maintain  the 
momentum  of  this  legislation.  Although  I  fully  realize  that  there  are 
areas  of  disagreement  remaining,  I  urge  all  parties  where  possible  to 
approach  the  bill  in  a  spirit  of  compromise  to  avoid  placing  unnecessary 
roadblocks  in  its  path.  A  copy  of  the  two  bills,  a  comparison  of 
H.R.  8200,  as  reported,  and  S.  2266,  as  introduced,  will  be  included 
in  the  record  at  this  point. 

[The  bills  follow:] 


[COMMITTEE  PRINT] 

COMPARISON  OF  H.R.  8200,  AS  REPORTED,  AND 
S.  2266,  AS  INTRODUCED 


[Provisions  in  H.R.  8200  deleted  from  S.  2266  are  enclosed  in  black  brackets; 
new  material  in  S.  2266  is  printed  in  italic] 


A  BILL 

To  establish  a  uniform  Law  on  the   subject  of  Bankruptcies. 

1  Be  it  enacted  by  the  Senate  and  House  of  Representa- 

2  tives  of  the  United  States  of  America  in  Congress  assembled, 

3  TITLE  I— ENACTMENT  OF  TITLE  11  OF  THE 

4  UNITED  STATES   CODE 

5  Sec.  101.  The  law  relating  to  bankruptcy  is  codified  and 

6  enacted  as  title  11  of  the  United  States  Code,  entitled  "Bank- 

7  ruptcy",  and  may  be  cited  as  11  U.S.C.  §     ,  as  follows: 

8  TITLE  11— BANKRUPTCY 

Chapter  Sec. 

1.  General  Provisions 101 

3.  Case  Administration 301 

5.  Creditors,  the  Debtor,  and  the  Estate 501 

7.  Liquidation  701 

9.  Adjustment  of  Debts  of  a  Municipality 901 

11.  Reorganization -; 1101' 

13.  Adjustment   of   Debts   of   an    Individual   With    Regular 

Income 1301 


2 

1  CHAPTER  1— GENERAL  PROVISIONS 

Sec. 

101.  Definitions. 

102.  Rules  of  construction. 

103.  Applicability  of  chapters. 

104.  Adjustment  of  dollar  amounts. 

105.  Power  of  court 

106.  Waiver  of  sovereign  immunity. 

107.  Public  access  to  papers. 

108.  Extension  of  time. 

109.  Who  may  be  a  debtor. 

2  §  101.  Definitions 

3  In  this  title — 

4  (1)     "accountant"    means    accountant    authorized 

5  under  applicable  law  to  practice  public  accounting,  and 

6  includes  professional  accounting  association,  corporation, 

7  or  partnership,  if  so  authorized; 

8  (2)    "affiliate"  means— 

y  (A)    entity  that  directly  or  indirectly  owns, 

10  controls,  or  holds  with  power  to  vote,  20  percent 

11  or  more  of  the  outstanding  voting  securities  of  the 

12  debtor,  other  than  an  entity  acting  in  a  fiduciary 

13  or  agency  capacity  if  such  entity  does  not  have  the 

14  sole  discretionary  power  to  vote  such  securities  or 

15  an  entity  holding  securities  solely  as  security  for  a 

16  debt  if  such   entity  has  not  in  fact  exercised  the 

17  power  to  vote; 

18  (B)   corporation,  20  percent  or  more  of  whose 

19  outstanding  voting  securities  are  directly  or  indi- 

20  rectly  owned,  controlled,  or  held  with  power  to  vote, 
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j  by  the  debtor,  or  by  an  entity  that  directly  or  in- 

2  directly  owns,  controls,  or  holds  with  power  to  vote, 

;;  20  percent  or  more  of  the  outstanding  voting  securi- 

4  ties  of  the  debtor,  other  than  an  entity  acting  in  a 

5  fiduciary  or  agency  capacity  if  such  entity  does  not 
(i  have  the  sole  discretionary  power  to  rote  such  se- 

7  curities   or   an   entity   holding   securities   solely   as 

8  security  for  a  debt  if  such   entity  has  not  in  fact 

9  exercised  the  power  to  role; 

10  (C)  person  whose  business  or  substantially  all 

11  of  whose  property  is  operated  under  a  lease  or  oper- 

12  ating  agreement  by  a  debtor,  and  more  than  50  per- 

13  cent  of  the  beneficial  ownership  or  which  is  under 
]'i  the  control  of  the  debtor  or  persons  who  control  the 
15  debtor;  or 

16'  (D)  entity  that  operates  the  business  or  all  or 

17  substantially  all  of  the  property  of  the  debtor  under 

18  a  lease  or  operating  agreement  and  more  than  50 

19  percent  of  the  beneficial  oivnership  of  which  is  under 

20  the  control  of  the  debtor  or  persons  who  control  the 

21  debtor ; 

22  (3)    "attorney"  means  attorney,  professional  law 

23  association,  corporation,  or  partnership,  authorized  under 

24  applicable  law  to  practice  law ; 

25  (4)  "claim"  means — 
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1  (A)    right  to  payment,  whether  or  not  such 

2  right  is  reduced  to  judgment,  liquidated,   unliqui- 
y  dated,  fixed,  contingent,  matured,  unmatured,  dis- 

4  puted,    undisputed,    legal,    equitable,    secured,    or 

5  unsecured;  or 

6  (B)    right  to  an  equitable  remedy  for  breach 

7  of  performance  if  such  breach  does  not  give  rise  to 

8  a  right  to  payment,  whether  or  not  such  right  to  an 
0  equitable  remedy  is  reduced  to  judgment,  fixed,  con- 

10  tingent,  matured,  unmatured,  disputed,  undisputed, 

1 1  secured,  or  unsecured ; 

12.  (5)  "commodity  broker"  means  futures  commission 

13  merchant,  foreign  futures  commission  merchant,  clearing 

14  organization,   leverage   transaction   merchant,    or   com- 

15  modity  options  dealer,  as  defined  in  section  761  of  this 

16  title,  with  respect  to  which  there  is  a  customer,  as  de- 

17  fined  in  section  761  (9)  of  this  title; 

18  (6)  "community  claim"  means  claim  that  arose  be- 

19  fore  the  commencement  of  the  case  concerning  the  debtor 

20  for  which  property  of  the  kind  specified  in  section  541 

21  (a)  (2)  of  this  title  is  liable ; 

22  (7)    "consumer  debt"  means  debt  incurred  by  an 

23  individual  primarily  for  a  personal,  family,  or  household 

24  purpose ; 

25  (8)  "corporation"— 
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1  ( A )   includes — 

2  (i)  association  having  a  power  or  privilege 

3  that  a  private  corporation,  hut  not  an  individual 
-1                          or  a  partnership,  possesses; 

5  (ii)      partnership     association     organized 

6  under  a  law  that  makes  only  the  capital  sub- 

7  scribed  responsible  for  the  debts  of  such  asso- 

8  ciation ; 

9  (iii)    joint-stock  company; 

10  (iv)    unincorporated  company  or  associa- 

11  tion;  or 

12  (v)    business  trust;  but 

13  (B)    does  not  include  limited  partnership; 

14  (9)    "court  means  the  district  judge  or  the  bank- 
lb            ruptcy  judge  in  the  district  in  which  the  case  is  pending; 

16  [  (9)  ]  (10)  "creditor"  means 

17  ( A )   entity  that  has  a  claim  against  the  debtor 

18  that  arose  at  the  time  of  or  before  the  order  for 

19  relief  concerning  the  debtor; 

20  (B)   entity  that  has  a  claim  against  the  estate 

21  of   a  kind   specified   in   section   502(f),    502(g), 

22  502(h),  502  (i),  or  502  (j)    of  this  title;  or 

23  (C)    entity  that  has  a  community  claim; 

24  [(10)]  (11)  "custodian"  means— 

25  (A)  receiver  or  trustee  of  any  of  the  property 


8 


6 

1  of  the  debtor,  appointed  in  a  case  or  proceeding  not 

2  under  this  title ; 

3  (B)    assignee  under  a  general  assignment  for 

4  the  benefit  of  the  debtor's  creditors;  or 

5  (0)   trustee,  receiver,  or  agent  under  applicable 

6  law,  or  under  a  contract,  that  is  appointed  or  au- 

7  thorized  to  take  charge  of  property  of  the  debtor  for 

8  the  purpose  of  enforcing  a  lien  against  such  prop- 

9  erty,  or  for  the  purpose  of  general  administration  of 

10  such  property  for  the  benefit  of  the  debtor's  cred- 

11  itors ; 

12  [(H)]    (12)   "debt"  means  liability  on  a  claim, 

13  but  does  not  include  a  policy  loan  made  by  a  life  insur- 

14  ancc  company  to  the  debtor; 

15  [(12)]    (13)   "debtor"  means  person  or  munici- 

16  pality  concerning  which  a  case  under  this  title  has  been 
IT  commenced; 

18  [(13)]|  (14)  "disinterested  person"  means  person 

19  that— 

20  (A)  is  not  a  creditor,  an  equity  security  holder 

21  or  an  insider; 

22  (B)    is  not  and  was  not  an  investment  banker 

23  for  any  outstanding  security  of  the  debtor; 

24  (C)  has  not  been,  within  three  years  before  the 

25  date  of  the  filing  of  the  petition,  an  investment 
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1  banker  for  a  security  of  the  debtor,  or  an  attorney 

2  for  such  an  investment  banker  in  connection  with 

3  the  offer,  sale,  or  issuance  of  a  security  of  the  debtor; 

4  (D)    is  not  and   was  not,   within   two  years 

5  before  the  date  of  the  filing  of  the  petition,  a  direc- 

6  tor,  officer,  or  employee  of  the  debtor  or  of  an  invest- 

7  tnent  banker  specified  in  subparagraph  (B)  or  (C) 

8  of  this  paragraph ;  and 

9  (E)    does  not  have  an  interest  materially  ad- 

10  verse  to  the  interest  of  the  estate  or  of  any  class  of 

11  creditors  or  equity  security  holders,  by  reason  of  any 

12  direct  or  indirect  relationship  to,  connection  with, 

13  or  interest  in,  the  debtor  or  an  investment  banker 

14  specified  in  subparagraph  (B)  or  (C)  of  this  para- 

15  graph,  or  for  any  other  reason; 

16  [  (14)  ]  (15)  "entity"  includes  person,  estate,  trust, 

17  governmental  unit,  and  United  States  trustee; 

18  [(15)]  (16)  "equity  security"  means — 

19  (A)    share  in  a  corporation,  whether  or  not 

20  transferable    or   denominated    "stock",    or    similar 

21  security ; 

22  (B)   interest  of  a  limited  partner  in  a  limited 

23  partnership;  or 

24  (C)    warrant  or  right,  other  .than  a  right  to 
convert,  to  purchase,  sell,  or  subscribe  to  a  share, 
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1  security,  or  interest  of  the  kind  specified  in  subpara- 

2  graph  (A)  or  (B)  of  this  paragraph ; 

3  [(I'j)]    (W)    "equity    security    holder"    means 

4  holder  of  an  equity  security  of  the  debtor; 

5  [  U^)  3  (l^)  "fanner"  means  person  that  received 

6  more  than  75  percent  of  such  person's  gross  income 

7  during  the   taxable  year  of   such   person   immediately 

8  preceding  the  taxable  year  of  such  person  during  which 

9  the  case  under  this  title  concerning  such  person  was 

10  commenced  from  a  farming  operation  owned  or  operated 

11  by  such  person   [that  had  gross  income  of  less  than 

12  $275,000    during    the    taxable   year   of   such   farming 

13  operation  immediately  preceding  the  taxable  year  of  such 

14  farming  operation  during  which  the  case  under  this  title 

15  concerning  such  person  was  commencedj  ; 

IQ  t  (18)  ]  (19)  "foreign  proceeding"  means  proceed- 

17  ing,  whether  judicial  or  administrative  and  whether  or 

18  not  under  bankruptcy  law,  in  a  foreign  country  in  which 

19  the  debtor's  domicile,  residence,  principal  place  of  bua- 

20  ness,  or  prim  ipal  assets  were  located  at  the  commence- 
2i  n lent  of  such  proceeding,  for  the  purpose  of  liquidating 
22 •*■  an  estate,  adjusting  debts  by  composition,  extension,  or 

23  discharge,  or  effecting  a  reorganization ; 

24  £.  ( 19)  ]  (20)  "foreign  representative"  means  trustee, 
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1  administrator,  or  other  representative  of  an  estate  in  a 

2  foreign  proceeding ; 

3  [(20)]|  (21)  "governmental  unit"  means  United 

4  States;  State;  Commonwealth;  District;  Territory;  mu- 

5  nicipality;  foreign  state;  department,  agency,  or  instni- 
q  mentality  of  the  United  States,  a  State,   a  Commoa- 

7  wealth,    a    District,    a    Territory,    a    municipality,    or 

8  a  foreign  state;  or  other  foreign  or  domestic  govern- 

9  ment;  [but  does  not  include  a  United  States  trustee 

10  while  serving  as  trustee  in  a  case  under  this  title;] 

11  [(21)]   (22)  "indenture"  means  mortgage,  deed 

12  of  trust,  or  indenture,  under  which  there  is  outstanding 

13  a  security,  other  than  a  voting-trust  certificate,  consti- 

14  tuting  a  claim  against  the  debtor,  a  claim  secured  by  a 

15  lien  on  any  of  the  debtor's  property,  or  an  equity  se- 

16  curity  of  the  debtor; 

17  [(22)]    (23)    "indenture   trustee"  means  trustee 

18  under  an  indenture ; 

19  [(23)]    (24)    "individual   with   regular   income" 

20  means  individual  whose  income  is  sufficiently  stable  and 

21  regular  to  enable  such  individual  to  make  payments  un-. 

22  der  a  plan  under  chapter  13  of  this  title,  other  than  a 

23  stockbroker  or  a  commodity  broker; 

24  [  (24)  ]  (25)  "insider"  includes— 
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1  (A)  if  the  debtor  is  an  individual — 

2  (i)    relative  of  the  debtor  or  of  a  general 

3  partner  of  the  debtor; 

4  (ii)   partnership  in  which  the  debtor  is  a 

5  general  partner; 

6  (iii)  general  partner  of  the  debtor;  or 

7  (iv)   corporation  of  which  the  debtor  is  a 

8  director,  officer,  or  person  in  control ; 

9  (B)  if  the  debtor  is  a  corporation — 

10  (i)    director  of  the  debtor; 

11  (ii)  officer  of  the  debtor ; 

12  (iii)  person  in  control  of  the  debtor; 

13  (iv)   partnership  in  which  the  debtor  is  a 

14  general  partner; 

15  (v)  general  partner  of  the  debtor;  or 

16  (vi)  relative  of  a  general  partner,  director, 

17  officer,  or  person  in  control  of  the  debtor; 

18  (C)  if  the  debtor  is  a  partnership — 

19  (i)  general  partner  in  the  debtor ; 

20  (ii)  relative  of  a  general  partner  in,  gen- 

21  eral  partner  of,  or  person  in  control  of  the 

22  debtor; 

23  (iii)   partnership  in  which  the  debtor  is  a 

24  general  partner; 

25  (iv)  general  partner  of  the  debtor;  or 
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1  (v)   person  in  control  of  the  debtor; 

2  (D)    if  the  debtor  is  a  municipality,   elected 

3  official  of  the  debtor  or  relative  of  an  elected  official 

4  of  the  debtor; 

5  (E)  affiliate,  or  insider  of  an  affiliate  as  if  such 

6  affiliate  were  the  debtor;  and 

rj  (F)   managing  agent  of  the  debtor; 

8  [  (25)  ]    (26)   "insolvent"  means — 

9  (A)  with  reference  to  an  entity  other  than  a 
10  partnership,  financial  condition  such  that  the  sum  of 
H  such  entity's  debts  is  greater  than  all  of  such  entity's 

12  property,  at  a  fair  valuation,  exclusive  of — 

13  (i)  property  transferred,  concealed,  or  re- 

14  moved  with  intent  to  hinder,  delay,  or  defraud 

15  such  entity's  creditors ;  and 

16  (ii)  property  that  may  be  exempted  from 

17  property  of  the  estate  under  section  522  of  this 

18  title ;  and 

19  (B)   with  reference  to  a  partnership,  financial 

20  condition  such  that  the  sum  of  such  partnership's 

21  debts  is  greater  than  the  aggregate  of,  at  a  fair 

22  valuation — 

23  (i)   all  of  such  partnership's  property,  ex- 

24  elusive  of  property  of  the  kind  specified  in  sub- 

25  paragraph    (A)  (i)    of  this  paragraph;  and 
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1  {n)  the  sum  of  the  excesses  of  the  value  of 

2  each  geueral  partner's  separate  property,  ex- 

3  elusive  of  property  of  the  kind  specified  in  sub- 

4  paragraph    (A)  (ii)    of  this   paragraph,   over 

5  such  partner's  separate  debts: 

6  [(26)]   (27)  "judicial  lien"  means  lien  obtained 

7  by  judgment,  levy,  sequestration,  or  other  legal  or  equi- 

8  table  process  or  proceeding; 

9  [(27)]  (28)  "lien"  means  charge  against  or  in- 
10  terest  in  property  to  secure  payment  of  a  debt  or  per- 
il formance  of  an  obligation; 

12  C  (28)  J  (29 )  "municipality"  means  political  sub- 

13  division  or  public  agency  or  instrumentality  of  a  State; 

14  1(29)1   (30)   "person"  includes  individual,  part- 

15  nership,  and  corporation,  but  does  not  include  govern- 

16  mental  unit; 

17  [  (30)  ]  (31)  "petition"  means  petition  filed  under 

18  section  301,  302,  303,  or  304  of  this  title,  as  the  case 

19  may  be,  commencing  a  case  under  this  title; 

20  [(31)1   (32)   "purchaser"  means  transferee  of  a 

21  voluntary  transfer,  and  includes  immediate  or  mediate 

22  transferee  of  such  a  transferee ; 

23  [(32)1    (33)    "railroad"  means   common  carrier 

24  by  railroad  engaged  in  the  transportation  of  individuals 
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1  or  property,  or  owner  of  trackage  facilities  leased  by 

2  such  a  common  earner ; 

3  [(33)]  (34)  "relative"  means  individual  related 

4  by  affinity  or  consanguinity  within  the  third  degree  as 

5  determined  by  the  common  law,  or  individual  in  a  step 

6  or  adoptive  relationship  within  such  third  degree; 

7  [(34)]  (35)  "security"— 

8  (A)  includes — 

9  (i)  note,  other  than  a  commercial  note ; 

10  (ii)  stock; 

11  (iii)  treasury  stock ; 

12  (iv)  bond; 

13  (v)  debenture; 

14  (vi)  collateral  trust  certificate ; 

15  (vii)    pre-organization  certificate   or  sub- 

16  scription ; 

17  (viii)    transferable  share; 

18  (ix)  voting- trust  certificate; 

19  (x)  certificate  of  deposit; 

20  (xi)  certificate  of  deposit  for  security ; 

21  (xii)    investment  contract  or  certificate  of 

22  interest    or    participation    in    a    profit-sharing 

23  agreement  or  in  an  oil,  gas,  or  mineral  royalty 

24  or  lease,  if  such  contract  or  interest  is  the  sub- 


16 


14 

1  ject  of  a  registration  statement  filed  with  the 

2  Securities  and  Exchange  Commission  under  the 

3  provisions  of  the  Securities  Act  of  1933    (15 

4  U.S.C.  77a  et  seq.) ,  or  is  exempt  under  section 

5  3(b)   of  such  Act   (15  U.S.C.  77c  (b)  )    from 

6  the  requirement  to  file  such  a  statement; 

7  (xiii)    interest  of  a  limited  partner  in   a 

8  limited  partnership; 

9  (xiv)    other  claim   or  interest  commonly 

10  known  as  "security";  and 

11  (xv)  certificate  of  interest  or  participation 

12  in,  temporary  or  interim  certificate  for,  receipt 

13  for,  or  warrant  or  right  to  subscribe  to  or  pur- 

14  chase  or  sell,  a  security;  but 

15  (B)  does  not  include — 

16  (i)  currency,  check,  draft,  bill  of  exchange, 

17  or  bank  letter  of  credit ; 

18  (ii)  leverage  transaction,  as  defined  in  sec- 

19  tion  761  (12)  of  this  title; 

20  (iii)    commodity  futures   contract  or  for- 

21  ward  commodity  contract ; 

22  (iv)   option,  warrant,  or  right  to  subscribe 

23  to   or  purchase   or  sell   a  commodity   futures 

24  contract ; 
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1  (v)    option   to   purchase   or   sell   a   com- 

2  modity; 

^  (vi)     contract    or   certificate    specified    in 

4  clause  ( x i i )  of  subparagraph  (A)  of  this  para- 

5  graph  that  is  not  the  subject  of  such  a  regis- 
(j  tration  statement  filed  with  the  Securities  and 
7  Exchange  Commission  and  is  not  exempt  under 
g  section  3(b)  of  the  Securities  Act  of  1933  (15 
9  U.S.C.  77c  (b)  )    from  the  requirement  to  file 

10  such  a  statement;  or 

11  (vii)   debt  or  evidence  of  indebtedness  for 

12  goods  sold  and  delivered  or  services  rendered; 
1;}  [(35)]|  (36)  "security  agreement"  means  agree- 

14  ment  that  creates  or  provides  for  a  security  interest; 

15  [  (36)  ]  (37)  "security  interest"  means  lien  created 

16  by  an  agreement; 

17  [(37)]    (38)  "statutory  lien"  means  lien  arising 

18  solely  b}^  force  of  a  statute  on  specified  circumstances  or 

19  conditions,  or  lien  of  distress  for  rent,  whether  or  not 

20  statutory,  but  does  not  include  security  interest  or  judi- 

21  cial  lien,  whether  or  not  such  interest  or  lien  is  provided 

22  by  or  is  dependent  on  a  statute  and  whether  or  not  such 

23  interest  or  lien  is  made  fully  effective  by  statute; 

24  [  (38)  ]  (39)  "stockbroker"  means  person  with  re- 
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j  spect  to  which  there  is  a  customer,  as  defined  in  section 

2  741  (2)  of  this  title,  engaged  in  the  business  of  effecting 

3  transactions  in  securities — 

4  ( A )  f or  the  account  of  others ;  or 

5  (B)  with  members  of  the  general  public,  from 

6  or  for  such  person's  own  account;  and 

7  [  (39)  J  (40)  "transfer"  means  every  mode,  direct 

8  or  indirect,   absolute  or  conditional,   voluntary   or  in- 

9  voluntary,  of  disposing  of  or  parting  with  property  or 

10  with  an  interest  in  property,  including  retention  of  title 

11  as  a  security  interest,  and  setoff. 

12  §  102.  Rules  of  construction 

13  In  this  title— 

14  (1)    "after   notice   and  a   hearing",   or  a  similar 

15  phrase,  means  after  such  notice  as  is  appropriate  in  the 

16  particular  circumstances,   and  such   opportunity  for  a 

17  hearing  as  is  appropriate  in  the  particular  circumstances ; 

18  (2)     "claim    against    the    debtor"    includes    claim 

19  against  property  of  the  debtor; 

20  (3)    "includes"  and  "including"  are  not  limiting; 

21  (4)   "may  not"  is  prohibitive,  and  not  permissive; 

22  (5)  "or"  is  not  exclusive ; 

23  (6)   "order  for  relief"  means  entry  of  an  order  for 

24  relief ;  and 

25  (7)  the  singular  includes  the  plural. 
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-.  §  103.  Applicability  of  chapters 

2  (a)    Except  as  provided  in  section  1161  of  this  title, 

o  chapters  1,  3,  and  5  of  this  title  apply  in  a  case  under 

4  chapter  7,  11,  or  13  of  this  title. 

g  (b)  Subchapters  I  and  II  of  chapter  7  of  this  title  apply 

q  only  in  a  case  under  such  chapter. 

7  (c)    Subchapter  III  of  chapter  7  of  this  title  applies 

g  only  in  a  case  under  such  chapter  concerning-  a  stockbroker. 

9  (d)    Subchapter  IV  of  chapter  7  of  this  title  applies 

10  only  in  a  case  under  such  chapter  concerning  a  commodity 

H  broker. 

12  (e)  Except  as  provided  in  section  901  of  this  title  only 

13  chapters  1  and  9  of  this  title  apply  in  a  case  under  such 

14  chapter  9. 

15  (f)    Except  as  provided  in  section  901   of  this  title, 

16  subchapters  I,  II,  and  III  of  chapter  11  of  this  title  apply 

17  only  in  a  case  under  such  chapter. 

18  (g)   Subchapter  IV  of  chapter  11  of  this  title  applies 

19  only  in  a  case  under  such  chapter  concerning  a  railroad. 

20  (h)  Chapter  13  of  this  title  applies  only  in  a  case  under 
2i  such  chapter. 

22  §  104.  Adjustment  of  dollar  amounts 

23  The  [Judicial  Conference  of  the  United  States]  Director 

24  of  the  Administrative  Office  of  the  United  States  Courts  shall 

25  transmit  to  the  Congress  and  to  the  President  before  May  1, 

I 
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1  1981,  and  before  May  1  of  every  fourth  year  after  May  1, 

2  1981,  a  recommendation  for  the  uniform  percentage  adjust- 

3  ment  of  each  dollar  amount  in  this  title.  [Each  such  recom- 

4  mendation  shall  he  based  only  on  any  change  in  the  cost 

5  of  living  during  the  four-year  period  immediately  preceding 

6  such  recommendation.] 

7  §  105.  Power  of  court 

8  (a)  The  bankruptcy  court  may  issue  any  order,  process, 

9  or  judgment  that  is  necessary  or  appropriate  to  carry  out  the 

10  provisions  of  this  title. 

11  (b)    Notwithstanding  subsection    (a)    of  this  section,  a 

12  bankruptcy  court  may  not  appoint  a  receiver  in  a  case  under 

13  this  title. 

14  §  106.  Waiver  of  sovereign  immunity 

15  (a)    A  governmental  unit  that  files  a  proof  of  claim 

16  under  section  501  of  this  title  is  deemed  to  have  waived 

17  sovereign  immunity  with  respect  to  any  claim  against  such 

18  governmental  unit  that  is  property  of  the  estate  and  that 

19  arose  out  of  the  same  transaction  or  occurrence  out  of  which 

20  such  governmental  unit's  claim  arose. 

21  (b)    There  shall  be  offset  against  an  allowed  claim  or 

22  interest  of  a  governmental  unit  for  which  such  governmental 

23  unit  filed  a  proof  of  claim  or  interest  under  section  501  of 

24  this  title  any  claim  against  such  governmental  unit  that  is 

25  property  of  the  estate. 


21 


19 

1  §  107.  Public  access  to  papers 

2  (a)  Except  as  provided  in  subsection  (b)  of  this  section, 

3  a  paper  filed  in  a  case  under  this  title  and  the  dockets  of  a 

4  bankruptcy  court  are  public  records  and  open  to  examination 

5  by  any  entity  at  reasonable  times  without  charge. 

6  (b)   On  request  of  a  party  in  interest,  the  bankruptcy 

7  court  shall,  and  on  the  bankruptcy  court's  own  motion,  the 

8  bankruptcy  court  may — 

9  ( 1 )  protect  an  entity  with  respect  to  a  trade  secret 

10  or  confidential   research,   development,    or   commercial 

11  information;  or 

12  (2)  protect  a  person  with  respect  to  scandalous  or 

13  defamatory  matter  contained  in  a  paper  filed  in  a  case 

14  under  this  title. 

15  §  108.  Extension  of  time 

16  (a)  If  applicable  law,  an  order  entered  in  a  proceeding, 

17  or  an  agreement  fixes  a  period  within  which  the  debtor  may 

18  commence  an  action,  and  such  period  has  not  expired  before 

19  the  date  of  the  filing  of  the  petition,  the  trustee  may  only 

20  commence  such  action  before  the  later  of — 
2i  ( 1 )  the  end  of  such  period ;  and 

22  ( 2 )  two  years  after  the  order  for  relief. 

23  (b)   Except  as  provided  in  subsection    (a)    of  this  sec- 

24  tion,  if  applicable  law>  an  order  entered  in  a  proceeding, 

25  or  'an  agreement  fixes  a  period  within  which  the   debtor 
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1  or  an  individual  protected  under  section  1301  of  this  title 

2  may  file  any  pleading,  demand,  notice,  or  proof  of  claim  or 

3  loss,  cure  a  default,  or  perform  any  other  similar  act,  and 

4  such  period  has  not  expired  before  the  date  of  filing  of 

5  the  petition,  the  trustee  may  only  file,  cure,  or  perform,  as 

6  the  case  may  be,  before  the  later  of — 

7  ( 1 )  the  end  of  such  period ;  and 

8  (2)  60  days  after  the  order  for  relief. 

9  (c)   Except  as  provided  in  section  524  of  this  title,  if 

10  applicable  law,  an  order  entered  in  a  proceeding,   or   an 

11  agreement  fixes  a  period  for  commencing  or  continuing  a 

12  civil  action  in  a  court  other  than  a  bankruptcy  court  on  a 

13  claim  against  the  debtor,  or  against  an  indivdual  with  respect 

14  to  which  such  individual  is  protected  under  section   1301 

15  of  this  title,   and  such  period    (including  any  suspensions 

16  thereof)  has  not  expired  before  the  date  of  the  filing  of  the 

17  petition,  then  such  period  does  not  expire  until  the  later 

18  0f- 

19  ( 1 )  the  end  of  such  period ;  and 

20  (2)    30  days  after  notice   of   the    termination   or 

21  expiration  of  the  stay  under  section  362   or   1301   of 

22  this  title,  as  the  case  may  be,  with  respect  to  such  claim. 

23  §  109.  Who  may  be  a  debtor 

24  (a)    Notwithstanding  any  other  provision  of  this  sec- 

25  tion,  only  a  person  that  resides  in  the  United  States,  or  has 
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1  a  domicile,  a  place  of  business,  or  property  in  the  United 

2  States,  or  a  municipality,  may  be  a  debtor  under  this  title. 

3  (b)  A  person  may  be  a  debtor  under  chapter  7  of  this 

4  title  only  if  such  person  is  not — 

5  (1)   a  railroad,  except  as  provided  in  section  1175 
q  of  this  title; 

7  (2)    a  domestic  insurance  company,  bank,  saving 

8  bank,  cooperative  bank,  savings  and  loan  association, 

9  building  and  loan  association,  homestead  association,  or 

10  credit  union; 

11  (3)    a  foreign  insurance  company,   bank,   savings 

12  bank,  cooperative  bank,  savings  and  loan  association, 

13  building  and  loan  association,  homestead  association,  or 

14  credit  union,  engaged  in  such  business  in  the  United 

15  States. 

16  [(c)  Only  a  municipality  that  is  generally  unable  to  pay 

17  such  municipality's  debts  as  such  debts  mature,  and  that  is  not 

18  prohibited  by  State  law  from  proceeding  under  chapter  9  of 

19  this  title,  may  be  a  debtor  under  such  chapter.] 

20  [(d)]!  (°)  Only  a  person  that  may  be  a  debtor  under 

21  chapter  7  of  this  title,  except  a  stockbroker  or  a  commodity 

22  broker,  and  a  railroad  may  be  a  debtor  under  chapter  1 1  of 

23  this  title. 

24  [  (e)  ]    (d)   Only  an  individual  with  regular  income 

25  that  owes,  on  the  date  of  the  filing  of  the  petition,  non- 
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1  contingent,     liquidated,     unsecured     debts     of     less     than 

2  [$100,000]  $50,000  and  noncontingent,  liquidated,  secured 

3  debts  of  less  than  [$500,000]  $200,000,  or  an  individual 

4  with  regular  income  and  such  individual's  spouse,  except  a 

5  stockholder  or  a  commodity  broker,  that  owe,  on  the  date  of 

6  the  riling  of  the  petition,  noncontingent,  liquidated,  unsecured 

7  debts  that  aggregate  less  than  [$100,000  J  $50,000  and  non- 

8  contingent,  liquidated,  secured  debts  of  less  than  [$500,000] 

9  $200,000  may  be  a  debtor  under  chapter  13  of  this  title. 

10  CHAPTER  3— CASE  ADMINISTRATION 

11  SUBCHAPTER  I— COMMENCEMENT  OF  A  CASE 

Sec. 

301.  Voluntary  cases. 

302.  Joint  cases. 

303.  Involuntary  cases. 

304.  Cases  ancillary  to  foreign  proceedings. 

305.  Abstention. 

306.  Limited  appearance. 

12  SUBCHAPTER  II— OFFICERS 

321.  Eligibility  to  serve  as  trustee. 

322.  Qualification  of  trustee. 

323.  Role  and  capacity  of  trustee. 

324.  Removal  of  trustee  or  examiner. 

325.  Effect  of  vacancy. 

326.  Limitation  on  compensation  of  trustee. 

327.  Employment  of  professional  persons. 

328.  Limitation  on  compensation  of  professional  persons. 

329.  Debtor's  transactions  with  attorneys. 

330.  Compensation  of  officers. 

331.  Interim  compensation. 

13  SUBCHAPTER  III— ADMINISTRATION 

341.  Meetings  of  creditors  and  equity  security  holders. 

342.  Notice. 

343.  Examination  of  the  debtor. 

344.  Self-incrimination;  immunity. 

345.  Money  of  estates. 

346.  Special  tax  provisions. 

347.  Unclaimed  property. 

348.  Effect  of  conversion. 

349.  Effect  of  dismissal. 

350.  Closing  and  reopening  cases. 
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1  SUBCHAPTER   IV— ADMINISTRATIVE   POWERS 

Sec. 

361.  Adequate  protection- 

362.  Automatic  stay. 

363.  Use,  sale,  or  lease  of  property. 

364.  Obtaining  credit. 

365.  Executory  contracts  and  unexpired  leases. 

366.  Utility  service. 

2  SUBCHAPTER    I— COMMENCEMENT    OF    A    CASE 

3  §301.  Voluntary  cases 

4  A  voluntary  case  under  a  chapter  of  this  title  is  com- 

5  menced  by  the  filing  of  a  petition  under  such  chapter  by 

6  an  entity  that  may  be  a  debtor  under  such  chapter.  The  com- 

7  mencement  of  a  voluntary  case  under  a  chapter  of  this  title 

8  constitutes  an  order  for  relief  under  such  chapter.  Except 

9  as  provided  in  chapter  9,   all  cases  shall  be  filed  in   the 

10  office  of  the  bankruptcy  judge. 

11  §  302.  Joint  cases 

12  (a)    A  joint  case  under  a  chapter  of  this  title  is  com- 

13  menced  by  the  filing  of  a  single  petition  under  such  chapter 

14  by  an  individual  that  may  be  a  debtor  under  such  chapter 

15  and  such  individual's  spouse.  The  commencement  of  a  joint 

16  case  under  a  chapter  of  this  title  constitutes  an  order  for 

17  relief  under  such  chapter. 

18  (b)  After  the  commencement  of  a  joint  case,  the  court 

19  shall  determine  the  extent,  if  any,  to  which  thte  debtors' 

20  estates  shall  be  consolidated. 

21  §303.  Involuntary  cases 

22  (a)    An  involuntary   case   may   be   commenced   only 
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-^  under  chapter  7  or  1 1  of  this  title,  and  only  against  a  per- 

2  son,  except  a  fanner  or  a  corporation  that  is  not  a  moneyed, 

3  business,  or  commercial  corporation,  that  may  be  a  debtor 

4  under  the  chapter  under  which  such  case  is  commenced. 

5  (b)  An  involuntary  case  against  a  person  is  commenced 
q  by  the  filing  of  a  petition  under  chapter  7  or  11  of  this 

7  title — 

8  (1)    by  three  or  more  entities,  each   of  which  is 

9  either  a  holder  of  a  claim  against  such  person  that  is 
10  not  contingent  as  to  liability  or  an  indenture  trustee 
l\  representing  such  a  holder,  if  such  claims  aggregate  at 

12  least  $5,000  more  than  the  value  of  any  lien  securing 

13  such  claims  held  by  the  holders  of  such  claims; 

14  (2)  if  there  are  fewer  than  12  such  holders,  exclud- 

15  ing  any  employee  or  insider  of  such  person  and  any 

16  transferee  of  a  transfer  that  is  voidable  under  section  544, 

17  545,  547,  548,  549,  or  724(a)   of  this  title,  by  one  or 

18  more  of  such  holders  that  hold  in  the  aggregate  at  least 

19  $5,000  of  such  claims ; 

20  (3)    if  such  person  is  a  partnership  and  if  relief 

21  has  been  ordered  with  respect  to  all  of  the  general 

22  partners  in  such  partnership,  by  such  a  general  partner, 

23  the  trustee  of  such  a  general  partner,  or  a  holder  of  a 

24  claim  against  such  partnership ;  or 
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1  (4)   by  a  foreign  representative  of  the  estate  in  a 

2  foreign  proceeding  cone  erning  such  person. 

3  (c)  After  the  filing  of  a  petition  under  this  section  but 

4  before  the  case  is  dismissed  or  relief  is  ordered,  a  creditor 

5  holding  a  claim  that  is  unsecured  and  not  contingent,  other 

6  than  a  creditor  filing  under  subsection    (b)   of  this  section, 

7  may  join  in  the  petition  with  the  same  effect  as  if  such 
3  joining  creditor  were  a  petitioning  creditor  under  subsection 
9  (b)  of  this  section. 

10  (d)   The  debtor,  or  a  general  partner  in  a  partnership 

11  debtor  that  did  not  join  in  the  petition,  may  file  an  answer 

12  to  a  petition  under  this  section. 

13  (e)  After  notice  and  a  hearing,  and  for  cause,  the  court 

14  may  require  the  petitioners  under  this  section  to  file  a  bond 

15  to  indemnify  the  debtor  for  such  amounts  as  the  court  may 

16  later  allow  under  subsection    (i)   of  this  section. 

17  (f)    Xot withstanding  section  363  of  this  title,  except 

18  to  the  extent  that  the  court  orders  otherwise,  and  until 

19  an  order  for  relief  in  the  case,  any  business  of  the  debtor 

20  may  continue  to  operate,  and  the  debtor  may  continue  to  use, 

21  acquire,  or  dispose  of  property  as  if  an  involuntary  case 

22  concerning  the  debtor  had  not  been  commenced. 

23  (g)  At  any  time  after  the  commencement  of  an  invol- 

24  untary  case  under  chapter  7  of  this  title  but  before  an  order 
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1  for  relief  in  the  case,  the  court,  on  request  of  a  party  in 

2  interest,  after  notice  to  the  debtor  and  a  hearing,  and  if 

3  necessary  to  preserve  the  property  of  the  estate  or  to  pre- 

4  vent  loss  to  the  estate,  may  [order  the  United  States  trustee 

5  to]  appoint  an  interim  trustee  under  section  701  of  this  title 

6  to   take  possession  of  the   property  of  the  estate  and  to 

7  operate  any  business  of  the  debtor.  Before  an  order  for  relief, 

8  the  debtor  may  regain  possession  of  property  in  the  pos- 

9  session  of  a  trustee  ordered  appointed  under  this  subsection 

10  if  the  debtor  files  such  bond  as  the  court  requires,  conditioned 

11  on  the  debtor's  accounting  for  and  delivering  to  the  trustee, 

12  if  there  is  an  order  for  relief  in  the  case,  such  property,  or 

13  the  value,  as  of  the  date  the  debtor  regains  possession,  of 

14  such  property. 

15  (h)  If  the  petition  is  not  timely  controverted,  the  court 

16  shall  order  relief  against  the  debtor  in  an  involuntary  case 

17  under  the  chapter  under  which  the  petition  was  filed.  Other- 

18  wise,  after  trial,  the  court  shall  order  relief  against  the  debtor 

19  in  an  involuntary  case  under  the  chapter  under  which  the 

20  petition  was  filed,  only  if — 

2i  (1)    the  debtor  is  generally  unable  to  pay  [such 

22  debtor's]  or  has  failed  to  pay  a  major  portion  of  his 

23  debts  as  such  debts  become  due;  or 

24  (2)    within  90  days  before  the  date  of  the  filing 

25  of  the  petition,  a  custodian,  other  than  a  trustee,  receiver, 
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or  agent  appointed  or  authorized  to  take  charge  of  less 

9  than  substantially  all  of  the  property  of  the  debtor  for 

o  the  purpose  of  enforcing  a  lien  against  any  such  prop- 

a  erty,  was  appointed  or  took  possession. 

~  (i)    If  the  court  dismisses  a  petition  under  this  sec- 

6  tion  other  than  on  consent  of  all  petitions  and  the  debtor, 

rj  and  if  the  debtor  does  not  waive  the  right  to  judgment  under 

g  this  subsection,  the  court  may  grant  judgment — 

o  (1)    against  the  petitioners   and  in  favor  of   the 

10  debtor  for — 

H  (A)   costs; 

12  (B)   a  reasonable  attorney's  fee;  or 

23  (C)   any  damages  proximately  caused  by  the 

14  taking  of  possession  of  the  debtor's  property  by  a 

15  trustee  appointed  under  subsection   (g)  of  this  sec- 

16  tion  or  section  1104  of  this  title;  or 

17  (2)    against  any  petitioner  that  filed  the  petition 

18  in  bad  faith,  for — 

19  (A)  any  damages  proximately  caused  by  such 

20  filing;  or 

2i  (B)    punitive  damages. 

22  (j)    Only  after  notice  to  all  creditors  and  a  hearing 

23  may  the  court  dismiss  a  petition  filed  under  this  section — 

24  (1)   on  the  motion  of  a  petitioner; 

25  (2)   on  consent  of  all  petitioners  and  the  debtor;  or 
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1  (3)   for  want  of  prosecution. 

2  (k)    Notwithstanding  subsection    (a)    of  this  section, 

3  an  involuntary  case  may  be  commenced  against  a  foreign 

4  bank  that  is  not  engaged  in  such  business  in  the  United 

5  States  only  under  chapter  7  of  this  title  and  only  if  a  foreign 

6  proceeding  concerning  such  bank  is  pending. 

7  §  304.  Cases  ancillary  to  foreign  proceedings 

8  (a)    A  case  ancillary'  to  a  foreign  proceeding  is  com- 

9  menced  by  the  filing  of  a  petition  under  this  section  by  a 

10  foreign  representative. 

11  (b)  Subject  to  the  provisions  of  subsection   (c)  of  this 

12  section,  if  the  debtor  does  not  timely  controvert  the  petition, 

13  or  after  trial,  the  court  may — 

14  (1)    enjoin  the  commencement  or  continuation  of 

15  any  action  against  the  estate  represented  by  such  foreign 

16  representative,  the  enforcement  of  any  judgment  against 

17  such  estate,  or  any  act  or  the  commencement  or  con- 

18  tinuation  of  any  judicial  proceeding  to  create  or  enforce 

19  a  lien  against  the  property  of  such  estate ; 

20  (2)   order  turnover  of  the  property  of  such  estate, 

21  or  the  proceeds  of  such  property,  to  such  foreign  repre- 

22  sentative ;  or 

23  (3)  order  other  appropriate  relief. 

24  (c)  In  determining  whether  to  grant  relief  under  sub- 

25  section    (b)    of  this  section,  the  court  shall  be  guided  by 
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j  what  will  best  assure  an  economical  and  expeditious  admin- 

2  istration  of  such  estate,  consistent  with — 

3  (1)   just  treatment  of  all  holders  of  claims  against 

4  or  interests  in  such  estate ; 

5  (2)  protection  of  claim  holders  in  the  United  States 
q  against  prejudice  and  inconvenience  in  the  processing  of 
7  claims  in  such  foreign  proceeding ; 

3  (3)    prevention  of:  preferential  or  fraudulent  dis- 

9  positions  of  property  of  such  estate ; 

10  (4)    distribution  of  proceeds  of  such  estate   sub- 

H  stantially  in  accordance  with  the  order  prescribed  by 

12  this  title;  and 

13  (5)  if  appropriate,  the  provision  of  an  opportunity 

14  for  a  fresh  start  for  the  individual  that  such  foreign 

15  proceeding  concerns. 

16  §305.  Absention 

17  (a)   The  court  may  dismiss  a  case  under  this  title,  or 

18  may  suspend  all  proceedings  in  a  case  under  this  title,  at 

19  any   time   if — 

20  ( 1 )  the  interests  of  creditors  and  the  debtor  would 

21  be  better  served  by  such  dismissal  or  suspension;  or 

22  (2)  (A)  there  is  pending  a  foreign  proceeding ;  and 

23  (B)  the  factors  specified  in  section  304(c)   of  this 

24  title  warrant  such  dismissal  or  suspension. 
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1  (b)    A  foreign  representative  may  seek  dismissal  or 

2  suspension  under  subsection    (a)  (2)    of  this  section. 

3  (c)  An  order  under  subsection   (a)   of  this  section  dis- 

4  missing  a  case  or  suspending  all  proceedings  in  a  case,  or 

5  a  decision  not  so  to  dismiss  or  suspend,  is  not  reviewable 
g  on  appeal  or  otherwise. 

7  §306.  Limited  appearance 

g  An  appearance  in  a  bankruptcy  court  by  a  foreign  rep- 

9  resentative  in  connection  with  a  petition  or  request  under 

10  section  303,  304,  or  305  of  this  title  does  not  submit  such 

11  foreign  representative  to  the  jurisdiction  of  any  court  in  the 

12  United  States  for  any  other  purpose,  but  the  bankruptcy 

13  court  may  condition  any  order  under  section  303,  304,  or 

14  305  of  this  title  on  compliance  by  such  foreign  representative 

15  with  the  orders  of  such  bankruptcy  court. 

16  SUBCHAPTER  II— OFFICERS 

17  §321.  Eligibility  to  serve  as  trustee 

18  A  person  may  serve  as  trustee  in  a  case  under  this  title 

19  only  if  such  person  is — 

20  (1)    an  individual  that  is   competent   to   perform 

21  the  duties  of  trustee  and,  in  a  case  under  chapter  7  or 

22  13  of  this  title,  resides  or  has  an  office  in  the  judicial 

23  district  within  which  the  case  is  pending,   or  in  any 

24  judicial  district  adjacent  to  such  district;  or 

25  (2)  a  corporation  authorized  by  such  corporation's 
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charter  or  bylaws  to  act  as  trustee,  and,  in  a  case  under 
chapter  7  or  13  of  this  title,  having  an  office  in  at  least 
„  one  of  such  districts [ ;  or 

(3)    the   United    States    trustee    for   the    judicial 
district  in  which  the  case  is  pending]. 
R    §  322.  Qualification  of  trustee 

„  (a)    A  person [,  other  than  a  United  States  trustee,] 

g  selected  under  section  701,  702,  703,  1104,  or  1302  of 
q  this  title  to  serve  as  trustee  in  a  case  under  this  title  qualifies 
■IQ  if  before  five  days  after  such  selection,  and  before  beginning 
-,-,  official  duties,  such  person  has  filed  with  the  court  a  bond 
-jo  in  favor  of  the  United  States  conditioned  on  the  faithful  per- 
j3    formance  of  such  official  duties. 

24  (b)  The  court  shall  determine — 

25  (1)    the  amount  of  a  bond  filed  under  subsection 
IQ            (a)  (2)  of  this  section ;  and 

Yl  (2)  the  sufficiency  of  the  surety  on  such  bond. 

2g  (c)  A  trustee  is  not  liable  personally  or  on  such  trustee's 

29  bond  in  favor  of  the  United  States  for  any  penalty  or  forfeit- 

20  ure  incurred  by  the  debtor. 

22  (d)  A  proceeding  on  a  trustee's  bond  may  not  be  com- 

22  menced  after  two  years  after  the  date  on  which  such  trustee 

23  was  discharged. 

24  C  (e)   A  United  States  trustee  qualifies  whenever  such 

25  trustee  serves  as  trustee  in  a  case  under  this  title.] 
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1  §323.  Role  and  capacity  of  trustee 

2  (a)   The  trustee  in  a  case  under  this  title  is  the  repre- 

3  sentative  of  the  estate. 

4  (b)  The  trustee  in  a  case  under  this  title  has  capacity  to 

5  sue  and  be  sued. 

6  §  324.  Removal  of  trustee  or  examiner 

7  The  court,  after  notice  and  a  hearing,  may  remove  a 

8  trustee  [other  than  a  United  States  trustee],  or  an  examiner, 

9  for  cause. 

10  §  325.  Effect  of  vacancy 

11  A  vacancy  in  the  office  of  trustee  during  a  case  does 

12  not  abate  any  pending  action  or  proceeding,  and  the  successor 

13  trustee  shall  be  substituted  as  a  party  in  such  action  or 

14  proceeding. 

15  §  326.  Limitation  on  compensation  of  trustee 

16  (a)  In  a  case  under  chapter  7  or  11  of  this  title  in  which 

17  the  trustee  does  not  operate  the  business  of  the  debtor,  the 

18  court  may  allow  reasonable  compensation  under  section  330 

19  of  this  title  of  the  trustee  for  the  trustee's  services,  payable 

20  after  the  trustee  renders  such  services,  not  to  exceed  fifteen 

21  percent  on  the  first  $1,000  or  less,  six  percent  on  any  amount 

22  in  excess  of  $1,000  but  not  in  excess  of  $3,000,  three  percent 

23  on  any  amount  in  excess  of  $3,000  but  not  in  excess  of 

24  $20,000,  two  percent  on  any  amount  in  excess  of  $20,000 

25  but  not  in  excess  of  $50,000,  and  one  percent  on  any  amount 
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I  in  excess  of  $50,000,  upon  all  moneys  disbursed  or  turned 

^  over  in  the  case  by  the  trustee  to  parties  in  interest,  exclud- 

3  ing  the  debtor,  but  including  holders  of  secured  claims:  Pro- 

4  vided,  however,  That  in  any  case,  after  the  trustee  has  paid 

5  all  expenses  of  administration  and  has  realized  upon  all  avail- 
q  able   assets,   the  maximum   compensation   allowable   to   him 

7  hereunder  does  not  exceed  $150,  the  court  may  of  its  own 

8  motion  allow  the  trustee  a  fee  which  ivith  commission,  if  any, 
Q  paid  or  to  be  paid  him  not  exceed  $100. 

10  (b)    In  a  case  under  chapter  7  or  11  of  this  title  in 

11  which  a  trustee  operates  the  business  of  the  debtor,  under 

12  section  721  or  1108  of  this  title,  the  court  may  allow  rea- 

13  sonable  compensation  under  section  330  of  this  title  of  the 

14  trustee  for  the  trustee's  services,  payable  after  the  trustee 

15  renders  such  services,  not  to  exceed  twice  the  maximum  al- 

16  lowance  permitted  under  subsection  (a)  of  this  section. 

17  (c)   In  a  case  under  chapter  13  of  this  title,  the  court 

18  [may  not  allow  compensation  for  services  or  reimbursement 

19  of  expenses  of  the  United  States  trustee  or  of  a  standing 

20  trustee  appointed  under  section  586  (b)    of  title  28,  but  J 

21  may  allow  reasonable  compensation  under  section  330  of  this 

22  title  of  a  trustee  elected  under  section  1302[  (a)  ]  of  this  title 

23  for  the  trustee's  services,  payable  after  the  trustee  renders 

24  such  services,  not  to  exceed  five  percent  upon  all  payments 

25  under  the  plan. 


36 


34 
-,  (d)   If  more  than  one  person  serves  as  trustee  in  the 

o  case,  the  aggregate  compensation  of  such  persons  for  such 

3  service  may  not  exceed  the  maximum  compensation  pre- 

4  scribed  for  a  single  trustee  by  subsection   (a) ,   (b) ,  or   (c) 
-  of  this  section,  as  the  case  may  be. 

g  (e)  The  court  may  deny  allowance  of  compensation  for 

rj  services  and  reimbursement  of  expenses  of  the  trustee  if  the 

g  trustee — 

9  (1)   failed  to  make  diligent  inquiry  into  facts  that 

10  would  permit  denial  of  allowance  under  section  328  (c) 

H  of  this  title ;  or 

12  (2)    with  knowledge   of   such  facts,   employed   a 

13  professional  person  under  section  327  of  this  title. 

14  §  327.  Employment  of  professional  persons 

15  (a)    Except  as  otherwise  provided  in  this  section,  the 

16  trustee,  with  the  court's  approval,  may  employ  one  or  more 

17  attorneys,  accountants,  appraisers,  auctioneers,  or  other  pro- 

18  fessional  persons,  that  do  not  hold  or  represent  an  interest 

19  adverse  to  the  estate,  and  that  are  disinterested  persons,  to 

20  assist  the  trustee  in  carrying  out  the  trustee's  duties  under 
2i  this  title. 

22  (b)  If  the  trustee  is  authorized  to  operate  the  business 

23  of  the  debtor  under  section  721  or  1 108  of  this  title,  and  if  the 

24  debtor  has  regularly  employed  attorneys,   accountants,   or 

25  other  professional  persons  on  salary,  the  trustee  may  retain 
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2  or  replace  such  professional  persons  if  necessary  in  the  oper- 
o  ation  of  such  business. 

3  (c)  In  a  case  under  chapter  7  or  1 1  of  this  title,  a  person 

4  is  not  disqualified  for  employment  under  this  section  solely 

5  because  of  such  person's  employment  by  or  representation  of 

6  a  creditor  holding  [an  unsecured]  a  claim. 

7  (d)  The  court  may  authorize  the  trustee  to  act  as  at- 
g  torney  or  accountant  for  the  estate  if  such  authorization  is  in 
9  the  best  interest  of  the  estate. 

10  (e)  The  trustee,  with  the  court's  approval,  may  employ, 

11  for  a  specified  special  purpose,  other  than  to  represent  the 

12  trustee  in  conducting  the  case,  an  attorney  that  has  repre- 

13  sented  the  debtor,  if  in  the  best  interest  of  the  estate,  and  if 

14  such  attorney  does  not  represent  or  hold  any  interest  adverse 

15  to  the  debtor  or  to  the  estate  with  respect  to  the  matter  on 

16  which  such  attorney  is  to  be  employed. 

17  §  328.  Limitation  on  compensation  of  professional  persons 

18  (a)  The  trustee,  or  a  committee  appointed  under  section 

19  1102  of  this  title,  with  the  court's  approval,  may  employ 

20  or  authorize  the  employment  of  a  professional  person  imder 

21  section  327  or  1103  of  this  title,  as  the  case  may  be,  on  any 

22  reasonable  terms  and  conditions  of  employment,  including  on 

23  a  retainer,  on  an  hourly  basis,  or  on  a  contingent  fee  basis. 

24  Notwithstanding  such  terms  and  conditions,  the  court  may 

25  allow  compensation   different  from  the  compensation  pro- 
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y  vided  under  such  terms  and  conditions  after  the  conclusion 

2  of  such  employment,  if  such  terms  and  conditions  prove  to 

3  have  been  improvident  in  light  of  developments  unanticipat- 

4  able  at  the  time  of  the  fixing  of  such  terms  and  conditions. 

5  (b)   If  the  court  has  authorized  a  trustee  to  serve  as  an 

6  attorney  or  accountant  for  the  estate  under  section  327  (d) 

7  of  this  title,  the  court  may  allow  compensation  for  the  trust- 

8  ee's  services  as  such  attorney  or  accountant  only  to  the  ex- 

9  tent  that  the  trustee  performed  services  as  attorney  or  ac- 

10  countant  for  the  estate  and  not  for  performance  of  any  of 

11  the   trustee's   duties   that   are   generally   performed   by   a 

12  trustee  without  the  assistance  of  an  attorney  or  accountant 

13  for  the  estate. 

14  (c)   Except  as  provided  in  section  327    (c)   or   (e)    of 

15  this  title,  the  court  may  deny  allowance  of  compensation  for 

16  services  and  reimbursement  of  expenses  of  a  professional 

17  person  employed  under  section  327  or  1103  of  this  title  if, 

18  at  any  time  during  such  professional  person's  employment 

19  under  section  327  or  1103  of  this  title,  such  professional  per- 

20  son  is  not  a  disinterested  person,  or  represents  or  holds  an 

21  interest  adverse  to  the  interest  of  the  estate  with  respect  to 

22  the  matter  on  which  such  professional  person  is  employed. 

23  §  329.  Debtor's  transactions  with  attorneys 

24  (a)  Any  attorney  representing  a  debtor  in  a  case  under 

25  this  title,  or  in  connection  with  such  a  case,  whether  or  not 
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1  such  attorney   applies  for  compensation   under   this   title, 

2  shall  file  with  the  court  a  statement  of  the  compensation  paid 

3  or  agreed  to  be  paid,  if  such  payment  or  agreement  was 

4  made  after  one  year  before  the  date  of  the  filing  of  the 

5  petition,  for  services  rendered  or  to  be  rendered  in  con- 

6  templation  of  and  in  connection  with  the  case  by  such  attor- 

7  ney,  and  the  source  of  such  compensation. 

8  (b)  If  such  compensation  exceeds  the  reasonable  value 

9  of  any  such  services,  the  court  may  cancel  any  such  agree- 

10  ment,  or  order  the  return  of  any  such  payment,  to  the  extent 

11  excessive,  to — 

12  (1)   the  trustee,  if  the  property  transferred — 

13  (A)   would  have  been  property  of  the  estate; 

14  or 

15  (B)    was  to  be  paid  by  or  on  behalf  of  the 

16  debtor  under  a  plan  under  chapter  11  or  13  of  this 

17  title ;  or 

18  ( 2 )  the  entity  that  made  such  payment. 

19  §  330.  Compensation  of  officers 

20  (a)  After  notice  to  any  parties  in  interest  [and  to  thfc 

21  United  States  trustee]  and  a  hearing,  and  subject  to  sections 

22  326,  328,  and  329  of  this  title,  the  court  may  award  to  ft 

23  trustee,  to  an  examiner,  to  a  professional  person  ehiployed 

24  under  section  327  or  1103  of  this  title,  or  to  the  debtor's 

25  attorney — 
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2  (1)   reasonable  compensation  for  actual,  necessary 

2  services  rendered  by  such  trustee,  examiner,  professional 

3  person,  or  attorney,  as  the  case  may  be,  and  by  any 

4  paraprofessional  persons  employed  by  such  trustee,  pro- 
g  fessional  person,  or  attorney,  as  the  case  may  be,  based 

6  on  the  time,  the  nature,  the  extent,  and  the  value  of 

7  such  services,  and  the  cost  of  comparable  services  other 
g  than  in  a  case  under  this  title;  and 

9  (2)  reimbursement  for  actual,  necessary  expenses. 

10  [  (b)    In  a  case  in  which  the  United  States  trustee 

H  serves  as  trustee,  the  compensation  of  the  trustee  under  this 

12  section  shall  be  paid  to  the  clerk  of  the  bankruptcy  court, 

15  and  by  the  clerk,  into  the  Treasury.] 

14  (b)  Notwithstanding  subsection  (a)  of  this  section  and 

15  section   503,   no   compensation   or   reimbursement   shall   be 

16  allowed   to    any   committee    or   attorney,    or    other   person 

17  acting  in  the  case  in  a  representative  or  fiduciary  capacity, 

18  who  at  any  time  after  assuming  to  act  in  such  capacity 

19  has  purchased  or  sold  claims  or  stock,  or  by  whom  or  for 

20  whose  account  such  claims  or  stock  have,  ivithout  the  prior 

21  consent  or  subsequent  approval  of  the  judge,  been  otherwise 

22  acquired  or  transferred. 

23  (c)  In  addition  to  any  sum  paid  under  subsection  (a)  of 

24  the  section,  after  his  services  are  rendered,  a  trustee  shall  be 
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j  paid  a  fee  of  $20  for  each  estate  from  the  filing  fee  paid  to  the 

2  clerk  at  the  time  the  petition  is  filed  in  each  case. 

3  §331.  Interim  compensation 

4  A  trustee,  an  examiner,  a  debtor's  attorney,  or  any  pro- 

5  fessional  person  employed  under  section  327  or  1103  of  this 

6  title  may  apply  to  the  court  not  more  than  once  every  120 

7  days  after  an  order  for  relief  in  a  case  under  this  title,  or  more 

8  often  if  the  court  permits,  for  such  compensation  for  services 

9  rendered  before  the  date  of  such  an  application  or  reimburse- 

10  ment  for  expenses  [incurred  before  such  date]  as  is  provided 

11  under  section  330  of  this  title.  After  notice  and  a  hearing,  the 

12  court  may  allow  and  disburse  to  such  applicant  such  compen- 

13  sation  or  reimbursement  in  a  manner  to  be  determined  by  the 

14  court. 

15  SUBCHAPTER  III— ADMINISTRATION 

16  §341.  Meetings  of  creditors  and  equity  security  holders 

17  (a)  Within  a  reasonable  time  after  the  order  for  relief  in 

18  a  case  under  this  title,  there  shall  be  a  meeting  of  creditors. 

19  (b)  The  court  may  order  a  meeting  of  any  equity  secu- 

20  rity  holders. 

21  §342.  Notice 

22  (a)  The  clerk  shall  give  such  notice  as  is  appropriate  of 

23  an  order  for  relief  in  a  case  under  this  title. 

24  (b)    The  riling  of  a  copy  of  the  petition  in  a  case 
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1  under  this  title  in  the  office  where  conveyances  of  real  prop- 

2  erty  are  recorded  in  a  county  in   which  is   located  real 

3  property  in  which  the  estate  has  an  interest  is  constructive 

4  notice  of  the  commencement  of  such  case  with  respect  to 

5  transfers  of  real  property  located  in  such  county.  A  judicial 

6  sale  of  real  property  in  which  the  estate  has  an  interest, 

7  located  other  than  in  the  county  in  which  such  case  is  com- 

8  menced,  is  not  affected  by  the  commencement  of  such  case 

9  unless  such  constructive  notice  has  been  given  as  provided  in 

10  this  subsection  in  the  county  in  which  such  real  property  is 

11  located. 

12  [(c)  After  the  commencement  of  a  case  under  this  title 

13  concerning  an  individual  debtor,  the  clerk  shall  give  written 

14  notice  to  such  debtor  indicating  each  chapter  of  this  title 

15  under  which  such  debtor  may  proceed.] 

16  §  343.  Examination  of  the  debtor 

17  The  debtor  shall  appear  and  submit  to  examination  un- 

18  del*  oath  at  the  meeting  of  creditors  under  section  341  (a) 

19  of  this  title.  Creditors,  any  indenture  trustee,  any  trustee  or 

20  examiner  in  the  casc[,  or  the  United  States  trustee]  may 

21  examine  the  debtor. 

22  §344.  Self-incrimination;  immunity 

23  Immunity  for  persons  required  to  submit  to  examina- 

24  tion,  to  testify,  or  to  provide  information  in  a  case  Under  this 

25  title  may  be  granted  imder  part  V  of  title  18. 
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1  §345.  Money  of  estates 

2  (a)  A  trustee  in  a  case  under  this  title  may  make  such 

3  deposit  or  investment  of  the  money  of  the  estate  for  which 

4  such  trustee  serves  as  will  yield  the  maximum  reasonable 

5  net  return  on  such  money,  taking  into  account  the  safety 
(j  of  such  deposit  or  investment. 

7  (b)  Except  with  respect  to  a  deposit  or  investment  that 

£  is  insured  or  guaranteed  by   the   United  States  or  by  a 

9  department,  agency,  or  instrumentality  of  the  United  States 

10  or  backed  by  the  full  faith  and  credit  of  the  United  States, 

11  the  trustee  shall  require  from  an  entity  with  which  such 

12  money  is  deposited  or  invested — 

13  (1)  a  bond — 

14  (A)  in  favor  of  the  United  States ; 

15  (B)  secured  by  the  undertaking  of  a  Corporate 

16  surety  approved  by  the   [United  States   trustee  J 

17  bankruptcy  judge  for  the  district  in  which  the  case 

18  is  pending;  and 

19  (0)  conditioned  on — 

20  (i)    a  proper  accounting  for  all  money  so 

21  deposited  or  invested  and  for  any  return  on  such 

22  money ; 

28  (ii)  prompt  repayment  of  such  money  and 

24  return;  and 
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(iii)    faithful  performance  of  duties  as  a 
depositoiy ;  or 
(2)    the  deposit  of  securities  of  the  kind  specified 
in  section  15  of  title  6. 

[(c)  The  United  States  trustee  may  aggregate  money 
of  estates  for  which  such  United  States  trustee  serves  as 
trustee  for  deposit  or  investment  under  this  section,  in  order 
to  increase  the  return  on  such  money,  taking  into  account 
the  safety  of  such  deposit  or  investment.  The  United  States 
trustee  shall  maintain  complete  records  identifying  separately 
the  money  of  each  estate  included  in  such  an  aggregation. 
Any  return  on  any  such  deposit  or  investment  shall  be  paid 
-,o     by  the  United  States  trustee  into  the  Treasury.] 

.,  t     §  346.  Special  tax  provisions 

±•1 

1P.  (a)    Except  to  the  extent  otherwise  provided  in  this 

16  section,  subsections    (b) ,    (c) ,    (d),    (e) ,    (g) ,    (h) ,    (i), 

17  and  (j)  of  this  section  apply  notwithstanding  State  or  local 
any  [State  or  local]  law  imposing  a  tax,  but  subject  to 
the  Internal  Revenue  Code  of  1954  (26  U.S.C.  1  et  seq.) . 

(b)  (1)  In  a  case  under  chapter  7  or  11  of  this  title 
concerning  an  individual,  any  income  of  the  estate  may  be 
taxed  under  a  State  or  local  law  imposing  a  tax  on  or 
measured  by  income  only  to  the  estate,  and  may  not 
be  taxed  to  such  individual.  Except  as  provided  in 
section  728  of  this  title,   if  such   individual  is   a  partner 
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j  in  a  partnership,  any  gain  or  loss  resulting  from   a  dis- 

o  tribution    of    property    from    such    partnership,    or    any 

3  distributive  share  of  income,  gain,  loss,  deduction,  or  credit 

4  of  such  individual  that  is  distributed,  or  considered 
r  distributed,  from  such  partnership,  after  the  commencement 
q  of  the  case  is  gain,  loss,  income,  deduction,  or  credit,  as  the 
rj  case  may  be,  of  the  estate. 

g  (2)  Except  as  otherwise  provided  in  this  section  and  in 

9  section  728  of  this  title,  any  income  of  the  estate  in  such 

10  a  case,  and  any  State  or  local  tax  on  or  measured  by  such 

11  income,   shall   be   computed   in   the   same   manner  as   the 

12  income  and  the  tax  of  an  estate. 

13  (3)    The   estate   in   such   a   case   shall   use   the   same 

14  accounting  method  as  the  debtor  used  immediately  before 

15  the  commencement  of  the  case. 

16  (c)  (1)    The  commencement  of  a  case  under  this  title 

17  concerning  a  corporation  or  a  partnership  does  not  effect  a 

18  change  in  the  status  of  such  corporation  or  partnership  for 

19  the  purposes  of  any  State  or  local  law  imposing  a  tax  on  or. 

20  measured  by  income.  Except  as  otherwise  provided  in  this 

21  section  and  in  section  728  of  this  title,  any  income  of  the 

22  estate  in  such  case  may  be  taxed  only  as  though  such  case. 

23  had  not  been  commenced. 

24  (2)  In  such  a  case,  except  as  provided  in  section  728_ 

25  of  this  title,  the  trustee  shall  make  any  tax  return  otherwise'. 
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1  required  by  State  or  local  law  to  be  filed  by  or  on  behalf  of 

2  such  corporation  or  partnership  in  the  same  manner  and 

3  form  as  such  corporation  or  partnership,  as  the  case  may  be, 

4  is  required  to  make  such  return. 

5  (d)  In  a  case  under  chapter  13  of  this  title,  any  income 
G  of  the  estate  or  the  debtor  may  be  taxed  under  a  State  or 

7  local  law  imposing  a  tax  on  or  measured  by  income  only  to 

8  the  debtor,  and  may  not  be  taxed  to  the  estate. 

9  (c)  A  claim  allowed  under  section  502  (f )  or  503  of  this 
10  title,  other  than  a  claim  for  a  tax  that  is  not  otherwise  de- 
ll ductible  or  a  capital  expenditure  that  is  not  otherwise  de- 

12  ductible,  is  deductible  by  the  entity  to  which  income  of  the 

13  estate  is  taxed  unless  such  claim  was  deducted  by  another 

14  entity,  and  a  deduction  for  such  a  claim  is  deemed  to  be  a 

15  deduction  attributable  to  a  business. 

16  (f)    The  trustee  shall  withhold  from  any  payment  of 

17  claims  for  wages,   salaries,   commissions,    dividends,   inter- 

18  est,  or  other  payments,  or  collect,  any  amount  required  to 

19  be  withheld  or  collected  under  applicable  State  or  local  tax 

20  law,  and  shall  pay  such  withheld  or  collected  amount  to  the 
2i  appropriate  governmental  unit  at  the  same  time  and  with 

22  the  same  priority  as  the  claim  from  which  such  amount 

23  was  withheld  was  paid. 

24  (g)  (1)    Neither  gam  nor  loss  shall  be  recognized  on 

25  a  transfer— 
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1  (A)  hy  operation  of  lft w,  of  property  to  the  estate; 

2  (B)  other  than  a  sale,  of  property  from  the  estate 

3  to  the  debtor;  or 

4  (C)   in  a  case  under  chapter  H  of  this  title  con- 

5  cerning  a  corporation,  of  property  from  the  estate  to 
(j  a  corporation  that  is  an  affiliate  participating  in  a  joint 

7  plan  with  the  debtor,   or  that  is   a   successor  to   the 

8  debtor  under  the  plan,  except  that  gain  or  loss  may  be 
ft  recognized  to  the  same  extent  that  such  transfer  results 

10.  in  the  recognition  of  gain  or  loss  under  section  371  of 

11  the  Internal  Revenue  Code  of  1954   (26  ILS.C.  371). 

12  (2)    The  transferee  of  a  transfer  of  a  kind  specified 

13  in  this  subsection  shall  take  the  property  transferred  with 

14  the  same  character,  and  with  the  transferor's  basis,  as  ad- 

15  justed  under  subsection   (j)  {5)   of  this  section,  and  holding 

16  period, 

17  (h)    Notwithstanding  sections   728(a)    and   1146(a) 

18  of  this  title,  for  the  purpose  of  determining  the  number  of 
Id  taxable  periods  during  which  the  debtor  or  the  estate  may 
20  use  a  loss  carryover  or  a  loss  carryback,  the  taxable  period 
2.1  of  the  debtor  during  which  the  case  is  commenced  is  deemed 

22  not  to  have  been  terminated  by  such  commencement. 

23  (i)  (1)   In  a  case  under  chapter  7  or  H  of  this  title 

24  concerning  an  individual,  the  estate  shall  succeed  to  the 

25  debtor's  tax  attributes,  including— 
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1  (A)  any  investment  credit  carryover; 

2  (B)  any  recovery  exclusion ; 

3  (C)  any  loss  carryover; 

4  (D)  any  foreign  tax  credit  carryover; 

5  ( E )  any  capital  loss  carryover ;  and 
q  (F)  any  claim  of  right. 

7  (2)  After  such  a  case  is  closed  or  dismissed,  the  debtor 

8  shall   succeed   to   any   tax   attribute   to   which   the    estate 

9  succeeded  under  paragraph   (1)   of  this  subsection  but  that 

10  was  not  utilized  by  the  estate.  The  debtor  may  utilize  such 

11  tax  attributes  as  though  any  applicable  time  limitations  on 

12  such  utilization  by  the  debtor  were  suspended  during  the 

13  time  during  which  the  case  was  pending. 

14  (3)  In  such  a  case,  the  estate  may  carry  back  any  loss  of 

15  the  estate  to  a  taxable  period  of  the  debtor  that  ended  before 

16  the  order  for  relief  under  such  chapter  the  same  as  the 

17  debtor  could  have  carried  back  such  loss  had  the  debtor 

18  incurred  such  loss  and  the  case  under  this  title  had  not  been 

19  commenced,  but  the  debtor  may  not  carry  back  any  loss  of 

20  the  debtor  from  a  taxable  period  that  ends  after  such  order 

21  to  any  taxable  period  of  the  debtor  that  ended  before  such 

22  order  until  after  the  case  is  closed. 

23  (j)  (1)    Except  as  otherwise  provided  in  this  subsec- 

24  tion,  income  is  not  realized  by  the  estate,  the  debtor,  or  a 
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j  successor  to  the  debtor  by  reason  of  forgiveness  or  discharge 

2  of  indebtedness  in  a  case  under  this  title. 

3  (2)    For  the  purposes  of  any  State  or  local  law  im- 

4  posing  a  tax  on  or  measured  by  income,  a  deduction  with 

5  respect  to  a  liability  may  not  be  allowed  for  any  taxable 
q  period  during  or  after  which  such  liability  is  forgiven  or 
7  discharged  under  this  title.  In  this  paragraph,  "a  deduction 
g  with  respect  to  a  liability"  includes  a  capital  loss  incurred 
9  on  the  disposition  of  a  capital  asset  with  respect  to  a  liability 

10  that  was  incurred  in  connection  with  the  acquisition  of  such 

11  asset. 

12  (3)   Except  as  provided  in  paragraph   (4)   of  this  sub- 

13  section,  for  the  purpose  of  any  State  or  local  law  imposing  a 

14  tax  on  or  measured  by  income,  any  net  operating  loss  of  an 

15  individual  or  corporate  debtor,  including  a  net  operating  loss 

16  carryover  of  such  debtor,  shall  be  reduced  by  the  amount  of 

17  indebtedness  forgiven  or  discharged  in  a  case  under  this  title, 

18  except  to   the   extent  that   such   forgiveness   or   discharge 

19  resulted  in  a  disallowance   under  paragraph    (2)    of  this 

20  subsection.  '*  : 

21  (4)  A  reduction  of  a  net  operating  loss  or  a  net  operat- 

22  ing  loss  carryover  under  paragraph  ( 3 )  of  this  subsection  or 

23  of  basis  under  paragraph   (5)    of  this  subsection  is  not  re- 
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1  quired  to  the  extent  that  the  indebtedness  of  an  individual  or 

2  corporate  debtor  forgiven  or  discharged — 

3  (A)   consisted  of  items  of  a  deductible  nature  that 
4.  were  not  deducted  by  such  debtor;  or 

,<5  (B)    resulted    in    an   expired    net   operating   loss 

(i  carryover  or  other  deduction  that — 

7  (i)  did  not  offset  income  for  any  taxable  period ; 

§  and 

9  (ii)  did  not  contribute  to  a  net  operating  loss 

10.  in  or  a  net  operating  loss  carryover  to  the  taxable 

11  period  during  or  after  which  such  indebtedness  was 

12  discharged. 

13  (5)  For  the  purposes  of  a  State  or  local  law  imposing 

14  a  tax  on  or  measured  by  income,  the  basis  of  the  debtor's 

15  property  or  of  property  transferred  to  an  entity  required  to 
1§  use  the  debtor's  basis  in  whole  or  in  part  shall  be  reduced  by 

17  the  lesser  of — 

18  (A)  (i)  the  amount  by  which  the  indebtedness 
jg  of  the  debtor  has  been  forgiven  or  discharged  in  a  case 
20  under  this  title ;  minus 

2j[  (ii)    the  total  amount  of  adjustments  made  under 

22  paragraphs  (2)  and  (3)  of  this  subsection ;  and 

23  (B)    the  amount  by  which  the  total  basis  of  the 

24  debtor's  assets  that  were  property  of  the  estate  before 

25  such forgiveness"  qj£  jjischarge  exceeds  the  debtor's  total 
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1  liabilities  that  were  liabilities  both  before  and  after  such 

2  forgiveness  or  discharge. 

3  (6)    Notwithstanding  paragraph    (&)    of  this  subsec- 

4  tion,  basis  is  not  required  to  be  reduced  to  the  extent  that 
ig  tfae  debtor  elects  to  treat  as  taxable  income,  of  the  taxable 
©  pdriod  in  which  indebtedness  is  given  or  discharged,  the 

7  amount  of  indebtedness  forgiven  of  discharged  that  other- 

8  wise  would  be  applied  in  reduction  of  basis  under  para- 

9  graph  (5)  of  this  subsection. 

10  (7)   For  the  purposes  of  this  subsection,  indebtedness 

11  with  respect  to  which  an  equity  security,  other  than  an  in- 

12  terest  df  a  limited  partner  in  a  limited  partnership,  is  issued 

13  to  the  creditor  to  whom  such  indebtedness  was  owed,  or  that 

14  i&  forgiven  as  a  contribution  to  capital  by  an  equity  security 

15  holder,  other  than  a  limited  partner  in  the  debtor,  is  not 

16  forgiven  or  discharged  in  a  case  Under  this  tide— - 

1?  ip          (A)  to  any  extent  that  swdh  indebtedness  did  not 

18  consist  of  items  of  a  deductible  nature ;  or 

19  (B)  if  the  issuance  of  such  equity  security  has  the 

20  r    same  Consequences  under  a  law  imposing  a  tax  on  or 

21  measured  by  income  to  such  creditor  as  a  payment  iil 

22  ,•  cash  to  such  creditor  in  an  amount  equal  to  the  fair 
23 :  market  value  of  such  equity  security,  then  to  the  lesser 
24  -of-- 
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i  (i)  the  extent  that  such  issuance  has  the  same 

2  such  consequences ;.  and. 

3  {ii)    the  extent  of  such  fair  market  value. 

4  §347.  Unclaimed  property 

5  (a)  [Sixty]  Ninety  days  after  the  final  distribution 
6;,  under  section  726  or  1326  of  this  title  in  a  case  under  chapter 
7  7  or  13  of  this  title,  as  the  case  may  be,  the  trustee  shall  stop 
8 ;  payment  on  any  check  remaining  unpaid,  and  any  remaining 
9  property  of  the  estate  shall  be  paid  into  the  court  and  dis- 

10  posed  of  under  chapter  129  of  title  28. 

11  (b)    Any  security,  money,  or  other  property  remain- 

12  irig  unclaimed  at  the  expiration  of  the  time  allowed  in  a 

13  case  under  chapter  9  or  1 1  of  this  title  for  the  presentation  of 

14  a  security  or  the  performance  of  any  other  act  as  a  condition 
1,5  to  participation  in  the  distribution  under  any  plan  confirmed 

16  under  section  943  or  1129  of  this  title,  as  the  case  may  be, 

17  becomes  the  property  of  the  debtor  or  of  the  entity  acquiring 

18  the  assets  of  the  debtor  under  the  plan,  as  the  case  may  be. 

19  §  348.  Effect  of  conversion 

20  (a)  Conversion  of  a  case  from  a  case  under  one  chapter 

21  of  this  title  to  a  case  under  another  chapter  of  this  title 

22  constitutes  an  order  for  relief  under  the  chapter  to  which  the 

23  case  is  converted,  but,  except  as  provided  in  subsections  (b) 

24  and  (c)  of  this  section,  does  not  effect  a  change  in  the  date 
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1  of  the  filing  of  the  petition,  the  commencement  of  the  case, 

2  or  the  order  for  relief. 

3  (b)  Unless  the  court  for  cause  orders  otherwise,  in  sec- 

4  tions  701(a),  728(a),  1102(a),  1110  (a)  (1),  1121(b), 

5  1121(c),    1141(d),    1146(a),    1146(b),    1301(a),    and 

6  1305  (a)  of  this  title,  "the  order  for  relief  under  this  chapter" 

7  in  a  chapter  to  which  a  case  has  been  converted  under 

8  section  706,  1112,  or  1307  of  this  title  means  the  conversion 

9  of  such  case  to  such  chapter. 

10  (c)  Sections  342  (a)  and  365  (d)  of  this  title  apply  in  a 

11  case  that  has  been  converted  under  section  706,  1112,  or 

12  1307  of  this  title,  as  if  the  conversion  order  were  the  order 

13  for  relief . 

14  (d)  A  claim  against  the  estate  or  the  debtor  that  arises 

15  after  the  order  for  relief  but  before  conversion  in  a  case  that 

16  is  converted  under  section  1112  or  1307  of  this  title,  other 

17  than  a  claim  specified  in  section  503  (b)  of  this  title,  shall  be 

18  treated  for  all  purposes  as  if  such  claim  had  arisen  imme- 

19  diately  before  the  date  of  the  filing  of  the  petition. 

20  (e)  Conversion  of  a  case  from  a  case  under  [one  chapter 

21  of  this  title  to  a  case  under  another  chapter]  section  706, 

22  1112,  or  1307  of  this  title  terminates  the  service  of  any 

23  trustee  [or  examiner]  that  is  serving  in  the  case  before  such 

24  conversion. 
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1  §  349.  Effect  of  dismissal 

2  (a)    Unless  the  court,  for  cause,  orders  Otherwise,  the 

3  dismissal  of  a  case  under  this  title  does  not  bar  the  discharge, 

4  fn  a  later  case  under  this  titte,  of  debts  that  were  discharge- 

5  able  in  the  case  dismissed. 

6  (b)  Unless  the  court,  for  cause,  orders  otherwise,  a  dis- 

7  missal  of  a  case  other  than  under  section  742  of  this  title — 

8  (1)  reinstates— 

9  (A)    any  proceeding  or  custodianship  super- 

10  •  seded  under  section  543  of  this  title ; 

11  (B)   any  transfer  avoided  under  section  522, 

12  544,  545,  547,  548,  549,  or  724  (a)  of  this  title,  or 

13  preserved  under  section  510  (b)  (2) ,  522  (i)  (2) ,  or 

14  551  of  this  title;  and 

15  (C)   any  lien  voided  under  section  506(d)   of 

16  this  title ; 

17  (2)   vacates  any  order,  judgment,  or  transfer  or- 

18  dered,  under  section  522  (i)  (1),  542,  or  550  of  this 

19  title;  and 

20  (3)  revests  the  property  of  the  estate  in  the  entity 

21  in  which  such  property  was  vested  immediately  before 

22  the  commencement  of  the  case  under  this  title. 

23  §350.  Closing  and  reopening  cases 

24  (a)   After  an  estate  is  fully  administered  and  the  court 

25  has  discharged  the  trustee,  the  court  shall  close  the  case. 
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1  (b)   A  case  may  be  reopened  in  tlje  court  in  which 

2  such  case  was  closed  to  administer  assets,  to  accord  relief  to 

3  the  debtor,  or  for  other  cause, 

4  SUBCHAPTER  IV— ADMINISTRATIVE  POWERS 
.  5  §361.  Adequate  protection 

■g  When  adequate  protection  is  required  under  section  362, 

7  363,  or  364  of  this  title  of  an  interest  of  an  entity  inprop- 

8  erty,  such  adequate  protection  may  be  provided  by — 

g-  • .    •           (\)  requiring  the  trustee  to  make  periodic  cash  pay- 

10  ments*  to  such  entity,  to  the  extent  that  the  stay  under 

U3  section  362  oi  this  title,  use,  sale,  or  lease  under  section 

12  363  of  this  title,  or  any  grant  of  a  lien  under  section 

13  •  364  of  this  title  results  in  a  decrease  in  the  value  of 

14  such  entity's  interest  in  such  property ; 

15  (2)   providing  to  such  entity  an  additional  or  re- 

16  placement  lien  to  the  extent  that  such  stay,  use,  sale, 

17  lease,  or  grant  results  in  a  decrease  in  the  vahae  of  such 

18  entity's  interest  in  such  property  ; 

19  [(3)   entitling  such  entity  to  compensiation  allow- 

20  '  able  under  section  503  (b)  (!)  of  this  title  as  an  adminis- 

21  trative  expense,  to  the  extent  that  such  stay,  use,  sale, 

22  lease,  or  grant  results  in  a  decrease  in  the  value  of  such 

23  entity's  interest  in  such  property,  if  the  estate  will  con- 
24 '  .  '  tain  sufficient  assets  to  pay  such  administrative  expense 
25  in  the  event  of  liquidation  of  the  debtor;  or 
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1  [  (4)  granting  such  other  relief  as  will  result  in  the 

2  realization  by  such  entity  of  the  value  of  such  entity's 

3  interest  in  such  property.] 

4  §  362.  Automatic  stay 

5  (a)   Except  as  provided  in  subsection   (b)   of  this  sec- 

6  tion,  a  petition  filed  under  section  301,  302,  or  303  of  this 

7  title  operates  as  a  stay,  applicable  to  all  entities,  of — 

8  (1)   the  commencement  or  continuation,  including 

9  the  issuance  or  employment  of  process,  of  a  judicial, 

10  administrative,  or  other  proceeding  against  the  debtor 

11  that  was  or  could  have  been  commenced  before  the 

12  commencement  of  the  case  under  this  title ; 

13  (2)   the  enforcement,  against  the  debtor  or  against 

14  property  of  the  estate,  of  a  judgment  obtained  before  the 

15  commencement  of  the  case  under  this  title ; 

16  (3)  any  act  to  obtain  possession  of  property  of  the 

17  estate  or  of  property  from  the  estate ; 

18  (4)   any  act  to  create,  perfect,  or  enforce  any  lien 

19  against  property  of  the  estate; 

20  (5)   any  act  to  create,  perfect,  or  enforce  against 

21  property  of  the  debtor  any  lien  to  the  extent  that  such 

22  lien  secures  a  claim  that  arose  before  the  commence- 

23  ment  of  the  case  under  this  title ; 

24  (6)   any  act  to  collect  or  recover  a  claim  against 
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the  debtor  that  arose  before  the  commencement  of  the 

2  case  under  this  title ;  and 

3  (7)  the  setoff  of  any  debt  owing  to  the  debtor  that 

4  arose  before  the  commencement  of  the  case  under  this 

5  title  against  any  claim  [against]  or  interest  in  the  debtor. 

6  (b)  The  filing  of  a  petition  under  section  301,  302,  or 

7  303  of  this  title  does  not  operate  as  a  stay — 

8  (1)    under  subsection    (a)    of  this  section,  of  the 

9  commencement  or  continuation  of  a  criminal  action  or 

10  proceeding  against  the  debtor; 

11  (2)    under  subsection    (a)    of  this  section,  of  the 

12  collection   of  alimony,   maintenance,   or   support  from 

13  property  that  is  not  property  of  the  estate ; 

14  (3)    under  subsection    (a)    of  this  section,  of  any 

15  act  to  perfect  an  interest  in  property  to  the  extent  that 

16  the  trustee's  rights  and  powers  are  subject  to  such  per- 

17  fection  under  section  546[  (a)  ]  of  this  title ; 

18  (4)  under  subsection  (a)  (1)  of  this  section,  of  the 

19  commencement  or  continuation  of  an  action  or  proceed- 

20  ing  by  a  governmental  unit  to  enforce  such  govern- 

21  mental  unit's  police  or  regulatory  power ; 

22  (5)  under  subsection  (a)  (2)  of  this  section,  of  the 

23  enforcement  of  a  judgment,  other  than  a  money  judg- 

24  .  ment,  obtained  in  an  action  or  proceeding  by  a  govern- 
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1  mental  iwjt  to  enforce  such,  governmental  unit's  police 

2  or  regulatory  power;  or 

o  (6)    wider  su^seotjo^    (ft)  (7}   of  this  section,  of 

4  the  setoff  of  any  debt  and  claim  that  are  commodity 

5  futures,  oontrftots,  forward,  commodity  contracts,  leverage 

6  transactions,  options,  warrants,  or  rights  to  purchase  or 

7  sell  commodity  futures  contracts,  or  options  Jo  purchase 
g  or  sell  commodities. 

9  (:c)  Ifccept  as  pjo,vide4  W  sub,$ec|io^   (d) ,   (e) ,  and 
10     (f)   of  this  section — 

}1  (1)   the.  stav  o4  an  act  against  property  of  the 

1$  estftte  under  suteect^n    (a)    of  this  section  continues 

13  until  sucl*  property  is  no  longer  property  of  the  estate ; 

U  and 

15  (2)  the  stay  of  any  other  act  un4er  subsection  (a) 

}6,  oj  tjiis  section,  continues  untii  tfre  earliest  oi-r- 

17  (A)   #*<?  ^»«  IN  £*£©  is  cios^; 

18  (B)  tfco  time  the  case  is.  dismissed;  and 

1S|  (C)   if  <&e  case  is  ft  case  WM&r-  chapter  7  $f 

$>  t^is  title  concerning  a#  m4Vri4uftl  9T  %  case  under 

2i  chapter  &  H,  or  13  o|  tfcjs  t$e,  fee  time  a  $ta- 

2#  charge  is  ^r^njtei  or  4e*4e4 

23  (d)   On  request  of  a  party  in  iaterest,  after  notice  and 

24  a  hearing,  and  far  cause,  including  the  Jack  of  adequate  pro- 
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1  taction  of  an  intereest  hi  property  of  such  party  in  interest, 

2  the  court  shall  grant  relief  from  the  stay  provided  under 

3  subsection   (a)   of  this  section,  such  as  hy  terminating,  an- 

4  unling'  modifying,  or  conditioning  such  stay-  The  court  shall 

5  gru,nt  relief  from  the  stay  if  the  court  finds  that  the  debtor 
Q  has  no.  equity  in  the  property  subject  of  the  stay. 

7  (e)  Thirty  days  after  a  request  under  subsection  (d)  of 

8  this  section  fox  relief  from  the   stay  of  any   aot  against 

9  property  of  the  estate  under  subsection  (a)  of  this  section, 
1Q  such  stay  is  terminated  with  respect  to  the  party  in  interest 
1%  making  such  request,  unless  the  court,  alter  notice  and  a 
13  hearing,  orders  such  stay  continued  in  effect  pending,  or  as 

13  a  result  of,  a  final  hearing  and  determination  under  subsec- 

14  tion  (d)  of  this  section.  A  hearing  under  this  subsection  may 

15  be  a  preliminary  hearing,  or  may  be  consolidated  with  the 
16.  final  hearing  under  subsection    (d)    of  this  section.  If  the 

17  hearing  under  this  subsection  is  a  preliminary  hearing,  the 

18  court  shall  order  such  stay  so  continued  if  there  is  a  reason- 

19  able  likelihood  that  the  party  opposing  relief  from  such,  stay 

20  will  prevail  at  the  final  hearing  under  subsection  (d)  of  this 

21  section.. 

22  (f)  The  court,  without  a  hearing,  shall  grant  such  relief 

23  from  the  stay  provided  under  subsection  (a)  of  this  section 

24  as  is  necessary  to  prevent  irreparable  damage  to  the  interest 
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2  of  an  entity  in  property,  if  such  interest  will  suffer  such  dam- 

2  age  before  there  is  an  opportunity  for  notice  and  a  hearing 

3  under  subsection  (d)  or  (e)  of  this  section. 

4  (g)    In  any  hearing  under  su'bsection    (d)    or    (e)    of 

5  this  section  concerning  relief  from  the  stay  of  any  act 
g  under  subsection  (a)  of  this  section,  the  party  opposing 
7  such  relief  has  the  burden  of  proof  on  the  [issue]  issues  of 
g  adequate  protection  and  equity  of  the  debtor. 

9  §  363.  Use,  sale,  or  lease  of  property 

10  (&)   In  this  section,  "soft  collateral"  means  inventory, 

11  farm  products,  accounts,  contract  rights,  general  intangibles, 

12  cash,  negotiable  instruments,  documents  of  title,  securities, 

13  rents,  or  chattel  paper  in  which  the  estate  and  an  entity  other 

14  than  the  estate  have  an  interest. 

15  (b)  The  trustee,  after  notice  and  a  hearing,  may  use, 

16  sell,  or  lease,  other  than  in  the  ordinary  course  of  business, 

17  property  of  the  estate. 

18  (c)  (1)  If  the  business  of  the  debtor  is  authorized  to  be 

19  operated  under  section  721,  1108,  or  1304  of  this  title  and 

20  unless  the  court  orders  otherwise,  the  trustee  may  enter  into 

21  transactions,  including  the  sale  or  lease  of  property  of  the 

22  estate,  hi  the  ordinary  course  of  business,  without  notice  or 

23  a  hearing,  and  may  use  property  of  the  estate  in  the  ordinary 

24  course  of  business  without  notice  or  a  hearing. 

25  (2)   Before  the  trustee  may  use,  sell,  or  lease  soft  col- 
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1  lateral  under  paragraph   (1)    of  this  subsection,  the  trustee 

2  shall  notify  each  entity  that  has  an  interest  in  such  soft  col- 

3  lateral  of  such  use,  sale,  or  lease.  The  trustee  may  not  so 

4  use,  sell,  or  lease  such  soft  collateral  more  than  five  days 

5  after  such  notification,  unless  the  court,  after  notice  and  a 
q  hearing,  authorizes  such  use,  sale,  or  lease  in  accordance 

7  with  the  provisions  of  this  section.  A  hearing  under  this  para- 

8  graph  may  be  a  preliminary  hearing,  or  may  be  consolidated 

9  with  a  hearing  under  subsection   (e)   of  this  section.  If  the 

10  hearing  under  this  paragraph  is  a  preliminary  hearing,  the 

11  court  may  authorize  such  use,  sale,  or  lease  only  if  there  is 

12  a  reasonable  likelihood  that  the  trustee  will  prevail  at  the 

13  final  hearing  under  subsection  (e)   of  this  section. 

14  (d)   The  trustee  may  use,  sell,  or  lease  property  under 

15  subsection  (b)  or  (c)  of  this  section  only  to  the  extent  not 

16  inconsistent  with  any  relief  granted  under  section  362  (c) , 

17  362  (d) ,  362  (e) ,  or  362  (f)  of  this  title. 

18  (e)    Notwithstanding  any  other  provision  of  this  sec- 

19  tion,  at  any  time,  on  request  of  an  entity  that  has  an  interest 

20  in  property  used,  sold,  or  leased,  or  proposed  to  be  used, 

21  sold,  or  leased,  by  the  trustees,  the  court  shall  prohibit  or 

22  condition  such  use,  sale,  or  lease  as  is  necessary  to  provide 

23  adequate  protection  of  such  interest.  In  any  hearing  under 

24  this  section,  the  trustee  has  the  burden  of  proof  on  the  issue 

25  of  adequate  protection.  Notwithstanding  section  524(a)(2) 
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•  i  em  entity  that  has  an  interest  in  the  "property  proposed  to  be 

2  sold  by  the  trustee  may  bid  at  the  sale  thereof  qnd  set  off 

3  against  the  purchase  price  thereof  up.  to  the  amount  of  siwh 

4  entity $  claim, 

5  (f)  [The  trustee  may  sell  pro perty  under  subsection  (b) 

6  or  (o)  of  this  section  free  and  clear  of  any  interest  in  such 
7<  property  of  an  entity  other  than  the  estate,]  NotwiiK&arM- 

8  ing  any  other  provision  of  this  secti&n  the  trustee  may  not 

9  sell  property  free  and  clear  of  any  interest  in  such  property 
10  of  an  entity  other  than  at  a  fair  upset  ptrice  and  on  not  less 
XI  than  30  days  notice  to  such  entity,  and  only  if— 

12  (1)   applicable  nonbankruptcy  taw  permits  sale  of 

13  such  property  free  and  clear  of  such  interest; 

14  ( 2 )   such  entity  consents ; 

15  (3)   such  interest  is  a  lien  and  the  price  at  which 
.16  such  property  is  to  be  sold  is  greater  than  the  aggregate 

17  value  of  such  interest ; 

18  (4)   such  interest  is  in  bona  fide  dispute;  or 

19  '  (5)   such  entity  could  be  compelled,  in  a  legal  or 

20  equitable  proceeding,  to  accept  a  money  satisfaction  of 

21  such  interest. 

22  (g)  Notwithstanding  subsection   (f)  of  this  section,  the 

23  trustee  may  sell  property  under  subsection   (b)   or    (c)    of 

24  this  section  free  and  clear  of  any  vested  or  contingent  right 

25  in  the  nature  of  dower  or  curtesy. 
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1  (h)  Notwithstanding  subsection  (f)  of  this  section,  the 

2  trustee  may  sell,  under  subsection  (b)  or  (c)  of  this  section, 

3  both  the  estate's  interest  and  the  interest  of  any  co-owner  in 

4  property  in  which  the  debtor  had,  immediately  before  the 

5  commencement  of  the  case,  an  undivided  interest  as  a  tenant 

6  in  common,  joint  tenant,  or  tenant  by  the  entirety,  only  if— 

7  (1)   partition  in  kind  of  such  property  among  the 

8  estate  and  such  co-owners  is  impracticable; 

9  (2)    sale  of  the  estate's  undivided  interest  in  such 

10  property  would  realize  significant]}-  less  for  the  estate 

11  than  sale  of  such  property  free  of  the  interests  of  such 

12  co-owners;  and 

13  (3)  the  benefit  to  the  estate  of  a  sale  of  such  prop- 

14  erty  free  of  the  interests  of  co-owners  outweighs  the 

15  detriment,  if  any,  to  such  co-owners. 

16  (i)   Before  the  consummation  of  a  sale  of  property  to 

17  which  subsection   (g)    or   (h)    of  this  section  applies,  or  of 

18  property  of  the  estate  that  was  community  property  of  the 

19  debtor  and  the  debtor's  spouse  immediately  before  the  cofn- 

20  mencement  of  the  case,  the  debtor's  spouse,  or  a  co-owner  of 

21  such  property,  as  the  case  may  be,  may  purchase  such  prop- 

22  erty  at  the  price  at  which  such  sale  is  to  be  consummated. 

23  (j)   After  a  sale  of  property  to  which  subsection  (g)  or 

24  (h)  of  this  section  applies,  the  trustee  shall  distribute  to  the 

25  debtor's  spouse  or  the  co-owners  of  such  property,  as  the 


64 


62 

1  case  may  be,  and  to  the  estate,  the  proceeds  of  such  sale,  less 

2  the  costs  and  expenses,  not  including  any  compensation  of 

3  the  trustee,  of  such  sale,  according  to  the  interests  of  such 

4  spouse  or  co-owners,  and  of  the  estate. 

5  (k)   The  trustee  may  use,  sell,  or  lease  property  under 

6  subsection    (b)    or    (c)    of  this  section,  and  a  plan  under 

7  chapter  11  or  13  of  this  title  may  provide  for  the  use,  sale, 

8  or  lease  of  property,  notwithstanding  any  provision  in  a 

9  contract,  a  lease,  or  applicable  law  that  is  conditioned  on 

10  the  insolvency  or  financial  condition  of  the  debtor,  on  the 

11  commencement  of  a  case  under  this  title  concerning  the 

12  debtor,  or  on  the  appointment  of  or  taking  possession  by  a 

13  trustee  in  a  case  under  this  title  or  a  custodian,  and  that 

14  effects,  or  gives  an  option  to  effect,  a  forfeiture,  modification, 

15  or  termination  of  the  debtor's  interest  in  such  property. 

16  (1)   The  reversal  or  modification  on  appeal  of  an  au- 

17  thorization  under  subsection   (b)   or  (c)  of  this  section  of  a 

18  sale  or  lease  of  property  does  not  affect  the  validity  of  a  sale 

19  or  lease  under  such  authorization  to  an  entity  that  purchased 

20  or   leased   such   property   in   good   faith,   whether  or  not 

21  such  entitly  knew  of  the  pendency  of  the  appeal,  unless 

22  such  authorization  and  such  sale  or  lease  were  stayed  pend- 

23  ing  appeal. 

24  (m)   The  trustee  may  void  a  sale  under  this  section  if 

25  the  sale  price  was  controlled  by  an  agreement  among  po- 
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1  tential  bidders  at  such  sale,  or  may  recover  from  a  party 

2  to  such  agreement  any  amount  by  which  the  value  of  the 

3  property  sold  exceeds  the  price  at  which  such   sale   was 

4  consummated,  and  may  recover  any  costs,  attorney's  fees,  or 

5  expenses  incurred  in  voiding  such  sale  or  recovering  such 

6  amount.   The   court  may  grant  judgment  in  favor  of  the 

7  estate  and  against  any  such  party  that  entered  into  such 

8  agreement  in  willful  disregard  of  this  subsection  for  punitive 

9  damages  in  addition  to  any  recovery  under  the  preceding 

10  sentence. 

11  §364.  Obtaining  credit 

12  (a)  If  the  trustee  is  authorized  to  operate  the  business 

13  of  the  debtor  under  section  721,  1108,  or  1304  of  this  title, 

14  unless  the  court  orders  otherwise,  the  trustee  may  obtain 

15  unsecured  credit  and  incur  unsecured  debt  in  the  ordinary 

16  course  of  business  allowable  under  section  503(b)  (1)    of 

17  this  title  as  an  administrative  expense. 

18  (b)  The  court,  after  notice  and  a  hearing,  may  authorize 

19  the  trustee  to  obtain  unsecured  credit  or  to  incur  unsecured 

20  debt  other  than  under  subsection  (a)   of  this  section,  allow- 

21  able  under  section  503  (b)  (1)  of  this  title  as  an  administra- 

22  tive  expense. 

23  (c)  If  the  trustee  is  unable  to  obtain  unsecured  credit 

24  allowable  under  section  503(b)  (1)    of  this  title  as  an  ad- 

25  ministrative  expense,  the  court,  after  notice  and  a  hearing, 
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1     may  authorize  the  obtaining  of  credit  or  the  incurring  of 
9    debt— 

(1)    with  priority  over  any  or  all  administrative 

4  expenses   of  the  kind  specified  in   section   503(b)    of 

5  this  title; 

6  (2)    secured  by  a  lien  on  property  of  the  estate 

7  that  is  not  otherwise  subject  to  a  lien ;  or 

8  (3)    secured  by  a  junior  lien  on  property  of  the 

9  estate  that  is  subject  to  a  lien. 

10  (d)  (1)    The  court,  after  notice  and  a  hearing,  may 

11  authorize  the  obtaining  0f  credit  or  the  incurring  of  debt 

12  secured  by  a  senior  or  equal  lien  on  property  of  the  estate 

13  that  is  subject  to  a  lien  only  if— 

U  (A)    tlle  tm*tee  is  unable  to   obtain  such   credit 

15  otherwise;  and 

1G  .     (B)   there  is  adequate  protection  of  the  interest  of 

17  the  holder  of  the  lien  on  the  property  of  the  estate  on 

18  which  such  senior  or  equal  lien  is  proposed  to  be  granted. 
Id  (2)  In  any  hearing  under  paragraph  (1)  of  this  sub^ 

20  Section,  the  trustee  has  the  burden  of  proof  on  the  issue  of 

21  adequate  protection. 

22  (e)    The  reversal  or  modification  on  appeal  of  an  au- 

23  thorization  under  this  section  to  obtain  credit  or  incur  debt, 

24  or  of  a  grant  under  this  section  of  a  priority  or  a  lien, 

25  does  not  affect  the  validity  of  any  debt  so  incurred,  or  any 
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1  priority  or  lien  so  granted,  to  an  entity  that  extended  such 

2  credit  in  good  faith,  whether  or  not  such  entity  knew  of  the 

3  pendency  of  the  appeal,  unless  such  authorization  and  the 

4  incurring  of  such  debt,  or  the  granting  of  such  priority  or 

5  lien,  were  stayed  pending  appeal. 

q  §  365.  Executory  contracts  and  unexpired  leases 

7  (a)   Except  as  provided  in  section  765  of  this  title  and 

8  in  subsections  (b)  ,   (c) ,  and  (d)  of  this  section,  the  trustee, 

9  subject  to  the  court's  approval,  may  assume  or  reject  any 

10  executory  contract  or  unexpired  lease  of  the  debtor. 

11  (b)(1)    If  there  has  been  a  default  in  an  executory 

12  contract  or  unexpired  lease  of  the  debtor,  the  trustee  may 

13  not  assume  such  contract  or  lease  unless,  at  the   time  of 

14  assumption  of  such  contract  or  lease,  unless,  at  the  time  of 

15  assumption  of  such  contract  or  lease,  the  trustee — 

16  (A)   cures  or  provides  adequate  assurance  that  the 

17  trustee  will  promptly  cure,  such  default ; 

18  (B)    compensates,  or  provides  adequate  assurance 

19  that  the   trustee   will   promptly   compensate,    a   party 

20  other  than  the   debtor  to   such   contract  or  lease,   for 

21  any  actual  pecuniary  loss  to  such  party  resulting  from 

22  such  default ;  and 

23  (C)    provides   adequate   assurance   of  future    per- 

24  formance  under  such  contract  or  lease. 
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1  (2)    Paragraph    (1)    of  this  subsection  does  not  apply 

2  to  a  default  that  is  a  breach  of  a  provision  relating  to — 

3  (A)    the  insolvency  or  financial  condition  of  the 

4  debtor  at  any  time  before  the  closing  of  the  case; 

5  (B)  the  commencement  of  the  case  under  this  title; 

6  or 

7  (C)    the  appointment  of  or  taking  possession  by  a 

8  trustee  in  a  case  under  this  title  or  a  custodian  before 

9  such  commencement. 

10  (3)  The  provisions  of  paragraph  (1 )  of  this  subsection 

11  shall  not  prevent  termination  of  a  lease  pursuant  to  provisions 

12  contained  therein — 

13  (A)  in  a  case  under  chapter  7  of  this  title; 

11  (B)  where  the  lease  was  entered  into  before  the  effec- 

15  live  date  of  this  title; 

16  (C)    where  the  property  leased  thereunder  is  not 

17  essential  to  the  debtor  s  business;  or 

18  (D)   where  the  rent  payable  pursuant  to  the  lease 

19  is  substantially  less  than  the  fair  rental  value  of  the  prop- 

20  fi'ty  leased  thereunder. 

21  (c)  The  trustee  may  assume  or  assign  an  executory  con- 

22  tract  or  unexpired  lease  of  the  debtor,  whether  or  not  such 

23  contract  or  lease  prohibits  or  restricts  assignment  of  rights 

24  or  delegation  of  duties,  unless — 

25  ( 1 )   applicable  law  excuses  a  party,  other  than  the 
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1  debtor,  to  such  contract  or  lease  from  accepting  per- 

2  formance  from  or  rendering  performance  to  the  trustee 

3  or  an  assignee  of  such  contract  or  lease,  whether  or 

4  not  such  contract  or  lease  prohibits  or  restricts  assign- 

5  ment  of  rights  or  delegation  of  duties;  and 

q  (2)  such  party  does  not  consent  to  such  assumption 

7  or  assignment. 

8  (d)  (1)    In  a  case  under  chapter  7  of  this  title,  if  the 

9  trustee  does  not  assume  or  reject  an  executory  contract  or 

10  unexpired  lease  of  the  debtor  within  GO  days  after  the  order 

11  for  relief,  or  within  such  additional  time  as  the  court,  for 

12  cause,  within  such  60-day  period,  fixes,  then  such  contract 

13  or  lease  is  deemed  rejected. 

14  (2)   In  a  case  under  chapter  9,  11,  or  13  of  this  title, 

15  the  trustee  may  assume  or  reject  an  executory  contract  or 

16  unexpired  lease  of  the  debtor  at  any  time  before  the  con- 

17  firmation  of  a  plan,  but  the  court,  on  request  of  any  party 

18  to  such  contract  or  lease,  may  order  the  trustee  to  deter- 

19  mine  within  a  specified  period  of  time  whether  to  assume 

20  or  reject  such  contract  or  lease. 

2i  (e)   Except  as  provided  in  subsection  (b)(3),  notwith- 

22  standing  a  provision  in  an  executory  contract  or  unexpired 

23  lease,  or  in  applicable  law,  an  executoiy  contract,  or  un- 

24  expired  lease  of  the  debtor,  other  than  a  contract  or  lease 

25  of  the  kind  specified  in  subsection   (c)   of  this  section,  may 
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1  not  be  terminated  or  modified,  and  any  right  or  obligation 

9  under  such  an  executory  contract  or  unexpired  lease,  other 

3  than  a  contract  or  lease  of  the  kind  specified  in  subsection 

4  (c)   of  this  section,  may  not  be  terminated  or  modified,  at 

5  any  time  after  the  commencement  of  the  case  solely  because 
q  of  a.  default  of  a  kind  specified  in  subsection  (b)  (2)  of  this 
rj  section. 

g  (0(1)    Except  as  provided  in  subsection    (c)    of  this 

q  section,  notwithstanding  a  provision  in  an  executory  contract 

10  or  unexpired  lease  of  the  debtor,  or  in  applicable  law,  that 

H  prohibits,  restricts,  or  conditions  the  assignment  of  such  con- 

12  tract  or  lease,  the  trustee  may  assign  such  contract  or  lease 

13  under  paragraph  (2)  of  this  subsection. 

14  (2)  The  trustee  may  assign  an  executory  contract  or  un- 

15  expired  lease  of  the  debtor  only  if — 

16  (A)   the  trustee  assumes  such  contract  or  lease  in 

17  accordance  with  the  provisions  of  this  section;  and 

18  (B)   adequate  assurance  of  future  performance  by 

19  the   assignee   of   such    contract   or   lease   is   provided, 

20  whether  or  not  there  has  been  a  default  in  such  contract 
2i  or  lease. 

22  (3)   Notwithstanding  a  provision  in  an  executory  con- 

23  tract  or  unexpired  lease  of  the  debtor,  or  in  applicable  law, 

24  that  terminates  or  modifies,  or  permits  a  party  other  than 

25  the  debtor  to  terminate  or  modify,  such  contract  or  lease 
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1  or  a  right  or  obligation  under  such  contract  or  lease  on  ac- 

2  count  of  an  assignment  of  such  contract  or  lease,  such  con- 

3  tract,  lease,  right,  or  obligation  may  not  be  terminated  or 

4  modified  under  such  provision  because  of  the  assumption  or 

5  assignment  of  such  contract  or  lease  by  the  trustee. 

G  (g)    Except  as  provided  in  subsections    (h)  (2)    and 

7  (i)  (2)  of  this  section,  the  rejection  of  an  executory  contract 

8  or  unexpired  lease  of  the  debtor  constitutes  a  breach  of  such 

9  contract  or  lease — 

10  ( 1 )  if  such  contract  or  lease  has  not  been  assumed 

11  under  this  section  or  under  a  plan  confirmed  under  chap- 

12  ter  9,  11,  or  13  of  this  title  immediately  before  the  date 

13  of  the  filing  of  the  petition ;  or 

14  (2)    if  such  contract  or  lease  has  been  assumed 

15  under  this  section  or  under  a  plan  confirmed  under  chap- 

16  ter  9,  11,  or  13  of  this  title — 

17  (A)   if  before  such  rejection  the  case  has  not 

18  been  converted  under  section  1112  or  1307  of  this 

19  title,  at  the  time  of  such  rejection;  or 

20  (B)  if  before  such  rejection  the  case  has  been 

21  converted  under  section  1112  or  1307  of  this  title — 

22  (i)    immediately  before  the  date  of  such 

23  conversion,  if  such  contract  or  lease  was  as- 

24  sumed  before  such  conversion ;  or 

25  (ii)    at  the  time  of  such  rejection,  if  such 
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1  contract    or    lease    was    assumed    after    such 

2  conversion. 

3  (h)  (1)  If  the  trustee  rejects  an  unexpired  lease  of  real 

4  property  of  the  debtor  under  which  the  debtor  is  the  lessor, 

5  the  less.ee  under  such  lease  may  treat  the  lease  as  terminated 

6  by  such  rejection,   or,  in   the   alternative,   may  remain   in 

7  possession  for  the  balance  of  the  term  of  such  lease. 

8  (2)  If  such  lessee  remains  in  possession,  such  lessee  may 

9  offset  against  the  rent  reserved  under  such  lease  for  the  bal- 

10  ance  of  the  term  after  the  date  of  the  rejection  of  such  lease 

11  any  damages  occurring  after  such  date  caused  by  the  non- 
12  performance  of  any  obligation  of  the  debtor  after  such  date, 

13  but  such  lessee  does  not  have  any  rights  against  the  estate  on 

14  account  of  any  damages  arising  after  such  date  from  such 

15  rejection,  other  than  such  offset. 

16  (i)  (1)    If  the  trustee  rejects  an  executory  contract  of 

17  the  debtor  for  the  sale  of  real  property  under  which  the 

18  purchaser  is  in  possession,  such  purchaser  may  treat  such 

19  contract  as  terminated,  or,  in  the  alternative,  may  remain  in 

20  possession  of  such  real  property. 

21  (2)  If  such  purchaser  remains  in  possession — 

22  (A)  such  purchaser  shall  continue  to  make  all  pay- 

23  ments  due  under  such  contract,  but  may  offset  against 

24  such  payments  any  damages  occurring  after  the  date 


73 


71 

1  of  the  rejection  of  such  contract  caused  by  the  non- 

2  performance  of  any  obligation  of  the  debtor  after  such 

3  date,  but  such  purchaser  does  not  have  any  rights  against 

4  the  estate  on  account  of  any  damages  arising  after  such 

5  date  from  such  rejection,  other  than  such  offset;  and 

6  (B)  the  trustee  shall  deliver  title  to  such  purchaser 

7  in  accordance  with  the  provisions  of  such  contract,  but 

8  is  relieved  of  all  other  obligations  to  perform  under  such 

9  contract. 

10  (j)    A  purchaser  that  treats  an  executory  contract  as 

11  terminated  under  subsection   (i)    of  this  section,  or  a  party 

12  whose  executory  contract  to  purchase  real  property  from 

13  the  debtor  is  rejected  and  under  which  such  party  is  not  in 

14  possession,  has  a  lien  on  the  interest  of  the  debtor  in  such 

15  property  for  the  recovery  of  any  portion  of  the  purchase 

16  price  that  such  purchaser  or  party  has  paid. 

17  (k)   Assignment  by  the  trustee  to  an  entity  of  a  con- 

18  tract  or  lease  assumed  under  this  section  relieves  the  trustee 

19  and  the  estate  from  any  liability  for  any  breach  of  such  con- 

20  tract  or  lease  occurring  after  such  assignment. 

21  §  366.  Utility  service 

22  (a)   Except  as  provided  in  subsection    (b)    of  this  sec- 

23  tion,  a  utility  may  not  alter,  refuse,  or  discontinue  service  to, 

24  or  discriminate  against,  the  trustee  or  the  debtor  solely  on  the 
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1  basis  that  a  debt  owed  by  the  debtor  to  such  utility  for  serv- 

2  ice  rendered  before  [order  for  relief]  the  date  of  the  filing  of 

3  the  petition  was  was  not  paid  when  due. 

4  (b)  Such  utility  may  alter,  refuse,  or  discontinue  serv- 

5  ice  if  neither  the  trustee  nor  the  debtor  [provides  such  ad- 

6  equate  assurance  of  payment  for  service  after  the  order  for 

7  relief  as  the  court,  as  soon  as  practicable  after  such  date  but 

8  before  30  days  after  the  date  of  the  order  for  relief,  and  after 

9  notice  and  a  hearing,  orders]  within  ten  days  after  the  date 

10  of  filing  of  the  petition,  furnishes  adequate  assurance  of  pay- 

11  merit,  in  the  form  of  a  deposit  or  other  security,  for  service 

12  after  the  date  of  the  filing  of  the  petition.  Upon  application 

13  the  Court,  after  notice  and  hearing,  may  order  reasonable 

14  modification  of  the  amount  of  the  deposit  or  other  security 

15  necessary  to  provide  adequate  assurance  of  payment. 

16  [CHAPTER  5-CREDITORS,  THE  DEBTOR, 

17  AND]  THE  ESTATE 

18  SUBCHAPTER  I-CREDITORS  AND  CLAIMS 

Sec. 

501.  Filing  of  proofs  of  claims  or  interests. 

502.  Allowance  of  claims  or  interests. 

503.  Allowance  of  administrative  expenses. 

504.  Sharing  of  compensation. 

505.  Determination  of  tax  liability. 

506.  Determination  of  secured  status. 

507.  Priorities. 

508.  Effect  of  distribution  in  a  foreign  proceeding 

509.  Claims  of  codebtors. 

510.  Subordination  of  claims. 
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1  SUBCHAPTER  II— DEBTOR'S  DUTIES  AND 

2  BENEFITS 

Sec. 

521.  Debtor's  chit  ics. 

522.  Exemptions. 

523.  Exceptions  to  discharge. 

524.  Effect  of  discharge. 

525.  Protection  against  discriminatory  treatment. 

3  SUBCHAPTER  III— THE  ESTATE 

541.  Property  of  the  estate. 

542.  Turnover  of  property  to  the  estate. 

543.  Turnover  of  property  by  a  custodian. 

544.  Trustee  as  lien  creditor  and  as  successor  to  certain  creditors  and 

purchasers. 

545.  Statutory  liens. 

546.  Limitations  on  avoiding  powers. 

547.  Preferences. 

548.  Fraudulent  transfers  and  obligations. 

549.  Postpetition  transactions. 

550.  Liability  of  transferee  of  avoided  transfer. 

551.  Automatic  preservation  of  avoided  transfer. 

552.  Postpetition  effect  of  security  interest. 
553-  Setoff. 

554.  Abandonment  of  property  of  the  estate. 

4  SUBCHAPTER  I— CREDITORS  AND  CLAIMS 

5  §  501.  Filing  of  proofs  of  claims  or  interests 

6  (a)  A  creditor  or  an  indenture  trustee  may  file  a  proof 

7  of  claim.  An  equity  security  holder  may  file  a  proof  of 

8  interest. 

9  (b)    If  a  creditor  does  not  timely  file  a  proof  of  such 

10  creditor's  claim,  an  entity  that  is  liable  to  such  creditor  with 

11  the  debtor,  or  that  has  secured  such  creditor,  may  file  a  proof 

12  of  such  claim  with  the  court. 
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^  (c)   In  a  case  under  chapter  7  or  13  of  this  title,  if  a 

2  creditor  does  not  timely  file  a  proof  of  such  creditor's  claim, 

3  the  debtor  or  the  trustee  may  file  a  proof  of  such  claim. 

4  (d)  A  claim  of  a  kind  specified  in  section  502  (f) ,  502 

5  (g) ,  502  (h) ,  502  (i) ,  or  502  (j)   of  this  title  may  be  filed 
q  under  subsection   (a),   (b),  or   (c)   of  this  section  the  same 

7  as  if  such  claim  were  a  claim  against  the  debtor  and  had 

8  arisen  before  the  date  of  the  filing  of  the  petition. 

9  (e)  The  rules  prescribed  under  section  2075  of  title  28 

10  of  the  United  States  Code  shall  set  forth  a  time  for  filing  a 

11  proof  of  claim  or  interest  in  a  case  under  chapter  7  or  13  of 

12  this  title.  Under  such  rules,  in  a  case  under  chapter  7  or  13 

13  of  this  title,  a  creditor  or  equity  security  holder  which  is  a 

14  governmental  unit  shall  be  allowed  not  less  than  6  months 

15  from  the  date  set  for  the  first  meeting  of  creditors  in  which 

16  to  file  a  proof  of  claim  or  interest.  In  addition,  such  rules 

17  shall  provide  that  upon  application  of  a  governmental  unit 

18  before  the  time  set  forth  in  such  rules  for  filing  a  proof  of 

19  claim  or  intei'est  in  a  case  under  chapter  7  or  13  of  this  title, 

20  or  before  such  time  as  may  be  set  forth  in  such  rules  or  fixed 
2i  by  the  court  for  filing  of  a  proof  of  claim  or  interest  in  a  case 

22  under  chapter  9  or  11  of  this  title,  and  for  cause  shown,  the 

23  court  shall  grant  a  reasonable,  fixed  extension  of  time  for 

24  filing  of  a  proof  of  claim  or  interest  by  such  governmental 

25  unit. 
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1  §  502.  Allowance  of  claims  or  interests 

2  (ft)   A-  claim  or  interest,  proof  of  which  is  filed  under 

3  section  501  of  this  title,  is  deemed  allowed,  unless  a  party 

4  in  interest  or  a  creditor  of  a  partner  in  a  partnership  that  is 

5  a  debtor  under  chapter  7  of  this  title  objects. 

6  (b)   Except  as  provided  in  subsections   (f) ,   (g) ,    (h) , 

7  (i)  ,  and   (j) ,  of  this  section,  if  such  objection  to  a  claim  is 

8  made,  the  court,  after  notice  and  a  hearing,  shall  determine 

9  the  amount  of  such  claim  as  of  the  date  of  the  filing  of  the 

10  petition,  and  shall  allow  such  claim  in  such  amount,  except 

11  to  the  extent  that — 

12  ( 1 )  such  claim  is  unenforceable  against  the  debtor, 

13  and  unenforceable  against  property  of  the  debtor,  un- 

14  der  any  applicable  law  for  a  reason  other  than  because 

15  such  claim  is  contingent  or  unmatured ; 

16  (2)  such  claim  is  for  unmatured  interest ; 

17  (3)   such  claim  may  be  offset  under  section  553  of 

18  this  title  against  a  debt  owing  to  the  debtor ; 

19  (4)  if  such  claim  is  for  a  tax  assessed  against  prop- 

20  erty  of  the  estate,  such  claim  exceeds  the  value  of  the  in- 

21  terest  of  the  estate  in  such  property ;     • 

22  (5)    if  such  claim  is  for  services  of  an  insider  or 

23  attorney  of  the  debtor,  such  claim  exceeds  the  reasonable 

24  value  of  such  services; 
(6)  jtbie  claim  isjor  a. debt  that  is  unmatured  on  the 
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date  of  the  filing  of  the  petition,  and  that  is  excepted 

2  from  discharge  under  section  523(a)  (5)    of  this  title; 

3  (7)   if  such  claim  is  the  claim  of  a  lessor  for  dam- 

4  ages  resulting  from  the  termination  of  a  lease  of  real 

5  property,  such  claim  exceeds — 

q  (A)   the  rent  reserved  by  such  lease,  without 

7  acceleration,  for  the  greater  of  one  year,  or  ten 

g  percent,  not  to  exceed  three  years  in  a  proceeding 

9  under  chapter  7  or  three  years  in  a  proceeding  under 

1Q  chapters  9,  11,  and  13,  of  the  remaining  terms  of 

H  such  lease,  following  the  earlier  of — 

12  (i)   the  date  of  the  filing  of  the  petition; 

13  ana< 

14  (ii)   the  date  on  which  such  lessor  repos- 

15  sessed,   or  the  lessee   surrendered,   the  leased 

16  property;  plus 

17  (B)    any  unpaid  rent  due  under  such  lease, 

18  without  acceleration,  on  the  earlier  of  such  dates; 

19  (8)  if  such  claim  is  for  damages  resulting  from  the 

20  termination    of   an   employment   contract,    such    claim 

21  exceeds — 

22  (A)   the  compensation  provided  by  such  con- 

23  tract,  without  acceleration,  for  one  year  following 

24  the  earlier  of — 
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-.  (i)    the  date  of  the  filing  of  the  petition; 

0  and 

^  (iii)    the  date  on  which  the  employer  di- 

4  rected    the    employee    to   terminate,    or    such 

r  employee  terminated,  performance  under  such 

^  contract ;  plus 

r,  (B)    the  unpaid  compensation  due  under  such 

g  contract  without  acceleration,  on  the  earlier  of  such 

9  dates;  or 

1Q  (9)  such  claim  results  from  a  reduction,  due  to  late 

-q  payment,  in  the  amount  of  an  otherwise  applicable  credit 

22  available  to  the  debtor  in  connection  with  any  employ- 

23  ment  tax  on  wages,  salaries,  or  commissions  [earned 

14  from]  paid  by  the  debtor  prior  to  the  date  of  the  petition. 

15  (c)    Any  contingent  or  unliquidated  claim,  liquidation 

16  of  which  would  unduly  delay  the  closing  of  the  case,  or  any 

17  claim  for  which  applicable  law  provides  only  an  equitable 

18  remedy,  shall  be  estimated  for  the  purpose  of  allowance 

19  under  this  section. 

20  (d)    Notwithstanding  subsections    (a)    and    (b)    of  this 

21  section,  the  court  shall  disallow  any  claim  of  any  entity 

22  from   which   property   is   recoverable   under   section    542, 

23  543,  or  550  of  this  title  or  that  is  a  transferee  of  a  transfer 

24  avoidable  under  section  522(f),  522(h)    544,  545,  547, 
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3  548,  549,  or  724(a)  of  this  title,  unless  such  transferee  has 

2  paid  the  amount,  or  turned  over  any  such  property,  for  which 

3  such  transferee  is  liable  under  section  542,  543,  or  550  of  this 

4  title. 

5  (e)    Notwithstanding  subsections    (a)    and    (b)    of  this 

6  section,  the  court  shall  disallow  any  claim  for  reimbursement 

7  or  contribution  of  an  entity  that  is  liable  with  the  debtor  on, 

8  or  has  secured,  the  claim  of  a  creditor,  until  such  creditor's 

9  claim  is  paid  in  full.  A  claim  for  reimbursement  or  contribu- 

10  tion  of  such  an  entity  that  becomes  fixed  after  the  commence- 

11  ment  of  the  case  shall  be  determined,  and  shall  be  allowed 

12  under  subsection    (a),    (b),  or    (c)    of  this  section,  or  dis- 

13  allowed  under  subsection  (d)  of  this  section,  the  same  as  if 

14  such  claim  had  become  fixed  before  the  date  of  the  filing  of 

15  the  petition,  unless  such  entity  requests  subrogation  under 

16  section  509  of  this  title  to  the  rights  of  such  creditor. 

17  (f)  In  an  involuntary  case,  a  claim  arising  in  the  ordi- 

18  nary  course  of  the  debtor's  business  or  financial  affairs  after 

19  the  commencement  of  the  case  but  before  the  earlier  of  the 

20  appointment  of  a  trustee  and  the  order  for  relief  shall  be 

21  determined  as  of  the  date  such  claim  arises,  and  shall  be 

22  allowed  under  subsection   (a),    (b),  or   (c)    of  this  section, 

23  or  disallowed  under  subsection    (d)    or   (e)    of  this  section, 

24  the  same  as  if  such  claim  had  arisen  before  the  date  of  the 

25  filing  of  the  petition. 
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1  (g)    A  claim  arising  from  the  rejection,  under  section 

2  365  of  this  title  or  under  a  plan  imder  chapter  9,  11,  or  13 

3  of  this  title,  of  an  executory  contract  or  unexpired  lease  of 

4  the  debtor  that  has  not  been  assumed  shall  be  determined, 

5  and  shall  be  allowed  under  subsection    (a),    (b) ,  or    (c) 

6  of  this  section,  or  disallowed  under  subsection   (d)   or   (e) 

7  of  this  section,  the  same  as  if  such  claim  had  arisen  before 

8  the  date  of  the  filing  of  the  petition. 

9  (h)  A  claim  arising  from  the  recovery  of  property  under 

10  section  550  of  this  title  as  a  result  of  the  avoidance  under 

11  section  547  of  this  title  of  a  setoff  shall  be  determined,  and 

12  shall  be  allowed  under  subsection   (a),   (b),  or  (c)  of  this 

13  section,  or  disallowed  under  subsection    (d)   or   (e)    of  this 

14  section,  the  same  as  if  such  claim  had  arisen  before  the  date 

15  of  the  filing  of  the  petition. 

16  (i)    A  claim  arising  from  the  recapture,  in  connection 

17  with  a  transfer  of  property  in  a  case  under  this  title,  of  an 

18  investment  credit  under  a  law  that  imposes  a  tax  on  or 

19  measured   by   income   shall   be   determined,    and   shall   be 

20  allowed  under  subsection   (a),    (b),  or   (c)   of  this  section, 

21  or  disallowed  under  subsection    (d)    or   (e)    of  this  section, 

22  the  same  as  if  such  claim  had  arisen  before  the  date  of  the 

23  filing  of  the  petition. 

24  [  (j)    A  claim  that  does  not  arise  until  after  the  com- 

25  mencement  of  the  case  for  a  tax  entitled  to  priority  under 
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1  section  507(6)   of  this  title  shall  be  determined,  and  shall 

2  be  allowed  under  subsection  (a) ,  (b) ,  or  (c)  of  this  section, 

3  or  disallowed  under  subsection   (d)   or   (e)   of  this  section, 

4  the  same  as  if  such  claim  had  arisen  before  the  date  of  the 

5  filing  of  the  petition.] 

6  §  503.  Allowance  of  administrative  expenses 

7  (a)  An  entity  may  filef,]  with  the  court  [and  with  the 
S  United  States  trustee,]  a  request  for  payment  of  an  adminis- 
9  trative  expense. 

10  (b)    After  notice  and  a  hearing,  the  court  shall  allow 

11  administrative  expenses,   other  than  claims  allowed  under 

12  section  502  (f)  of  this  title,  including — 

13  (1)    the  actual,  necessary  costs  and  expenses   of 

14  preserving  the  estate,  including  wages,  salaries,  or  com- 

15  missions  for  services  rendered  after  the  order  for  relief, 

16  and  any  income  taxes  or  excise  taxes  incurred  by  the 

17  estate  after  the  order  for  relief,  and  any  taxes  on,  meas- 

18  ured  by,   or   withheld   from   such   wages,    salaries,    or 

19  commissions ; 

20  (2)     compensation    and    reimbursement    awarded 

21  under  section  330  of  this  title; 

22  (3)    the   actual,   necessary,    expenses,    other   than 

23  compensation  and  reimbursement  specified  in  paragraph 

24  (4)  of  this  subsection,  incurred  by — 
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1  (A)  a  creditor  that  files  a  petition  under  sec- 

2  tion  303  of  this  title ; 

3  (B)   a  creditor  that  recovers,  after  the  court's 

4  approval,  for  the  benefit  of  the  estate  any  property 

5  transferred  or  concealed  by  the  debtor; 

6  (C)  a  creditor  in  connection  with  the  prosecu- 

7  tion  of  a  criminal  offense  relating  to  the  case,  or  to 

8  the  business  or  property  of  the  debtor; 

9  (D)  a  creditor,  an  indenture  trustee,  an  equity 

10  security  holder,  or  a  committee  representing  credi- 

11  tors  or  equity  security  holders  other  than  a  com- 

12  mittee  elected  or  appointed  under  section  1102  of 

13  this  title,  in  making  a  substantial  contribution  in  a 

14  case  under  chapter  9  or  1 1  of  this  title ;  or 

15  (E)  a  custodian  superseded  under  section  543 

16  of  this  title,  and  compensation  for  the  services  of 

17  such  custodian ; 

18  (4)  reasonable  compensation  for  professional  serv- 

19  ices  rendered  by  an  attorney  or  an  accountant  of  an 

20  entity  whose  expense  is  allowable  under  paragraph  (3) 

21  of  this  subsection,  based  on  the  time,  the  nature,  the 

22  extent,  and  the  value  of  such  services,  and  the  cost  of 

23  comparable  services  other  than  in  a  case  under  this 
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1  title,  and  reimbursement  for  actual,  necessary  expenses 

2  incurred  by  such  attorney  or  accountant; 

3  (5)   reasonable  compensation  for  services  rendered 

4  by  an  indenture  trustee  in  making  a  substantial  contri- 

5  bution  in  a  case  under  chapter  9  or  1 1  of  this  title,  based 
G  on  the  time,  the  nature,  the  extent,  and  the  value  of  such 
7  services,  and  the  cost  of  comparable  services  other  than 
S  in  a  case  under  this  title ;  and 

9  (6)    the  fees  and  mileage  payable  under  chapter 

10  119  of  title  28. 

11  §  504.  Sharing  of  compensation 

12  (a)   Except  as  provided  in  subsection   (b)   of  this  sec- 

13  tion,   a   person   receiving   compensation   or   reimbursement 

14  under  section  503(b)  (2)   or  503(b)  (4)   of  this  title  may 

15  not  share  or  agree  to  share — 

16  ( 1 )  any  such  compensation  or  reimbursement  with 

17  another  person ;  or 

18  (2)    any  compensation  or  reimbursement  received 

19  by  another  person  under  such  sections. 

20  (b)  (1)   A  member,  partner,  or  regular  associate  in  a 
2i  professional   association,    corporation,    or   partnership    may 

22  share  compensation  or  reimbursement  received  under  sec- 

23  tion  503(b)  (2)    or  503(b)  (4)    of  this  title  with  another 

24  member,  partner,  or  regular  associate  in  such  association, 

25  corporation,  or  partnership,  and  may  share  in  any  compen- 
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1  sation  or  reimbursement  received  under  such  sections   by 

2  another  member,  partner,  or  regular  associate  in  such  associ- 

3  ation,  corporation,  or  partnership. 

4  ( 2 )  An  attorney  for  a  creditor  that  files  a  petition  under 

5  section  303  of  this  title  may  share  compensation  and  reim- 

6  bursement  received  under  section  503(b)  (4)    of  this  title 

7  with  any  other  attorney  contributing  to  the  services  rendered 

8  or  expense  incurred  by  such  creditor's  attorney. 

9  §  505.  Determination  of  tax  liability 

10  (a)  The  court  may  determine  the  amount  or  legality  of 

11  any  unpaid  tax,  whether  or  not  previously  assessed,  that 

12  has  not  been  contested  before  and  adjudicated  by  a  judicial  or 

13  administrative  tribunal  of  competent  jurisdiction  before  the 
11  commencement  of  the  case  under  this  title. 

15  (b)   The  trustee  may  prosecute  an  appeal  or  review  of 

16  an  adjudication  by  a  judicial  or  administrative  tribunal  of 

17  competent  jurisdiction  of  any  tax,  whether  or  not  paid,  if 

18  the  time  for  appeal  or  review,  as  the  case  may  be,  of  such 

19  adjudication  has  not  expired  before  the  date  of  the  filing  of 

20  the  petition. 

21  [  (c)   A  trustee  that  is  in  doubt  concerning  any  unpaid 

22  liability  of  the  estate  for  any  tax  incurred  during  the  adminis- 

23  tration  of  the  case  may  request  the  court  to  determine  the 

24  amount  of  such  liability.  If  such  determination  is  necessary 

25  to  permit  expeditious  closing  of  the  case,  the  court  shall  order 
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2  the  governmental  unit  charged  with  responsibility  for  collec- 

2  tion  or  determination  of  such  tax,  whether  or  not  such  gov- 

3  ermnental  unit  or  the  government  of  which  such  govern- 

4  mental  unit  is  a  part  is  otherwise  a  party  to  the  case,  to 

5  appear  and  show  cause  why  such  tax,  if  any,  computed  by 

6  the  trustee  and  revised  to  reflect  any  events  occurring  before 

7  the  closing  of  the  case  under  section  350  of  this  title,  should 

8  not  be  approved.  The  final  order  of  the  court  determining 

9  the  liability  of  the  estate  with  respect  to  such  tax  under  this 

10  section  binds  the  governmental  unit  imposing  such  tax,  and 

11  payment  of  such  tax  discharges  the  trustee,  the  debtor,  and 

12  any  successor  to  the  debtor  from  any  liability  for  such  tax.] 

13  (c)  (1)  A  trustee  that  is  ready  to  close  the  estate  and 

14  that  is  in  doubt  concerning  the  liability  of  the  estate  or  a 
25  debtor  for  a  tax  for  a  taxable  year  or  other  taxable  period 

16  ending  during  the  period  of  the  administration  of  the  estate 

17  and  with  respect  to  which  a  return  has  been  made  may  make 

18  written  application  to  the  governmental  unit  charged  with 

19  responsibility  for  collection  or  determination  of  such  tax  for 

20  a>  determination  of  such  liability  and  for  a  discharge  of  per- 
2\  sonal  liability  therefrom.  A  copy  of  the  return  made  with 

22  respect  to  the  tax  to  which  such  application  relates  shall  be 

23  submitted  with  such  application,  which  shall  state  the  name 

24  and  location  of  the  office  where  such  return  was  filed.  Within 

25  60  days  after  receipt  of  such  an  application,  the  govern- 
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1  mental  unit  shall  give  notice  by  mail  to  the  trustee  of  whether 

o  the  return  made  with  respect  to  the  tax  to  which  the  appli- 

3  cation  relates  is  accepted  as  filed  or  is  selected  for  examina- 

4  tion.  If  such  return  is  selected,  for  examination,  the  govern- 

5  mental  unit,  ivithin  4  months  after  giving  the  trustee  notice 

6  of  the  selection  for  examination,   sJiall  give   notice   to   the 

7  trustee  by  mail  of  the  amount  of  any  unpaid  tax  for  which 

8  the  estate  or  a  debtor  is  liable  for  the  taxable  year  or  other 

9  taxable  period  for  which  such  return  was  made  and  shall 

10  file  a  proof  of  claim  with  the  court  for  any  such  unpaid 

11  tax.  Notwithstanding  the  preceding  sentence,  if  an  examina- 

12  tion  of  the  return  cannot  be  completed  ivithin  the  4-month 

13  period  described  therein,  upon  application  by  the  govern- 

14  mental  unit  before  the  expiration  of  such  period  and  for 

15  cause  shown  the  court  shall  grant  reasonable  extension  of 

16  time  to  permit  completion  of  such  examination. 

17  (2)   A   trustee,   the  predecessors  of  the   trustee  in   the 

18  administration  of  the  estcde  and  a  debtor  under  chapter  7 

19  shall  be  discharged  from  personal  liability  for  a  tax — 

20  (A)  if  the  governmental  unit  charged  with  respon- 

21  sibility  for  collection  or  determination  of  such  tax — 

22  (i)  gives  notice  to  such  trustee  under  this  sub- 

23  section  that  the  return  made  with  respect  to  such 

24  tax  is  accepted  as  filed, 

25  (U)  fails  to  give  notice  to  the  trustee  as  required 
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\  by  this  subsection  that  such  return  is  either  accepted 

2  as  filed  or  is  selected  for  examination,  or 

3  (in)   in  the  event  such  return   is  selected  for 

4  examination  as  described  in  this  subsection,  fails  to 

5  give  notice  to  the  trustee  as  required  by  this  sub- 
q  section  of  the  amount  of  any  unpaid  tax  for  which 

7  the  estate  or  a  debtor  is  liable,  or 

8  (B)  upon  payment  of  such  tax  in  accordance  with 

9  the  order  of  the  court  determining  the  liability  of  the 

10  estate  or  a  debtor  for  such  tax,  unless  a  notice  of  appeal 

11  from  such  order  is  timely  filed. 

12  A  discharge  from  personal  liability  pursuant  to  this  subsection 

13  shall  not  affect  the  liability  of  the  debtor  or  any  successor  to 
]1  the  debtor  in  a  proceeding  under  chapter  11  of  this  title. 

15  (3)  For  purposes  of  this  subsection — 

16  (A)  in  the  case  of  a  Federal  tax,  the  governmental 

17  unit  charged  with  the  collection  or  determination  of  such 

18  tax  is  the  internal  revenue  district  in  which  the  case  is 

19  pending,  and 

on  (B)  notice  shall  be  deemed  to  be  given  by  mail  on 

<>i  the  date  of  the  United  States  postmark  stamped  on  the 

22  cover  in  which  such  notice  is  mailed. 

23  §  506.  Determination  of  secured  status 

24  (a)    An  allowed  claim  of  a  creditor  secured  by  a  lien 

25  on  property  in  which  the  estate  has  an  interest  is  a  secured 
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1  claim  to  the  extent  of  the  value  of  such  creditor's  interest 

2  in  the  estate's  interest  in  such  property,  and  is  an  unsecured 

3  claim  to  the  extent  that  such  value  is  less  than  the  amount 

4  of  such  allowed  claim. 

5  (h)  To  the  extent  that  an  allowed  secured  claim  is 
(3  secured  by  property,  the  value  of  which,  after  any  recovery 
7  under  subsection  (c)  of  this  section,  is  greater  than  the 
S  amount  of  such  claim,  there  shall  be  allowed  to  the  holder 
9  of  such  claim,   [to  the  extent  collectible  under  applicable 

10  law,]  interest  on  such  claim,  and  any  reasonable  fees,  costs, 

11  or  charges  provided  under  the  agreement  under  which  such 

12  claim  arose. 

13  (c)    The  trustee  may  recover  from  property  securing 

14  an  allowed  secured  claim  the  reasonable,   necessary  costs 

15  and  expenses  of  preserving,  or  disposing  of,  such  property 

16  to  the  extent  of  any  benefit  to  the  holder  of  such  claim. 

17  (d)    To  the  extent  that  a  lien  secures  a  claim  against 

18  the  debtor  that  is  not  an  allowed  secured  claim,  such  lien 

19  is  void  unless — 

20  [  ( 1 )  a  party  in  interest  has  not  requested  that  the 

21  court  determine  and  allow  or  disallow  such  claim  under 

22  section  502  of  this  title ;  or] 

23  (l)(a)   the  holder  of  such  lien  had  neither  actual 

24  notice  nor  actual  knowledge  of  the  case  before  expira- 
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1  tion  of  the  time  to  file  a  proof  of  claim  under  section 

2  SOI  (a)  of  this  title;  or 

3  (b)  in  a  case  under  chapters  9  or  11  of  this  title, 

4  such  lien  was  not  listed  under  section  521(1)  or  924 

5  of  this  title,  as  they  mat/  be;  or 

q  (2)   such  claim  was  disallowed  only  under  section 

7  502(e)  of  this  title. 

8  §  507.  Priorities 

9  The  following  expenses  and  claims  have  priority  in 

10  the  following  order : 

11  (1)    First,  administrative  expenses  allowed  under 

12  section  503  (b)    of  this  title,  and  any  fees  and  charges 

13  assessed  against  the  estate  under  chapter  123  of  title  28. 

14  (2)  Second,  unsecured  claims  allowed  under  section 

15  502  (f )  of  this  title. 

16  (3)  Third,  allowed  unsecured  claims  for  wages,  sal- 

17  aries,  or  commissions,  including  vacation,  severance,  and 

18  sick  leave  pay — 

19  (A)    earned  by  an  individual  within  90  days 

20  before  the  date  of  the  filing  of  the  petition  or  the 

21  date  of  the  cessation  of  the  debtor's  business,  which- 

22  ever  occurs  first;  but  only 

23  (B)    to  the  extent  of  [$2,400]  $1,800  for 

24  each  such  individual. 
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1  (4)  Fourth,  allowed  unsecured  claims  for  contribu- 

2  tions  to  employee  benefit  plans — 

3  (A)    arising   from   services   rendered   within 

4  [one  year]  90  days  before  the  date  of  the  filing 

5  of  the  petition  or  the  date  of  the  cessation  of  the 

6  debtor's  business,  whichever  occurs  first;  but  only 

7  (B)  for  each  such  plan,  to  the  extent  of — 

8  (i)    the  number  of  employees  covered  by 

9  such  plan  multiplied  by  [$2,400]  $1,800,  less 

10  (ii)    the  aggregate  amount  paid  to  such 

11  employees    under    paragraph      (3)     or     this 

12  section,  plus  the  aggregate  amount  paid  by  the 

13  estate  on  behalf  of  such  employees  to  any  other 

14  employee  benefit  plan. 

15  [(5)    Fifth,  allowed  unsecured  claims  of  individ- 

16  uals,  to  the  extent  of  $2,400  for  each  such  individual, 

17  arising  from  the  deposit,  before  the  commencement  of 

18  the  case,  of  money  in  connection  with  the  purchase, 

19  lease,  or  rental  of  property,  or  the  purchase  of  services, 

20  for  the  personal,  family,  or  household  use  of  such  indi- 

21  viduals,  that  were  not  delivered  or  provided. 

22  [  (6)    Sixth,  allowed  unsecured  tax  claims,  other 

23  than  claims  for  fines  or  penalties  not  in  compensation 
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90 
for  actual  pecuniary  loss,  of  governmental  units,  to  the 
extent  that  such  claims  are  for — 

3  [  (A)   taxes  on  or  measured  by  income  that  is 

4  taxable  before  the  date  of  the  filing  of  the  petition — 

5  [  (i)   for  which  a  return  is  last  due,  under 

6  applicable  law  or  under  any  extension'  after 
q  three  years  before  the  date  of  the  filing  of  the 
g  petition ;  or 

9  [  (ii)    collection   or  assessment   of   which 

10  was,  pending  the  exhaustion  of  administrative 

11  or  judicial  remedies,   prohibited   before    three 

12  years  after  the  return  for  such  tax  was  last  due, 

13  under  applicable  law  or  under  any  extension, 

14  and  remained  so  prohibited  at  any  time  during 

15  the  90  days  immediately  preceding  the  date  of 

16  the  filing  of  the  petition ; 

17  [(B)   property  taxes  assessed  before  the  date 

18  of  the  filing  of  the  petition  and  last  payable  with- 

19  out  penalty  after  one  year  before  the  date  of  the 

20  filing  of  the  petition ; 

2i  [(C)     taxes    required    to    be    withheld   from 

22  wages,  salaries,  commissions,  dividends,  interest,  or 

23  other  payments  that  were  paid  by  the  debtor,  or 

24  by  a  corporation  or  partnership  that  is  an  insider 

25  if  the  debtor  is  liable  for  such  taxes,  before  the  date 
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1  of  the  filing  of  the  petition'  for  which  a  return  is  last 

2  due,  under  applicable  law  or  under  any  extension, 

3  after  two  years  before  the  date  of  the  filing  of  the 

4  petition ; 

5  [(D)  employment  taxes  on  wages,  salaries,  or 

6  commissions  earned  from  the  debtor  before  the  date 

7  of  the  filing  of  the  petition,  whether  or  not  actually 

8  paid  before  such  date,  for  which  a  return  is  last  due, 

9  under  applicable  law  or  under  any  extension,  after 

10  two  years  before  the  date  of  the  filing  of  the  petition ; 

11  [(E)  excise  taxes  on — 

12  [  ( i )  a  transaction  occurring  before  the  date 

13  of  the  filing  of  the  petition  for  which  a  return, 

14  if  required,  is  last  due,  under  applicable  law  or 

15  under  any  extension,  after  one  year  before  the 

16  date  of  the  filing  of  the  petition ;  or 

17  [(ii)   if  a  return  is  not  required,  a  trans- 

18  action  occurring  during  the  one  year  immedi- 

19  ately  preceding  the  date  of  the  filing  of  the 

20  petition ; 

2i  [(F)  custom  duties  on  a  transaction  occurring 

22  during  the  one  year  immediately  preceding  the  date 

23  of  the  filing  of  the  petition;  or 

24  [(G)    taxes  not  included  under  the  preceding 

25  subparagraphs  of  this  paragraph  for  which  an  exten- 
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1  sion  of  time  for  payment  was  granted,  to  the  extent 

2  of  any  payments  first  due  after  one  year  before  the 

3  date  of  the  filing  of  the  petition,  if  such  taxes  would 

4  have  been  included  under  one  of  such  subparagraphs 

5  if  a  case  under  this  title  concerning  the  debtor  had 
q  been  commenced  on  the  date  such  extension  was 

7  granted.] 

8  (5)    Fifth,    allowed   unsecured   tax   claims,    other 

9  than  claims  for  fines  or  penalties  not  in  compensation  for 

10  actual  pecuniary  loss,    of  governmental  units,    to   the 

11  extent  that  such  claims  are  for  taxes  or  customs  duties: 

12  (A)  assesed  within  two  years  prior  to  the  date 

13  of  the  petition; 

14  (B)  unassessed  prior  to  the  date  of  the  petition, 

15  for  any  taxable  period  ending  on  or  before  the  date 

16  of  the  petition,  for  which  a  return  was  required  to 

17  be  filed  within  three  years  prior  to  the  date  of  the 

18  petition,  or  thereafter; 

19  (C)  for  which  the  debtor  was  liable,  and  which 

20  were    required   to    be   collected   or   withheld  from 

21  others,  truthfully  accounted  for,  and  paid  over; 

22  (D)   on  merchandise  covered  by  unliquidated 

23  entries  or  on  merchandise  covered  by  entries  liqui- 

24  dated  or  reliquidated  within  three  years  prior  to  the 

25  date  of  the  petition; 
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1  (E)  with  respect  to  which  a  civil  action  could 

2  be  commenced  as  of  the  date  of  the  petition,  in  cases 

3  where  assessment  is  not  prescribed  or  is  unavail- 

4  able  as  of  the  dale  of  the  petition;  or 

5  (F)  for  which  deferral  of  or  extension  of  time 

6  for  payment  was  granted,  including  pursuant  to  a 

7  deferred  payment  offer  in  compromise  and  any  ac- 

8  company ing  collateral  agreement,   to  the  extent  of 

9  any  determinable  amounts  not  yet  payable  on  the 

10  date  of  the  petition  under  such  deferral  or  extension 

11  agreement  or  under  such  offer  in  compromise  and 

12  accompanying    collateral    agreement,    or    payable 

13  thereunder  within  three  years  prior  to  the  date  of 

14  the  petition. 

15  (6)  Sixth,  allowed  unsecured  claims  of  individuals, 

16  to  the  extent  of  $600  for  each  such  individual,  arising 

17  from  the  deposit,  before  the  commencement  of  the  case, 

18  of  money  in  connection  with  the  purchase,  lease,  or  rental 

19  of  property,  or  the  purchase  of  services,  for  the  personal, 

20  family,  or  household  use  of  such  individuals,  that  were 

21  not  delivered  or  provided. 

22  §  508.  Effect  of  distribution  in  a  foreign  proceeding 

23  If  a  creditor  receives,  in  a  foreign  proceeding,  payment 

24  of,  or  a  transfer  of  property  on  account  of,  a  claim  that  is 

25  allowed  under  this  title,  such  creditor  may  not  receive  any 
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2  payment  under  this  title  on  account  of  such  claim  until  each 

2  of  the  other  holders  of  claims  on  account  of  which  such 

3  holders   are   entitled   to   share   equally   with   such   creditor 

4  under  this  title  has  received  payment  under  this  title  equal  in 

5  value  to  the  consideration  received  by  such  creditor  in  such 

6  foreign  proceeding. 

7  §  509.  Claims  of  codebtors 

g  (a)  Except  as  provided  in  subsections  (b)  and  (c)   of 

9  this  section,  an  entity  that  is  liable  with  the  debtor  on,  or  that 

10  has  secured,  a  claim  of  a  creditor,  and  that  pays  such  creditor 

11  on  such  claim  after  the  commencement  of  the  case,  is  subro- 

12  gated  to  the  rights  of  such  creditor  to  the  extent  of  such 

13  payment. 

14  (b)  Such  entity  is  not  subrogated  to  the  rights  of  such 

15  creditor  to  the  extent  that — 

16  (1)    a  claim  of  such  entity  for  reimbursement  or 

17  contribution  on  account  of  a  payment  to  such  creditor 

18  by  such  entity  after  the  commencement  of  the  case  is 

19  allowed  under  section  502  of  this  title ;  or 

20  (2)    as  between  the  debtor  and  such  entity,  such 

21  entity  received   the   consideration   for   the   claim   held 

22  by  such  creditor. 

23  (c)  An  entity  subrogated  under  subsection  (a)   of  this 

24  section  may  receive  payments  under  this  title  on  such  entity's 
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,  claim  by  way  of  such  subrogation  only  if  the  claim  with 

2  respect  to  which  such  entity  is  subrogated  is  paid  in  full, 

o  either  through  payments  under  this  title  or  otherwise.. 

4  §510.  Subordination  of  claims 

-  (a)  After  notice  and  a  hearing,  the  court  shall — 

q  (1)    enforce  any  subordination  agreement  to  the 

7  same  extent  that  such  agreement  is  enforceable  under 

g  applicable  nonbankruptcy  law ;  and 

9  (2)    subordinate  for  purposes  of  distribution  any 

IQ  claim  for  rescission  of  a  purchase  or  sale  of  a  security 

H  of  the  debtor  or  of  an  affiliate  or  for  damages  arising 

12  from  the  purchase  or  sale  of  such  a  security  to  all  claims 

13  and  interests  that  are  senior  or  equal  to  the  claim  or 

14  interest  represented  by  such  security. 

15  (b)  Notwithstanding  subsection  (a)  of  this  section,  after 

16  notice    and    [a]    hearing,    the    court   may,    on    equitable 

17  grounds — 

18  ( 1 )    subordinate  for  purposes  of  distribution  all  or 

19  any  part  of  an  allowed  claim  or  interest,  except  a  tax 

20  claim  of  a  governmental  unit,   to  all  or  any  part  of 

21  another  allowed  claim  or  interest;  or 

22  (2)  order  that  any  lien  securing  such  a  subordinated 

23  claim  be  transferred  to  the  estate. 
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t  SUBCHAPTER  II— DEBTOR'S  DUTIES  AND 

2  BENEFITS 

3  §  521.  Debtor's  duties 

4  The  debtor  shall — 

5  ( 1 )  file  with  the  court  a  list  of  creditors,  and  unless 
q  the  court  orders  otherwise,  a  schedule  of  assets  and  liabil- 
ij  ities,  and  a  statement  of  the  debtor's  financial  affairs; 
g  (2)  if  a  trustee  is  serving  in  the  case,  cooperate 
9  with  the  trustee  as  necessary  to  enable  the  trustee  to 

10  perform  the  trustee's  duties  under  this  title;  and 

H  (3)   if  a  trustee  is  serving  in  the  case,  surrender 

12  to  the  trustee  all  property  of  the  estate  and  any  recorded 

13  information,  including  books,  documents,  records,  and 

14  papers,  relating  to  property  of  the  estate. 

15  §522.  Exemptions 

16  (a)   In  this  section — 

17  (1)    "dependent"  includes  spouse,  whether  or  not 

18  actually  dependent;  and 

jg  (2)  "value"  means  fair  market  value  as  of  the  date 

20  of  the  filing  of  the  petition. 

2i  (b)  Notwithstanding  section  541  of  this  title,  an  indi- 

22  vidual  debtor  may  exempt  from  property  of  the  estate 

23  [either]— 

24  [  ( 1 )  property  that  is  specified  under  subsection  (d) 

25  of  this  section ;  w^  in  the  alternative, ] 
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1  [(2)]  (1)  (A)  any  property  that  is  exempt  under 

2  Federal,  State,  or  local  law[,  other  than  subsection  (d) 

3  of  this  section,]  that  is  applicable  on  the  date  of  the 

4  filing  of  the  petition  at  the  place  in  which  the  debtor's 

5  domicile  has  been  located  for  the  180  days  immediately 

6  preceding  the  date  of  the  filing  of  the  petition,  or  for  a 

7  longer  portion  of  such  180-day  period  than  in  any  other 
S  place ;  and 

!)  (B)   any  interest  in  property  in  which  the  debtor 

10  had,  immediately  before  the  commencement  of  the  case, 

11  an  interest  as  a  tenant  by  the  entirety  or  joint  tenant 

12  to  the  extent  that  such  interest  as  a  tenant  by  the 

13  entirety  or  joint  tenant  would  have  been  exempt  from 
H  process  under  applicable  nonbankruptcy  law. 

15  (c)    Unless  the  case  is  dismissed,  property  exempted 

16  under  this  section  is  not  liable  during  or  after  the  case  for 
1^  any  debt  of  the  debtor  that  arose,  or  that  is  determined  under 

18  section  502  of  this  title  as  if  such  claim  had  arisen,  before 

19  the  commencement  of  the  case,  except — 

20  (1)  a  debt  of  a  kind  specified  in  section  [523  (a) 

21  ( 1 )  or]  523  (a)  (5)  of  this  title ;  or 

22  (2)    a  lien  that  is — 

23  (A)  not  avoided  under  section  544,  545,  547, 

24  548,  549,  or  724(a)   of  this  title; 
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1  (B)  not  avoided  under  section  506(d)   of  this 

2  title;  or 

3  [  (C)  (i)  a  tax  lien,  notice  of  which  is  properly 

4  filed;  and 

5  [  (ii)    avoided  under  section  545(2)    of  this 

6  title.] 

7  (3)  a  debt  for  taxes  owing  to  a  governmental  unit. 

8  [(d)    The  following  property  may  be  exempted  under 

9  subsection    (b)  (1)    of  this  section: 

10  [  ( 1 )  The  debtor's  aggregate  interest,  not  to  exceed 

11  $10,000  in  value,  in  real  property  or  personal  property 

12  that  the  debtor  or  a  dependent  of  the  debtor  uses  as  a 

13  residence,  in  a  cooperative  that  owns  property  that  the 

14  debtor  or  a  dependent  of  the  debtor  uses  as  a  residence, 

15  or  in  a  burial  plot  for  the  debtor  or  a  dependent  of  the 

16  debtor. 

17  |[(2)    The  debtor's  interest,  not  to  exceed  $1,500 

18  in  value,  in  one  motor  vehicle. 

19  [  (3)   The  debtor's  interest,  not  to  exceed  $300  in 

20  value  in  any  particular  item,  in  household  furnishings, 

21  household  goods,  wearing  apparel,  appliances,   books, 

22  animals,  crops,  or  musical  instruments,  that  are  held 

23  primarily  for  the  personal,  family,  or  household  use  of 

24  the  debtor  or  a  dependent  of  the  debtor. 

25  [  (4)  The  debtors  aggregate  interest,  not  to  exceed 
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1  $750  in  value,  in  jewelry  held  primarily  for  the  per- 

2  sonal,   family,   or  household   use   of  the   debtor   or   a 

3  dependent  of  the  debtor. 

4  [  (5)  The  debtor's  aggregate  interest,  not  to  exceed 

5  in  value  $500  plus  any  unused  amount  of  the  exemption 

6  provided  under  paragraph  ( 1 )  of  this  subsection,  in  any 

7  property. 

8  [(6)  The  debtor's  aggregate  interest,  not  to  exceed 

9  $1,000  in  value,  in  any  implements,  professional  books, 
10  or  tools,  of  the  trade  of  the  debtor  or  the  trade  of  a  de- 
ll pendent  of  the  debtor. 

12  [  ( 7 )  Any  unmatured  life  insurance  contract  owned 

13  by  the  debtor,  other  than  a  credit  life  insurance  contract. 

14  [  (8)  The  debtor's  aggregate  interest,  not  to  exceed 

15  in  value  $5,000  less  any  amount  of  property  of  the 

16  estate  transferred  in  the  manner  specified  in  section  542 

17  (d)    of  this  title,  in  any  accrued  dividend  or  interest 

18  under,  or  loan  value  of,  any  unmatured  life  insurance 

19  contract  owned  by  the  debtor  under  which  the  insured 

20  is  the  debtor  or  an  individual  of  whom  the  debtor  is  a 

21  dependent. 

22  [  (9)   Professionally  prescribed  health  aids  for  the 

23  debtor  or  a  dependent  of  the  debtor. 

24  [  ( 10)  The  debtor's  right  to  receive— 
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1  [  (A)   a  social  security  benefit,  unemployment 

2  compensation,  or  a  local  public  assistance  benefit; 

3  [  (B)    a  veteran's  benefit: 

4  [(G)    a  disability,   illness,   or  unemployment 

5  benefit ; 

6  [(D)    alimony,  support,  or  separate  mainte- 

7  nance,  to  the  extent  reasonably  necessary  for  the 

8  support  of  the  debtor  and  any  dependent  of  the 

9  debtor ; 

10  [(E)  a  payment  under  a  stock  bonus,  pension, 

11  profit-sharing,  annuity,  or  similar  plan  or  contract 

12  on  account  of  illness,  disability,  death,  age,  or  length 

13  of  service,  unless — 

14  [  (i)  such  plan  or  contract  was  established 

15  by  or  under  the  auspices  of  an  insider  that  em- 

16  ployed  the  debtor  at  the  time  the  debtor's  rights 

17  imder  such  plan  or  contract  arose ; 

18  [(h)    such  payment  is  on  account  of  age 

19  or  length  of  service;  and 

20  [  (iii)  such  plan  or  contract  does  not  qual- 

21  ify  under  section  401  (a) ,  403  (a) ,  403  (b) , 

22  408,  or  409  of  the  Internal  Revenue  Code  of 

23  1954    (26  U.S.C.  401(a),  403(a),  403(b), 

24  408,  or  409) . 

2^  [(H)    The  debtor's  right  to  receive,  or  property 
26            that  is  traceable  to^ 
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1  [(A)  an  award  under  a  crime  victim's  repara- 

2  tion  law ; 

3  [(B)    a  payment  on  account  of  the  wrongful 

4  death  of  an  individual  of  whom  the  debtor  was  a 

5  dependent,  to  the  extent  reasonably  necessary  for 

6  the  support  of  the  debtor  and  any  dependent  of 

7  the  debtor; 

8  [  (C)  a  payment  under  a  life  insurance  contract 

9  that  insured  the  life  of  an  individual  of  whom  the 

10  debtor  was  a  dependent  on  the  date  of  such  indi- 

11  vidual's  death,  to  the  extent  reasonably  necessary 

12  for  the  support  of  the  debtor  and  any  dependent  of 

13  the  debtor ; 

14  [(D)   a  payment,  not  to  exceed  $10,000,  on 

15  account  of  personal   bodily  injury,   not   including 

16  pain  and  suffering  or  compensation  for  actual  pecuni- 

17  ary  loss,  of  the  debtor  or  an  individual  of  whom  the 

18  debtor  is  a  dependent;  or 

19  [  (E)    a  payment  in  compensation  of  loss  of 

20  future  earnings  of  the  debtor  or  an  individual  of 
2i  whom  the  debtor  is  or  was  a  dependent,  to  the 

22  extent  reasonably  necessary  for  the  support  of  the 

23  debtor  and  any  dependent  of  the  debtor. 

24  [  (e)  1  ((0  A  waiver  of  exemptions  executed  in  favor  of 

25  a  creditor  that  holds  an  unsecured  claim  against  the  debtor 
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-i  is  unenforceable  in  a  case  under  this  title  with  respect  to 

2  such  claim  against  property  that  the  debtor  may  exempt 

3  under  subsection  (b)  of  this  section.  A  waiver  by  the  debtor 

4  of  a  power  under  subsection  [(f)  or  (h)  ]  (e)  or  (g)  of  this 

5  section  to  avoid  a  transfer,  under  subsection  [(g)  or  (i)  ] 
q  (f)  or  (h)  of  this  section  to  exempt  property,  or  under  sub- 
rj  section  [  (i)  ]|  (h)  of  this  section  to  recover  property  or  to 
g  preserve  a  transfer,  is  unenforceable  [in  a  case  under  this 
9  title]. 

lO  [(f)!  (e)  The  debtor  may  avoid  the  fixing  of  a  lien  on 

H  an  interest  of  the  debtor  in  property  to  the  extent  that  such 

12  lien  impairs  an  exemption  to  which  the  debtor,  notwith- 

13  standing  any  waiver  of  exemptions,  would  have  been  entitled 
34  under  subsection  (b)  of  this  section,  if  such  lien  is — 

15  ( 1 )  a  judicial  lien ;  or 

16  (2)  a  nonpurchase-money  security  interest  in  any — 

17  (A)    household  furnishings,  household  goods, 

18  wearing  apparel,  appliances,  books,  animals,  crops, 

19  musical  instruments,  or  jewelry  that  are  held  pri- 

20  marily  for  the  personal,  family,  or  household  use 

21  of  the  debtor  or  a  dependent  of  the  debtor ; 

22  (B)  implements,  professional  books,  or  tools,  of 

23  the  trade  of  the  debtor  or  the  trade  of  a  dependent 

24  of  the  debtor;  or 
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j  (C)    professionally  prescribed  health  aids  for 

2  the  debtor  or  a  dependent  of  the  debtor. 

3  [(g)]  (f)  Notwithstanding  [section  550  of  this  title,] 

4  any  other  'provision  of  this  chapter,  the  debtor  may  exempt 

5  under  subsection  (b)  of  this  section  property  that  the  trustee 

6  recovers  under  section  510(b)  (2),  542,  543,  550,  or  551 

7  of  this  title,  to  the  extent  that  the  debtor  could  have  exempted 

8  such  property  under  subsection    (b)    of  this  section  if  such 

9  property  had  not  been  transferred,  if — 

10  (1)  (A)  such  transfer  was  not  a  voluntary  transfer 

11  of  such  property  by  the  debtor;  and 

12  (B)   the  debtor  did  not  conceal  such  property;  or 

13  (2)    the  debtor  could  have  avoided  such  transfer 

14  under  subsection  |[  (f)  (2)]  (e)(2)  of  this  section. 

15  (h)    The  debtor  may  avoid  a  transfer  of  property  of 

16  the  debtor  to  the  extent  that  the  debtor  could  have  exempted 
1^  such  property  under  subsection  [(g)  (1)]   (f)(1)   of  this 

18  section  if  the  trustee  had  avoided  such  transfer,  if — 

19  ( 1 )  such  transfer  is  avoidable  by  the  trustee  under 

20  section  544,  545,  547,  548,  549,  or  724(a)    of  this 

21  title;  and 

22  (2)    the  trustee  does  not  attempt  to  avoid  such 

23  transfer. 

24  [  (i)  ]    (h)    (1)    If  the  debtor  avoids  a  transfer  under 
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^  subsection   [(f)    or    (h)  ]    (e)   or   (g)    of  this  section,  the 

2  debtor  may  recover  in  the  manner  prescribed  b}T,  and  sub- 

3  ject  to  the  limitations  of,  section  550  of  this  title,  the  same 

4  as  if  the  trustee  had  avoided  such  transfer,  and  imvy  exempt 

5  any  property  so  recovered  under  subsection    (b)    of   this 
q  section. 

7  (2)  Notwithstanding  section  551  of  this  title,  a  transfer 

g  avoided  under  section  544,  545,  547,  548,  549,  or  724  (a) 

9  of  this  title,  or  under  subsection  [(f)  or  (h)  ]  (e)  or  (g)  of 

10  this  section,  may  be  preserved  for  the  benefit  of  the  debtor  to 

11  the  extent  that  the  debtor  may  exempt  such  property  under 

12  subsection  [(g)]    (f)  of  this  section  or  paragraph    (1)    of 

13  this  subsection. 

14  [  (j)  ]  (i)  Notwithstanding  subsections  [(g)  and  (i)  ] 

15  (f)  or  (h)  of  this  section,  the  debtor  may  exempt  a  particular 

16  kind  of  property  under  subsections  [(g)    and    (i)]    (f)  or 

17  (h)  of  this  section  only  to  the  extent  that  the  debtor  has 

18  exempted  less  property  in  value  of  such  kind  than  that  to 

19  which  the  debtor  is  entitled  under  subsection    (b)    of  this 

20  section. 

21  [  (k)  ]  (j)  Propert}7  that  the  debtor  exempts  under  this 

22  section  is  not  liable  for  payment  of  any  administrative  ex- 

23  pense  except — 

24  (1)   the  aliquot  share  of  the  costs  and  expenses  of 

25  avoiding  a  transfer  of  property  that  the  debtor  exempts 
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1  under  subsection  |[  (g)  ]    (f)  of  this  section,  or  of  re- 

2  covery  of  such  property,  that  is  attributable  to  the  value 

3  of  the  portion  of  such  property  exempted  in  relation  to 

4  the  value  of  the  property  recovered ;  and 

5  (2)   any  costs  and  expenses  of  avoiding  a  transfer 

6  under  subsection  [(f)   or  (h)  ]  (e)  or  (g)  of  this  sec- 

7  tion,  or  of  recoveiy  of  property  under  subsection  [  (i) 

8  (1)]    (h)(1)  of  this  section,  that  the  debtor  has  not 

9  paid. 

10  [  0)  ]|  (k)  The  debtor  shall  file  a  list  of  property  that 

11  the  debtor  claims  as  exempt  under  subsection  (b)  of  this  sec- 

12  tion.  If  the  debtor  does  not  file  such  a  list,  a  dependent  of  the 

13  debtor  may  file  such  a  list,  or  may  claim  property  as  exempt 

14  from  property  of  the  estate  on  behalf  of  the  debtor.  Unless 

15  a  party  in  interest  objects,  the  property  claimed  as  exempt 

16  on  such  list  is  exempt. 

17  [(m)]|  (V  The  clerk  shall  give  notice  of  any  exemp- 

18  tions  claimed  by  the  debtor  or  by  a  dependent  of  the  debtor 

19  under  subsection  [(1)]  (k)  of  this  section. 

20  [  (n)  ]  (m)  This  section  shall  apply  with  respect  to  each 

21  debtor  in  a  joint  case. 

22  §523.  Exceptions  to  discharge 

23  (a)  A  discharge  under  section  727,  1141,  or  1328(b) 

24  of  this  title  does  not  discharge  an  individual  debtor  from 

25  any  debt — 
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1  ( 1 )   for  a  tax — 

2  (A)   [of  the  kind  and  for  the  periods  specified 

3  in  section  507  (6)  ]  which  would  be  entitled  to  prior- 

4  ity  under  section  507(5)  (A),  (C),  (D),  (E),  or 

5  (F)  of  this  title,  whether  or  not  a  claim  for  such  tax 
G  was  allowed; 

7  [(B)    with  respect  to  which  a  return,  if  re- 

8  quired — 

9  [  ( i )  was  not  filed ;  or 

10  [  (ii)  was  filed  after  the  date  on  which  such 

11  return  was  last  due,  under  applicable  law  or 

12  under  any  extension,  and  after  one  year  before 

13  the  date  of  the  filing  of  the  petition ;  or] 

14  (B)  ivhich  was  unassessed  prior  to  the  day  of 

15  the  petition;  or 

16  (C)   with  respect  to  which  the  debtor  [made] 

17  filed  a  fraudulent  return,  entry  or  invoice  or  [will- 

18  fully]   fraudulently  attempted    [in  any  manner] 

19  to  evade  or  defeat ; 

20  (2)    for   obtaining  money,   property,   services,   or 

21  [an]  a  refinancing  extension  or  renewal  of  credit,  by — 

22  (A)    false  pretenses,  a  false  representation,  or 

23  actual  fraud,  other  than  by  use  of  a  statement  in 

24  writing  respecting  the  debtor's  financial  condition; 

25  or 
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2  (B)  use  of  a  statement  in  writing — 

2  (i)  that  is  materially  false; 

3  (ii)   respecting  the  debtor's  financial  con- 

4  dition ; 

5  (iii)  on  which  the  creditor  to  whom  the 
q  debtor  is  liable  for  obtaining  such  money,  prop- 
7  erty,  services,  or  credit  reasonably  relied;  and 
g  (iv)  that  the  debtor  made  or  published 
9  with  intent  to  deceive ; 

lO  (3)   neither  listed  nor  scheduled  under  section  521 
H            ( 1 )  of  this  title,  with  the  name,  if  known  to  the  debtor, 

12  of  the  creditor  to  whom  such  debt  is  owed,  in  time  to 

13  permit — 

34  (A)   if  such  debt  is  not  of  a  kind  specified  in 

45  paragraph    (2),    (4),   or    (6)    of  this  subsection, 

16  timely  filing  of  a  proof  of  claim,  unless  such  creditor 

17  had  notice  or  actual  knowledge  of  the  case  in  time 

18  for  such  timely  filing ;  or 

ig  (B)  if  such  debt  is  of  a  kind  specified  in  para- 

2o  graph   (2),   (4),  or   (6)   of  this  subsection,  timely 

2i  filing  of  a  proof  of  claim  and  timely  request  for  a 

22  determination  of  dischargeability  of  such  debt  under 

23  one  of  such  paragraphs,  unless  such  creditor  had 

24  notice  or  actual  knowledge  of  the  case  in  time  for 

25  such  timely  filing  and  request ; 
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1  (4)  for  embezzlement  or  larceny; 

2  [  (5)    to  a  spouse,  former  spouse,  or  child  of  the 

3  debtor,  for  alimony  to,  maintenance  for,  or  support  of, 

4  such  spouse  or  child :] 

5  [  (6)  ]|  (5)  for  willful  and  malicious  injury  by  the 

6  debtor  to  another  entity  or  to  the  property  of  another; 

7  (6)  any  liability  to  a  spouse  or  child  for  maintc- 

8  nance  or  support,  or  for  alimony  due  or  to  become  due, 

9  or   under   a   property  settlement  in   connection    with   a 

10  separation  agreement  or  divorce  decree:  Provided,  how- 

11  ever,  That  a  debt  shall  not  be  excepted  from  discharge 

12  hereunder  solely  because  the  spouse  is  obligated  in  any 

13  manner  to  pay  the  debt,  and  except  that  if  such  mainta- 
in nance,  support  or  alimony  award  includes  liability  for 

15  debts  accrued  prior  to  the  separation  agreement  or  di- 

16  vorce  decree   then    the  court  may   determine   that  such 

17  debts  may  be  discharged: 

18  (7 )   to  the  extent  such  debt  is  for  a  fine,  penalty, 

19  or  forfeiture  payable  to  and  for  the  benefit  of  a  govern- 

20  mental  unit,  and  is  not  compensation  for  actual  pecuni- 

21  ary  loss;  or 

22  (S )  any  educational  debt  if  the  first  payment  of  any 

23  installment  thereof  was  due  on  a  date  less  than  five  years 

24  prior  to  the  date  of  the  petition,  but  such  a  debt  shall 

25  be  discharged  if  the  court  finds  that  payment  of  the  debt 
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1  from  future  income  or  other  wealth  will  impose  ail  undue 

2  hardship  on  the  debtor  and  his  dependents; 

3  [(8)]  (9)  that  was  or  could  have  been  listed  or 

4  scheduled  by  the  debtor  in  a  prior  case  concerning  the 

5  debtor  under  this  title  or  under  the  Bankruptcy  Act  in 

6  which  the  debtor  waived  discharge,  or  was  denied  a 

7  discharge  under  section  727  (a)  (2),  (3),  (4),  (5), 
S  (6) ,  or  (7)  of  this  title,  or  under  section  14c  (1) ,  (2) , 
9  (3),  (4),  (6),  or  (7)  of  such  Act. 

10  (b)   Notwithstanding  subsection   (a)   of  this  section,  a 

11  debt  that  was  excepted  from  discharge  under  subsection  (a) 

12  (3)   of  this  section  or  under  section  17a  (3)   of  the  Bank- 

13  ruptcy  Act  in  a  prior  case  concerning  the  debtor  under  this 
1-1  title  or  under  such  Act,  is  dischargeable  in  a  case  under  this 

15  title. 

16  (c)  Except  as  provided  in  subsection  (a)  (3)  (B)  of  this 

17  section,  the  debtor  shall  be  discharged  from  a  debt  specified 

18  in  paragraph    (2),    (4),  or    (6)    of  subsection    (a)    of  this 

19  section,  unless,  on  request  of  the  creditor  to  whom  such 

20  debt  is  owed,  and  after  notice  and  a  hearing,  the  court  deter- 

21  mines  such  debt  to  be  excepted  from  discharge  under  para- 

22  graph  (2),   (4),  or  (6),  as  the  case  may  be,  of  subsection 

23  (a)  of  this  section. 

24  (d)  If  a  creditor  requests  a  determination  of  discharge- 

25  ability  of  a  consumer  debt  under  subsection   (a)  (2)   of  this 
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1  section,  and  such  debt  is  discharged,  the  court  [shall  grant 

2  judgment  against  such  creditor  and  in  favor  of]  may  aiuard 

3  to  the  debtor  for  the  costs  of,  and  a  reasonable  attorney's  fee 

4  for,  the  proceeding  to  determine  dischargeability^  and  may 

5  grant  judgment  against  such  creditor  and  in  favor  of  the 

6  debtor  for  any  actual  pecuniary  damages  to  the  debtor  result- 

7  ing  from  such  proceeding.]  if  it  finds  that  the  proceeding  was 

8  frivolous  or  not  brought  by  the  creditor  in  good  faith. 

9  §  524.  Effect  of  discharge 

10  (a)  A  discharge  in  a  case  under  this  title — 

11  (1)   voids  any  judgment  at  any  time  obtained,  to 

12  the  extent  that  such  judgment  is  a  determination  of  the 

13  personal  liability  of  the  debtor  with  respect  to  any  debt 

14  that  arose,  or  that  is  determined  under  section  502  of 

15  this  title  as  if  such  claim  had  arisen,  before  the  com- 

16  mencement  of  the  case  and  that  is  not  excepted  from 

17  discharge  under  section  523,  944,    1141,   or   1328   of 

18  this  title,  as  the  case  may  be,  whether  or  not  discharge  of 

19  such  debt  is  waived ; 

20  (2)    operates  as   an   injunction   against    the   com- 

21  mencement  or  continuation  of  an  action,  the  employ- 

22  ment  of  process,  or  any  act,  to  collect,  recover,  or  offset 

23  any  such   debt  as  a  personal  liability   of   the   debtor, 

24  or  from  property  of  the  debtor,  whether  or  not  dis- 

25  charge  of  such  debt  is  waived;  and 


113 


111 

1  (3)    if  there  is  property  of  the  kind  specified  in 

2  section  541(a)  (2)    of  this  title  in  the  estate,  operates 

3  as  an  injunction  against  the  commencement  or  continu- 

4  ation  of  an  action,  the  employment  of  process,  or  any 

5  act,  to  collect  or  recover  from,  or  offset  against,  prop- 

6  erty  of  the  debtor  of  the  kind  specified  in  section  541 

7  (a)  (2)  of  this  title  that  is  acquired  after  the  commence- 

8  ment  of  the  case,  on  account  of  any  allowable  com- 

9  munity  claim,  except  a  community  claim  that  is  excepted 

10  from  discharge  under  section  523  of  this  title,  or  that 

11  would  be  so  excepted  in  a  case  concerning  the  debtor's 

12  spouse  commenced  on  the  date  of  the  filing  of  the  peti- 

13  tion  in  the  case  concerning  the  debtor,  whether  or  not 

14  discharge  of  the  debt  based  on  such  community  claim  is 

15  waived. 

16  [(b)    After  the  commencement  of  a  case  under  this 

17  title,  a  creditor  may  not  enter  into  an  agreement  with  the 

18  debtor  the  consideration  for  which  in  whole  or  in  part  is 

19  based  on  a  debt  of  the  debtor  that  is  dischargeable  in  a  case 

20  under  this  title,  whether  or  not  discharge  of  such  debt  is 

21  waived.  Any  such  agreement  is  void. 

22  [(c)  Notwithstanding  subsection  (b)  of  this  section  and 

23  sections  727,   1141,  and  1328  of  this  title,  an  agreement 

24  of  the  kind  specified  in  subsection   (b)   of  this  section  that 
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1  is  entered  into  in  good  faith  and  that  is  approved  bv  the 

2  court  is  enforceable  only  if  such  agreement  is— 

3  [(1)   in  settlement  of  litigation  under  section  523 

4  of  this  title;  or 

5  [(2)  an  agreement  providing  for  redemption  under 

6  section  722  of  this  title.] 

7  (b)  A  debt  extinguished  by  discharge  in  a  case  under 

8  this  title  may  be  revived  or  reaffirmed  by  written  instrument 

9  or  be  all  or  part  of  any  bargain  creating  a  new  debt  except, 

10  however,  the  debtor  may  rescind  his  revival  or  reaffirmation 

11  by  witten  notice  to  all  concerned  creditors  within  30  days 

12  of  such  revival  or  reaffirmation.  Any  judgment,   whenever 

13  obtained,   that  a  debtor  is  personally  liable  to  pay  a  debt 

14  extinguished  by   discharge,    and  not   revived   or   reaffirmed 

15  in  accordance  ivith  this  section,  is  null  and  void. 

16  [(d)]   (c)  Except  as  provided  in  subsection    (a)  (3) 

17  of  this  section,  discharge  of  a  debt  of  the  debtor  does  not 

18  affect  the  liability  of  any  other  entity  on,  or  the  property  of 

19  any  other  entity  for,  such  debt. 

20  §  525.  Protection  against  discriminatory  treatment 

21  A  governmental  unit  may  not  deny,  revoke,  suspend,  or 

22  refuse  to  renew  a  license,  permit,  job,  charter,  franchise,  or 

23  other  similar  grant  to,  condition  such  a  grant  to,  discriminate 

24  with  respect  to  such  a  grant  against,  deny  employment  to, 

25  terminate  the  employment  of,  or  discriminate  with  respect  to 
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1  employment  against,  a  person  that  is  or  has  been  a  debtor 

2  under  this  title  or  a  bankrupt  or  a  debtor  under  the  Bank- 

3  ruptcy  Act,  or  another  person  with  whom  such  bankrupt  or 

4  debtor  has  been  associated,  solely  because  such  bankrupt  or 

5  debtor  is  or  has  been  a  debtor  under  this  title  or  a  bankrupt 

6  or  debtor  under  the  Bankruptcy  Act,  has  been  insolvent 

7  before  the  commencement  of  the  case  under  this  title,  or 

8  during  the  case  but  before  the  debtor  is  granted  or  denied  a 

9  discharge,  or  has  not  paid  a  debt  that  is  dischargeable  in  the 

10  case  under  this  title  or  that  was  discharged  under  the  Bank- 

11  ruptcy  Act. 

12  SUBCHAPTER  III— THE  ESTATE 

13  §  541.  Property  of  the  estate 

14  (a)   The  commencement  of  a  case  under  section  301, 

15  302,  or  303  of  this  title  creates  an  estate.  Such  estate  is 

16  comprised  of  the  following  property,  wherever  located : 

17  (1)    Except  as  provided  in  subsections    (b)    and 

18  (c)  (2)  of  this  section,  all  legal  or  equitable  interests  of 

19  the  debtor  in  property  as  of  the  commencement  of  the 

20  case. 

2i  (2)    All  interests  of  the  debtor  and  the  debtor's 

22  spouse  in  community  property  as  of  the  commencement 

23  of  the  case  that  is — 

24  (A)    under  the  sole,  equal,;  or  joint  manage- 

25  ment  and  control  of  the  debtor ;  or 
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1  (B)   liable  for  an  allowable  claim  against  the 

2  debtor,  or  for  both  an  allowable  claim  against  the 

3  debtor  and  an  allowable  claim  against  the  debtor's 

4  spouse,  to  the  extent  that  such  interest  is  so  liable. 

5  (3)    Any  interest  in  property  that  the  trustee  re- 

6  covers  under  section  543,  550,  or  723  of  this  title. 

7  (4)    Any  interest  in  property  preserved  for  the 

8  benefit  of  or  ordered  transferred  to  the  estate  under  sec- 

9  tion  510  (b)  or  551  of  this  title. 

10  (5)   An  interst  in  property  that  would  have  been 

11  property  of  the  estate  if  such  interest  had  been  an  in- 

12  terest  of  the  debtor  on  the  date  of  the  riling  of  the 

13  petition,  and  that  the  debtor  acquires  or  becomes  entitled 

14  to  acquire  within  180  days  after  such  date — 

15  (A)  by  bequest,  devise,  or  inheritance ; 

16  (B)  as  a  result  of  a  property  settlement  agree- 

17  ment  with  the  debtor's  spouse,  or  of  an  interlocutory 

18  or  final  divorce  decree;  or 

19  (C)  as  a  beneficiary  of  a  life  insurance  policy, 

20  or  of  a  death  benefit  plan;  and 

21  (6)   proceeds,  product,  offspring,  rents,  and  profits 

22  of  or  from  propert}^  of  the  estate,  except  such  as  are 

23  earnings  from  services  performed  by  an  individual  debtor 

24  after  the  commencement  of  the  case. 
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1  (b)   Property  of  the  estate  does  not  include  any  power 

2  that  the  debtor  may  only  exercise  solely  for  the  benefit  of  an 

3  entity  other  than  the  debtor. 

4  (c)  (1)     Except    as    provided    in    paragraph    (2)    of 

5  this  subsection,  an  interest  of  the  debtor  in  property  be- 

6  comes   property   of  the   estate  under   subsection    (a)  (1), 

7  (2) ,  or  (5)  of  this  section  notwithstanding  any  provision — 

8  (A)    that  restricts  or  conditions  transfer  of  such 

9  interest  by  the  debtor ;  or 

10  (B)     that    is    conditioned    on    the    insolvency    or 

11  financial  condition  of  the  debtor,   on   the   commence- 

12  ment  of  a  case  under  this  title,  or  on  the  appointment 

13  of  or  the  taking  possession  by  a  trustee  in  a  case  under 

14  this  title  or  a  custodian,  and  that  effects  or  gives  an 

15  option  to  effect  a  forfeiture,  modification,  or  termination 

16  of  the  debtor's  interest  in  property. 

17  (2)   A  restriction  on  the  transfer  of  a  beneficial  inter- 

18  est  of  the  debtor  in  a  trust  that  is  enforceable  under  appli- 

19  cable  nonbankruptcy  law  is  enforceable  in  a  case  under  this 

20  title  to  the  extent  of  the  income  reasonably  necessary  for  the 

21  support  of  the  debtor  and  his  dependents. 

22  (d)    The  estate  shall  have  the  benefit  of  any  defense 

23  available  to  the  debtor  as  against  an  entity  other  than  the 

24  estate,  including  statutes   of  limitation,    statutes   of  fraud, 
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1  usury,  and  other  personal  defenses.  A  waiver  of  any  such 

2  defense  by  the  debtor  after  the  commencement  of  the  case 

3  does  not  bind  the  estate. 

4  §  542.  Turnover  of  property  to  the  estate 

5  (a)  Except  as  provided  in  subsection  (c)  or  (d)  of  this 

6  section,  an  entity,  other  than  a  custodian,  in  possession,  cus- 

7  tody,  or  control,  on  the  date  of  the  filing  of  the  petition,  of 

8  property  that  the  trustee  may  use,  sell,  or  lease  under  section 

9  363  of  this  title,  shall  deliver  to  the  trustee,  and  account  for, 

10  such  property  or  the  value  of  such  property,  unless  such 

11  property  is  of  inconsequential  value  to  the  estate. 

12  (b)  Except  as  provided  in  subsection  (c)  or  (d)  of  this 

13  section,  an  entity  that  owes  a  debt  that  is  property  of  the 

14  estate  and  that  is  matured,  payable  on  demand,  or  payable  on 

15  order,  shall  pay  such  debt  to,  or  on  the  order  of,  the  trustee, 

16  except  to  the  extent  that  such  debt  may  be  offset  under  sec- 

17  tion  553  of  this  title  against  a  claim  against  the  debtor. 

18  (c)    Except  as  provided  in  section  362(a)  (7)    of  this 

19  title,   an  entity  that  has  neither  actual  notice  nor  actual 

20  knowledge  of  the  commencement  of  the  case  concerning  the 

21  debtor  may  transfer  property  of  the  estate,  or  pay  a  debt 

22  owing  to  the  debtor,  in  good  faith  and  other  than  in  the 

23  manner  specified  in  subsection    (d)    of  this  section,  to  an 

24  entity  other  than  the  trustee,  with  the  same  effect  [as  to  such 

25  entity  other  than  the  trustee,  with  the  same  effect  to  the 
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1  entity  making  such  transfer  or  payment]  as  if  the  case  un- 

2  der  this  title  concerning  the  debtor  had  not  been  commenced. 

3  (d)   A  life  insurance  company  may  transfer  property  of 

4  the  estate  or  property  of  the  debtor  to  such  company  in  good 

5  faith,  with  the  same  effect  with  respect  to  such  company  as  if 

6  the  case  under  this  title  concerning  the  debtor  had  not  been 

7  commenced,  if  such  transfer  is  to  pay  a  premium  or  to  carry 

8  out  a  nonforfeiture  insurance  option,  and  is  required  to  be 

9  made  automatically,  under  a  life  insurance  contract  with  such 

10  company  that  was  entered  into  before  the  date  of  the  filing 

11  of  the  petition  and  that  is  property  of  the  estate. 

12  (e)   Subject  to  any  applicable  privilege,  after  notice  and 

13  a  hearing,  the  court  may  order  an  attorney,  accountant,  or 

14  other    person    that   holds    recorded    information,    including 

15  books,    documents,    records,    and    papers,    relating   to    the 

16  debtor's  property  or  financial  affairs,  to  disclose  such  recorded 

17  information  to  the  trustee. 

18  §  543.  Turnover  of  property  by  a  custodian 

19  (a)  A  custodian  with  knowledge  of  the  commencement 

20  of  a  case  under  this  title  concerning  the  debtor  may  not  make 

21  any  disbursement  from,  or  take  any  action  in  the  administra- 

22  tion  of,  property  of  the  debtor,  proceeds  of  such  property,  or 

23  property  of  the  estate,  in  the  possession,  custody,  or  control  of 

24  such  custodian. 

25  (b)  A  custodian  shall  [ — 1 
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1  [  ( 1 )  ]  deliver  to  the  trustee  any  property  of  the 

2  debtor  transferred  to  such  custodian,  or  proceeds  of  such 

3  property,  that  is  in  such  custodian's  possession,  custody, 

4  or  control  on  the  date  that  such  custodian  acquires  knowl- 

5  edge  of  the  commencement  of  the  case[;  and]. 

6  E  (2)  ]  (c)  A  custodian  appointed  or  authorized  within 

7  120  days  preceding  the  commencement  of  this  case  shall  file 

8  an  accounting  of  any  property  of  the  debtor,  or  proceeds  of 

9  such  property,  that,  at  any  time,  came  into  the  possession, 

10  custody,  or  control  of  such  custodian. 

11  [  (c)  1  (d)  The  court,  after  notice  and  a  hearing,  shall — 

12  (1)    protect  all  entities  to  which  a  custodian  has 

13  become  obligated  with  respect  to  such  property; 

14  (2)    provide  for  the  payment  of  reasonable  com- 

15  pensation  for  services  rendered  and  costs  and  expenses 

16  incurred  by  such  custodian;  and 

17  (3)   surcharge  such  custodian  lor  any  improper  or 

18  excessive  disbursement,  other  than  a  disbursement  that 

19  has  been  approved,  after  notice  and  a  hearing,  by  a  court 

20  of  competent  jurisdiction  before  the  commencement  of 

21  the  case  under  this  title. 

22  [(d)]  (e)  Notwithstanding  any  other  provision  of  this; 

23  section,  the  bankruptcy  court  may,  after  notice  and  a  hearing,, 

24  excuse  compliance  with  subsection   (a),   (b),or  (c)   of  this 

25  section,  if  the  interests  of  creditors,  and[,  if  the  debtor  is  not 
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1  insolvent,]  of  equity  security  holders,  would  be  better  served 

2  by  permitting  a  custodian  to  continue  in  possession,  custody, 

3  or  control  of  such  property. 

4  §  544.  Trustee  as  lien  creditor  and  as  successor  to  certain 

5  creditors  and  purchasers 

6  (a)    The  trustee  shall  have,  as  of  the  commencement 

7  of  the  case,  and  without  regard  to  any  knowledge  of  the 

8  trustee  or  of  any  creditor,  the  rights  and  powers  of,  and  may 

9  avoid  any  transfer  of  property  of  the  debtor  or  any  obligation 

10  incurred  by  the  debtor  that  is  voidable  by — 

11  (1)   a  creditor  that  extends  credit  to  the  debtor  at 

12  the  time  of  the  commencement  of  the  case,  and  that 

13  obtains,  at  such  time  and  with  respect  to  such  credit,  a 

14  judicial  lien  on  all  property  on  which  a  creditor  on  a 

15  simple    contract   could   have    obtained   a   judicial   lien, 

16  whether  or  not  such  a  creditor  exists ; 

17  (2)    a  creditor  that  extends  credit  to  the  debtor 

18  at  the  time  of  the  commencement  of  the  case,  and  ob- 

19  tains,  at  such  time  and  with  respect  to  such  credit,  an 

20  execution  against  the  debtor  that  is  returned  unsatisfied 

21  at  such  time,  whether  or  not  such  a  creditor  exists;  and 

22  (3)  a  bona  fide  purchaser  of  all  of  the  real  property 

23  of  the  debtor,  that  obtains  the  status  of  a  bona  fide 

24  purchaser  at  the  time  of  the  commencement  of  the  case, 

25  whether  or  not  such  a  purchaser  exists. 
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1  (b)    The  trustee  may  avoid  any  transfer  of  an  interest 

2  of  the  debtor  in  property  or  any  obligation  incurred  by  the 

3  debtor  that  is  voidable  under  applicable  law  by  a  creditor 

4  holding  an  unsecured  claim  that  is  allowable  under  section 

5  502  of  this  title  or  that  is  not  allowable  only  under  section 

6  502(e)  of  this  title. 

7  C(c)  (1)    ^he  trustee  may  enforce  any  cause  of  action 

8  that  a  creditor,  a  class  of  creditors,  an  equity  security  holder, 

9  or  a  class  of  equity  security  holders  has  against  any  person, 

10  if— 

11  [(A)    the  trustee  could  not  recover  against  such 

12  person  on  such  cause  of  action  other  than  under  this 

13  subsection ; 

14  [(B)  recovery  by  the  trustee  for  the  benefit  of  such 

15  creditor  or  equity  security  holder  or  the  members  of 

16  such   class   will   reduce   the   claim  or  interest  of  such 

17  creditor  or  equity  security  holder  or  of  such  members, 

18  as  the  case  may  be,  against  or  in  the  estate ; 

19  [  (C)  there  is  a  reasonable  likelihood  that  recovery 

20  against  such  person  will  not  create  an  allowable  claim 

21  in  favor  of  such  person  against  the  estate ;  and 

22  [(D)   enforcement  of  such  cause  of  action  is  in  the 

23  best  interest  of  the  estate. 

24  [(2)   If  the  trustee  brings  an  action  on  such  cause  of 

25  action — 
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1  £  (A)    the  court,  after  notice  and  a  hearing;,  may 

2  stay  the  commencement  or  continuation  of  any  other 

3  action  on  such  cause  of  action ;  and 

4  £  (B)   the  clerk  shall  give  notice  to  all  creditors  or 

5  equity   security   holders   that   could   have   brought   an 
q  action  on  such  cause  of  action  if  the  trustee  had  not 

7  done  so. 

8  [(3)    A  judgment  in  any  such  action  brought  by  the 

9  trustee  binds  all  creditors  or  equity  security  holders  that  could 
10  have  brought  an  action  on  such  cause  of  action.  Any  recovery 
H  by  the  trustee,  less  any  expense  incurred  by  the  trustee  in 

12  effecting  such  recovery,  shall  be  for  the  benefit  only  of  such 

13  creditors  or  equity  security  holders.] 

14  §545.  Statutory  liens 

15  The  trustee  may  avoid  the  fixing  of  a  statutory  lien 

16  on  property  of  the  debtor  that — 

17  ( 1 )    first  becomes  effective  against  the  debtor — 

18  (A)    when  a  case  under  this  title  concerning 

19  the  debtor  is  commenced ; 

20  (B)  when  an  insolvency  proceeding  other  than 

21  under  this  title  concerning  the  debtor  is  initiated; 

22  (C)    when  a  custodian  is  appointed  or  takes 

23  possession ; 

24  ( D )  when  the  debtor  becomes  insolvent ; 
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2  (E)  when  the  debtor's  financial  condition  fails 
o  to  meet  a  specified  standard ;  or 

3  (F)   at  the  time  of  an  execution  against  prop- 

4  erty  of  the  debtor  levied  at  the  instance  of  an  entity 

5  other  than  the  holder  of  such  statutory  lien; 

g  (2)  is  not  perfected  or  enforceable  on  the  date  of 

7  the  filing  of  the  petition  against  a  bona  fide  purchaser 

8  that  purchases  such  property  on  the  date  of  the  filing 

9  of  the  petition,  whether  or  not  such  a  purchaser  exists; 
10  (3)  is  for  rent;  or 

H  (4 )  is  a  lien  of  distress  for  rent. 

12  §  546.  Limitations  on  avoiding  powers 

13  (a)  The  rights  and  powers  of  the  trustee  under  section 

14  544  or  545  of  this  title  are  subject  to  any  generally  appli- 

15  cable  law  that  permits  perfection  of  an  interest  in  property 

16  to  be  effective  against  an  entity  that  acquires  rights  in  such 

17  property  before  the  date  of  such  perfection.  If  such  law 

18  requires  seizure  of  such  property  or  commencement  of  an 

19  action  to  accomplish  such  perfection,  and  such  property  has 

20  not  been  seized  or  such  action  has  not  been  commenced 

21  before  the  date  of  the  filing  of  the  petition,  such  interest  in 

22  such  property  shall  be  perfected  by  notice  within  the  time 

23  fixed  by  such  law  for  such  seizure  or  commencement. 

24  (b)  The  rights  and  powers  of  the  trustee  under  sections 

25  544,  545,  547,  and  549  of  this  title  are  subject  to  any 


i    5      I « C1 


125 


123 

1  statutory  right  or  common-law  right  of  a  seller,  in  the  ordi- 

2  nary  course  of  such  seller's  business,  of  goods  to  the  debtor 

3  to  reclaim  such  goods  if  the  debtor  has  received  such  goods 

4  on  credit  while  insolvent,  but — 

5  ( 1 )   such  a  seller  may  not  reclaim  any  such  goods 

6  unless  such  seller  demands  reclamation  of  such  goods 

7  before  ten  days  after  receipt  of  such  goods  by  the  debtor ; 

8  and 

9  (2)  the  court  may  grant  the  claim  of  a  seller  with 

10  such  a  right  of  reclamation  that  has  made  such  a  demand 

11  priority    as     an    administrative     expense     and     deny 

12  reclamation. 

13  §547.  Preferences 

14  (a)    In  this  section — 

15  (1)    "inventory"  means  personal  property  leased 

16  or  furnished,  held  for  sale  or  lease,  or  to  be  furnished 

17  under  a  contract  for  service,  raw  materials,   work  in 

18  process,  or  materials  used  or  consumed  in  a  business, 

19  including  farm  products  such  as  crops  or  livestock,  held 

20  for  sale  or  lease ; 

21  (2)   "new  value"  means  money  or  money's  worth 

22  in   goods,    services,    or   new   credit,    or   release    bjr    a 

23  transferee  of  property  previously  transferred   to   such 

24  transferee   in   a  transaction   that   is   neither   void   nor 

25  voidable  by  the  debtor  or  the  trustee  under  any  appli- 
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1  cable  law,  but  does  not  include  an  obligation  substituted 

2  for  an  existing  obligation ;  and 

3  (3)  "receivable"  means  right  to  payment,  whether 

4  or  not  such  right  has  been  earned  by  performance. 

5  (b)  Except  as  provided  in  subsection  (c)  of  this  section, 

6  the  trustee  may  avoid  any  transfer  of  property  of  the  debtor — 

7  ( 1 )  to  or  for  the  benefit  of  a  creditor ; 

8  (2)    for   or   on   account   of   an   antecedent   debt, 

9  other  than  a  debt  for  ivhich  payment  is  required  under 

10  the  revenue  laws  of  a  governmental  unit,  owed  by  the 

11  debtor  before  such  transfer  was  made; 

12  (3)  made  while  the  debtor  was  insolvent.; 

13  (4)  made — 

14  (A)    on  or  within  90  days  before  the  date  of 

15  the  filing  of  the  petition ;  or 

16  (B)  between  90  days  and  one  year  before  the 

17  date  of  the  filing  of  the  petition,  if  such  creditor, 

18  at  the  time  of  such  transfer — 

19  (i)  was  an  insider;  and 

20  (H)    had  reasonable  cause  to  believe  the 

21  debtor  was  insolvent  at  the  time  of  such  trans- 

22  fer;  and 

23  (5)  that  enables  such  creditor  to  receive  more  than 

24  Such  creditor  would  receive  if — 
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1  (A)    the  case  were  a  case  under  chapter  7  of 

o  this  title; 

3  (B)  the  transfer  had  not  been  made ;  and 

4  (C)    such  creditor  received  payment  of  such 

5  debt  to  the  extent  provided  by  the  provisions  of  this 

6  title. 

7  (c)    The  trustee  may  not  avoid  under  this  section  a 

8  transfer — 

9  ( 1 )  to  the  extent  that  such  transfer  was — 

10  (A)   intended  by  the  debtor  and  the  creditor 

11  to  or  for  whose  benefit  such  transfer  was  made  to 

12  be  a  contemporaneous  exchange  for  new  value  given 

13  to  the  debtor;  and 

14  (B)    in  fact  a  substantially  contemporaneous 

15  exchange ; 

16  (2)  to  the  extent  that  such  transfer  was — 

17  (A)    in  payment  of  a  debt  incurred  in   the 

18  ordinary  course  of  business  or  financial  affairs  of 

19  the  debtor  and  the  transferee; 

20  (B)    made  not  later  than  45  days  after  such 

21  debt  was  incurred; 

22  (C)    made  in  the  ordinary  course  of  business 

23  or  financial  affairs  of  the  debtor  and  the  transferee ; 

24  and 
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1  (D)     made    according    to    ordinary    business 

2  terms ; 

3  (3)   of  a  security  interest  in  property  acquired  by 

4  the  debtor — 

5  (A)  to  the  extent  such  security  interest  secures 

6  new  value  that  was — 

7  (i)  given  at  or  after  the  signing  of  a  secu- 

8  rity  agreement  that  contains  a  description  of 

9  such  property  as  collateral; 

10  (ii)   given  by  or  on  behalf  of  the  secured 

11  party  under  such  agreement; 

12  (iii)  given  to  enable  the  debtor  to  acquire 

13  such  property;  and 

14  (iv)  in  fact  used  by  the  debtor  to  acquire 

15  such  property ;  and 

16  (B)   that  is  perfected  [before]  within  10  days 

17  after  such  security  interest  attaches ; 

18  (4)  to  or  for  the  benefit  of  a  creditor,  to  the  extent 

19  that,  after  such  transfer,  such  creditor  gave  new  value 

20  to  or  for  the  benefit  of  the  debtor — 

21  (A)   not  secured  by  an  otherwise  unavoidable 

22  security  interest;  and 

23  (B)  on  account  of  which  new  value  the  debtor 

24  did  not  make  an  otherwise  unavoidable  transfer  to 

25  or  for  the  benefit  of  such  creditor ; 
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1  (5)    of  a  perfected  security  interest  in  inventory 

2  or  a  receivable  or  the  proceeds  of  either,  except  to  the 

3  extent  that  the  aggregate  of  all  such  transfers  to  the 

4  transferee  caused  a  reduction,  as  of  the  date  of  the  filing 

5  of  the  petition  and  to  the  prejudice  of  other  creditors 

6  holding  unsecured  claims,  of  any  amount  by  which  the 

7  debt  secured  by  such  security  interest  exceeded  the  value 

8  of  all  security  interests  for  such  debt  on  the  later  of — 

9  (A)  (i)  with  respect  to  a  transfer  to  which  sub- 

10  section  (b)  (4)  (B)  of  this  section  applies,  90  days 

11  before  the  date  of  the  filing  of  the  petition;  or 

12  (ii)  with  respect  to  a  transfer  to  which  subsec- 

13  tion    (b)  (4)  (B)    of  this  section  applies,  one  year 

14  before  the  date  of  the  filing  of  the  petition ;  and 

15  (B)    the  date  on  which  new  value  was  first 

16  given  under  the  security  agreement  creating  such 

1 7  security  interest ; 

18  (6)  to  the  extent  that— 

19  (A)  such  transfer  was  a  setoff  of  a  debt  owing 

20  to  the  debtor  against  a  claim  against  the  debtor; 

21  (B)  any  right  to  offset  such  d,ebt  against  such 

22  claim  would  not  have  been  affected  by  section  553 

23  of  this  title  if  such  setoff  occurred  after  the  com- 

24  mencement  of  the  case ;  and 
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1  (C)  (i)    such  transfer  was  made   before  five 

2  days  before  the  date  of  the  filing  of  the  petition;  or 

3  (ii)    the  trustee  may  not  use,   sell  or  lease, 

4  under  section  363  of  this  title,  any  property  recov- 

5  ered  as  a  result  of  the  avoidance  of  such  transfer;  or 

6  (7)  that  is— 

7  (A)   the  fixing  of  a  statutory  lien  that  is  not 

8  avoidable  under  section  545  of  this  title; 

9  (B)  in  satisfaction  of  such  a  lien;  or 

10  (C)  the  fixing  of  a  lien  under  section  365  (j)  of 

11  this  title. 

12  (d)   A  trustee  may  avoid  a  transfer  of  property  of  the 

13  debtor  transferred  to  secure  reimbursement  of  a  surety  that 

14  furnished  a  bond  or  other  obligation  to  dissolve  a  judicial 

15  lien  that  would  have  been  avoidable  by  the  trustee  under 

16  subsection   (b)    of  this  section.  The  liability  of  such  surety 

17  under  such  bond  or  obligation  shall  be  discharged  to  the 

18  extent  of  the  value  of  such  property  recovered  by  the  trustee 

19  or  the  amount  paid  to  the  trustee. 

20  (e)  (1)  For  the  purposes  of  this  section — 

21  (A)  a  transfer  of  real  property  other  than  fixtures, 

22  but  including  the  interest  of  a  seller  or  purchaser  under 

23  a  contract  for  the  sale  of  real  property,  is  perfected  when 

24  a  bona  fide  purchaser  of  such  property  from  the  debtor 

25  against  whom  applicable  law  permits  such  transfer  to 

re 
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1  be  perfected  cannot  acquire  an  interest  that  is  superior 

2  to  the  interest  of  the  transferee ;  and 

3  (B)  a  transfer  of  a  fixture  or  property  other  than 

4  real  property  is  perfected  when  a  creditor  on  a  simple 

5  contract  cannot  acquire  a  judicial  lien  that  is  superior 

6  to  the  interest  of  the  transferee. 

7  (2)  For  the  purposes  of  this  section,  except  as  provided 

8  in  paragraph    (3)    of  this  subsection,  a  transfer  is  made — 

9  (A)  at  the  time  such  transfer  takes  effect  between 
10  the  transferor  and  the  transferee,  if  such  transfer  is  per- 
il fected  at  or  within  10  days  after  such  time; 

12  (B)    at   the    time    such    transfer   is   perfected,    if 

13  such  transfer  is  perfected  after  such  10  days;  or 

14  (C)    immediately  before  the  date  of  the  filing  of 

15  the  petition,  if  such  transfer  is  not  perfected  at  the 

16  later  of — 

17  (i)    the  commencement  of  the  case;  and 

18  (ii)    10  days  after  such  transfer  takes  effect 

19  between  the  transferor  and  the  transferee. 

20  (3)   -For  the  purposes  of  this  section,  a  transfer  is  not 

21  made  until  the  debtor  has  acquired  rights  in  the  property 

22  transferred. 

23  (f)  For  the  purposes  of  this  section,  the  debtor  is  pre- 

24  sumed  to  have  been  insolvent  on  and  during  the  90  days 

25  immediately  preceding  the  date  of  the  filing  of  the  petition. 
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1  §548.  Fraudulent  transfers  and  obligations 

2  (a)   The  trustee  may  avoid  any  transfer  of  an  interest 

3  of  the  debtor  in  property,  or  any  obligation  incurred  by  the 

4  debtor,  that  was  made  or  incurred  on  or  within  one  year 

5  before  the  date  of  the  filing  of  the  petition,  if  the  debtor — 

6  ( 1 )  made  such  transfer  or  incurred  such  obligation 

7  with  actual  intent  to  hinder,  delay,  or  defraud  any  entity 

8  to  which  the  debtor  was  or  became,  on  or  after  the  date 

9  that  such  transfer  occurred  or  such  obligation  was  in- 

10  curred,  indebted;  or 

11  (2)  (A)  received  less  than  a  reasonably  equivalent 

12  value  in  exchange  for  such  transfer  or  obligation;  and 

13  (B)  (i)   was  insolvent  on  the  date  that  such  trans- 

14  fer  was  made  or  such  obligation  was  incurred,  or  became 

15  insolvent  as  a  result  of  such  transfer  or  obligation; 

16  (ii)    was   engaged  in  business,   or  was   about   to 

17  engage  in  business  or  a  transaction,  for  which  any  prop- 

18  erty  remaining  with  the  debtor  was  an  unreasonably 

19  small  capital;  or 

20  (iii)  intended  to  incur,  or  believed  that  the  debtor 

21  "'•  would  incur,  debts  that  would  be  beyond  the  debtor's 

22  ability  to  pay  as  such  debts  matured. 

23  (b)  The  trustee  of  a  partnership  debtor  may  avoid  any 

24  'transfer  of  an  interest  of  the  debtor  in  property,  or  any  obli- 

25  gation  incurred  by  the  debtor;  that  was  made  or  incurred  on 
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1  or  within  one  year  before  the  date  of  the  filing  of  the  petition, 

2  to  a  general  partner  in  the  debtor,  if  the  debtor  was  insolvent 

3  on  the  date  such  transfer  was  made  or  such  obligation  was 

4  incurred,  or  became  insolvent  as  a  result  of  such  transfer  or 

5  obligation. 

q  (c)   Except  to  the  extent  that  a  transfer  or  obligation 

7  voidable  under  this  section  is  voidable  under  section  544, 

8  545,  or  547  of  this  title,  a  transferee  or  obligee  of  such  a 

9  transfer  or  obligation  that  takes  for  value  and  in  good  faith 
10  bas  a  hen  on  an}-  interest  transferred,  may  retain  any  lien 
H  transferred,  or  may  enforce  any  obligation  incurred,  as  the 

12  case  may  be,  to  the  extent  that  such  transferee  or  obligee 

13  gave  value  to  the  debtor  in  exchange  for  such  transfer  or 

14  obligation. 

15  (d)  (1)   For  the  purposes  of  this  section,  a  transfer  is 

16  made  when  such  transfer  becomes  so  far  perfected  that  a 

17  bona  fide  purchaser  from  the  debtor  against  whom  such  trans- 

18  fer  could  have  been  perfected  cannot  acquire  an  interest  in 

19  the  property  transferred  that  is  superior  to  the  interest  in 

20  such  property  of  the  transferee,  but  if  such  transfer  is  not  so 

21  perfected  before  the  commencement  of  the  case,  such  trans- 

22  fer  occurs  immediately  before  the  date  of  the  filing  of  the 

23  petition. 

24  (2)  In  this  section  "value"  means  property,  or  satisfac- 

25  tion  or  securing  of  a  present  or  antecedent  debt  of  the  debtor, 
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1  but  does  not  include  an  unperformed  promise  to  furnish 

2  support  to  the  debtor  or  to  a  relative  of  the  debtor. 

3  §549.  Postpetition  transactions 

4  (e)    Except  as  provided  in  section  342  (b)    of  this  title 

5  and  in  subsection  (b)  of  this  section,  the  trustee  may  avoid 
g  a  transfer  of  property  of  the  estate — 

7  (1)    that  occurs  after  the  commencement  of  the 

g  case;  and 

9  (2)  (A)    that  is  authorized  under  section  303(f) 

10  or  542(c)   of  this  title;  or 

H  (B)  that  is  not  authorized  under  this  title  or  by  the 

12  court. 

13  (b)    In  an  involuntary  case,   a  transfer  that   occurs 

14  after  the  commencement  of  such  case  but  before  the  order 

15  for  relief  is  valid  against  the  trustee  to  the  extent  of  any 

16  value,  including  services,  but  not  including  satisfaction  or 

17  securing  of  a  debt  that  arose  before  the  commencement  of  the 

18  case,  given  after  the  commencement  of  the  case  in  exchange 

19  for  such  transfer,  notwithstanding  any  notice  or  knowledge 

20  of  the  case  that  the  transferee  has. 

21  §  550.  Liability  of  transferee  of  avoided  transfer 

22  (a)  Except  as  otherwise  provided  in  this  action,  to  the 

23  extent  that  a  transfer  is  avoided  under  section  544,  545,  547, 

24  548,  549,  or  724  (a)  of  this  title,  the  trustee  may  recover, 
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1  for  the  benefit  of  the  estate,  the  property  transferred,  or,  if 

2  the  court  so  orders,  the  value  of  such  property,  from — 

3  (1)  the  initial  transferee  of  such  transfer;  or 

4  (2)   any  immediate  or  mediate  transferee  of  such 

5  initial  transferee. 

6  (b)  The  trustee  may  not  recover  under  subsection  (a) 

7  (2)  of  this  section  from — 

8  ( 1 )  a  transferee  that  takes  for  value,  in  good  faith, 

9  and  without  knowledge  of  the  voidability  of  the  transfer 

10  avoided ;  or 

11  (2)  any  immediate  or  mediate  good  faith  transferee 

12  of  such  transferee. 

13  (c)  The  trustee  is  entitled  to  only  a  single  satisfaction 

14  under  subsection  (a)  of  this  section. 

15  (d)  (1)  A  good  faith  transferee  from  whom  the  trustee 

16  may  recover  under  subsection  (a)  of  this  section  is  entitled 

17  to  a  lien  on  the  property  recovered  to  secure  the  lesser  of — 

18  (A)   the  cost,  to  such  transferee,  of  any  improve- 

19  ment  made  after  the  transfer,  less  the  amount  of  any 

20  profit  realized  by  such  transferee  from  such  property; 

21  and 

22  (B)  any  increase  in  value,  as  a  result  of  such  im- 

23  provement,  of  the  property  transferred. 

24  (2)  In  this  subsection,  "improvement"  includes — 


136 


134 

1  (A)  physical  additions  or  changes  to  the  property 

2  :  transferred; 

3  (B)  repairs  to  such  property; 

4  (C)  payment  of  any  tax  on  such  property; 

5  (D)    payment  of  any  deht  secured  by  a  lien  on 

6  such  property ; 

7  (E)    discharge  of  any  lien  against  such  property 

8  that  is  superior  or  equal  to  the  rights  of  the  trustee;  and 

9  (F)  preservation  of  such  property. 

10  §  551.  Automatic  preservation  of  avoided  transfer 

11  Any  transfer  avoided  under  section  522,  544,  545,  547, 

12  548,  549,  or  724  (a)  of  this  title,  or  any  lien  void  under  sec- 

13  tiofl  506  (d)   of  this  title,  is  preserved  for  the  benefit  of  the 

14  estate. 

15  §  552.  Postpetition  effect  of  security  interest 

16  (a)   Except  as  provided  in  subsection   (b)   of  this  sec- 

17  tion,  property  acquired  by  the  estate  [or  by  the  debtor] 

18  after  the  commencement  of  the  case  is  not  subject  to  any 

19  lien  resulting  from  any  security  agreement  entered  into  by 

20  the  debtor  before  the  commencement  of  the  case. 

21  (b)  Except  as  provided  in  sections  544,  545,  547,  and 
22 '  548  of  this  title,  if  the  debtor  and  a  secured  party  enter  into 

23  a  security  agreement  before  the  commencement  of  the  case, 

24  if  the  security  interest  created  by  such  security  agreement 

25  extends  to  proceeds,  product,  offspring,  [rents,  or  profits] 


137 


135 

1  of  property  that  the  debtor  acquire  [d]s  before  the  com- 

2  mencement  of  the  case,  and  if  such  property  is  subject  to  a 

3  [security  interest}  lien  of  the  same  secured  party,  then  any 

4  such  proceeds,   product,   or  offspring,    [rents,   or  profits] 

5  acquired  by  the  estate  after  the  commencement  of  the  case 

6  are  subject  to  the  security  interest  created  by  such  security 

7  agreement,  except  to  the  extent  that  [the  estate  acquired 

8  such  proceeds,  product,  offspring,  rents,  or  profits  to  the 

9  prejudice   of   other   creditors   holding   unsecured    claims.], 

10  ichcrc  the  estate  acquired  the  proceeds,  product,  or  offspring 

11  at  the  expense  of  other  creditors  holding  unsecured  claims, 

12  the  expenditure  resulted  in  an  improvement  in  the  position 

13  of  the  secured  party. 
U  §553.  Setoff 

15  (a)  Except  as  provided  in  sections  362  and  363  of  this 

16  title,  this  title  does  not  affect  any  right  of  a  creditor  to  offset, 

17  after  the  commencement  of  the  case,  a  debt  owing  by  such 

18  creditor  to  the  debtor  that  arose  before  the  commencement  of 

19  the  case  under  this  title  against  the  claim  of  such  creditor 

20  against  the  debtor  that  arose  before  the  commencement  of  the 

21  case,  except  to  the  extent  that — 

22  (1)   the  claim  of  such  creditor  against  the  debtor 

23  is  disallowed  other  than  under  section  502  (b)  (3)    of 

24  this  title; 
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1  (2)  such  claim  was  transferred,  by  an  entity  other 

2  than  the  debtor,  to  such  creditor — 

3  (A)   after  the  commencement  of  the  case;  or 

4  (B)  (i)   after  90  days  before  the  date  of  the 

5  filing  of  the  petition ;  and 

6  (ii)  while  the  debtor  was  insolvent; 

7  (3)   the  debt  owed  to  the  debtor  by  such  creditor 

8  was  incurred  by  such  creditor — 

9  (A)  after  90  days  before  the  date  of  the  filing 

10  of  the  petition; 

11  (B)  while  the  debtor  was  insolvent;  and 

12  (C)    for  the  purpose  of  obtaining  a  right  of 

13  setoff  against  the  debtor;  or 

14  (4)  the  amount  that  may  be  offset  under  this  sec- 

15  tion  on  the  date  of  the  filing  of  the  petition  exceeds  the 

16  amount  that  may  have  been  offset  if  the  case  had  been 

17  commenced  on  the  later  of — 

18  (A)    90  days  before  the  date  of  the  filing  of 

19  the  petition ;  and 

20  (B)    the  first  date  on  which  both  such  debt 

21  and  such  claim  were  owing. 

22  (b)  For  the  the  purposes  of  this  section,  the  debtor  is 

23  presumed  to  have  been  insolvent  on  and  during  the  90  days 

24  immediately  preceding  the  date  of  the  filing  of  the  petition. 
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1  §  554.  Abandonment  of  property  of  the  estate 

2  (a)  Except  as  provided  in  section  1179,  the  court  may 

3  authorize  the  trustee  to  abandon  any  property  of  the  estate 

4  that  is  burdensome  to  the  estate  or  that  is  of  inconsequential 

5  value  to  the  estate. 

6  (b)    Unless  the  court  orders  otherwise,   the  court  is 

7  deemed  to  have  approved  the  abandonment  of  any  prop- 

8  erty  that  is  scheduled  under  section  521  (1)  of  this  title  and 

9  that  is  not  administered  before  a  case  is  closed  under  section 

10  350  of  this  title,  and  such  property  is  deemed  abandoned  to 

11  the  debtor. 

12  (c)  Unless  the  court  orders  otherwise,  property  of  the 

13  estate  that  is  not  abandoned  under  subsection  (a)  or  (b)  of 

14  this  section  and  that  is  not  administered  in  the  case  remains 

15  property  of  the  estate. 

16  CHAPTER  7— LIQUIDATION 

17  SUBCHAPTER  I— OFFICERS  AND 

18  ADMINISTRATION 

Sec. 

701.  Interim  trustee. 

702.  Election  of  trustee. 

703.  Successor  trustee. 

704.  Duties  of  trustee. 

705.  Creditors'  committee. 

706.  Conversion. 

707.  Dismissal. 
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1  SUBCHAPTER  II— COLLECTION,  LIQUIDATION, 

2  AND  DISTRIBUTION  OF  THE  ESTATE 

See. 

721-  Authorization  to  operate  business. 

722.  Redemption. 

723.  Eights  of  partnership  trustee  against  general  partners. 

724.  Treatment  of  certain  liens. 

725.  Disposition  of  certain  property. 

726.  Distribution  of  property  of  the  estate. 

727.  Discharge. 

728.  Special  tax  provisions. 

3  SUBCHAPTER  III— STOCKBROKER 

4  LIQUIDATION 

741.  Definitions  for  this  subchapter. 

742-  Effect  of  section  362  of  this  title  in  this  subchapter. 

743.  Xotice. 

744.  Executory  contracts. 

745.  Treatment  of  accounts. 

746.  Extent  of  customer  claim. 

747.  Subordination  of  certain  customer  claims. 

748.  Reduction  of  securities  to  money. 

749.  Voidable  transfers. 

750.  Distribution  of  securities. 

751.  Customer  name  securities. 

752.  Customer  property. 

5  SUBCHAPTER  IV— COMMODITY  BROKER 

6  LIQUIDATION 

761.  Definitions  for  this  subchapter. 

762.  Notice  to  and  intervention  by  the  Commission. 

763.  Treatment  of  accounts. 

764.  Voidable  transfers. 

765.  Disposition  of  customer  accounts. 

766.  Disposition  of  securities  and  other  property. 

767.  Customer  property. 

768.  Specifically  identifiable  securities,  property,  and  open  contractual 

commitments. 

7  SUBCHAPTER  I-OFFICERS  AND 

8  ADMINISTRATION 

9  §  701.  Interim  trustee 

JO  (a)    Promptly   after   the   order  for  relief   under   this 

11    chapter,  [the  United  States  trustee]  the  court  shall  appoint 
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1  one  disinterested  person  that  is  a  member  of  the  panel  of 

2  private   trustees   established   under   section    [586(a)(1)] 

3  604(e)  of  title  28  or  that  was  serving  as  trustee  in  the  case 

4  immediately  before  the  order  for  relief  under  this  chapter  to 

5  serve  as  interim  trustee  in  the  case. 

q  [  (b)  If  none  of  such  persons  is  willing  to  serve  as  in- 

7  terim  trustee  in  the  case,  then  the  United  States  trustee  shall 

§  serve  as  interim  trustee  in  the  case.] 

9  [  (0  ]  (b)  Tlie  appointment  of  an  interim  trustee  under 

10  this  section  expires  when  a  trustee  elected  or  designated 

11  under  section  702  of  this  title  to  serve  as  trustee  in  the  case 

12  qualifies  under  section  322  of  this  title. 

13  [  (d)  ]  (c)  An  interim  trustee  appointed  under  this  sec- 

14  tion  is  a  trustee  in  a  case  under  this  title. 

15  §702.  Election  of  trustee 

16  (a)    A  creditor  may  vote  for  a  candidate  for  trustee 

17  only  if  such  creditor — 

18  (1)    holds  an  allowable,   undisputed,   fixed,   liqui- 

19  dated,  unsecured  claim  of  a  kind  entitled  to  distribution 

20  under  section  726(a)  (2),  726(a)  (3),  or  726(a)  (4) 

21  of  this  title ; 

22  (2)    does  not  have  an  interest  materially  adverse 

23  to  the  interest  of  creditors  entitled  to  such  distribution; 

24  (3)  does  not  have  an  interest  in  the  debtor's  equity 
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1  which  is  substantial  in  relation  to  such  creditor's  interest 

2  as  a  creditor  of  the  debtor;  and 

3  [  (3)  ]  (4)  is  not  an  insider. 

4  (b)   At  the  meeting  of  creditors  under  section  341  of 

5  this  title,  creditors  may  elect  one  person  to  serve  as  trustee 

6  in  the  case  if  election  of  a  trustee  is  requested  by  creditors 

7  that  may  vote  under  subsection  (a)  of  this  section,  and  that 

8  hold  at  least  20  percent  in  amount  of  the  claims  specified  in 

9  subsection   (a)  (1)   of  this  section  that  are  held  by  creditors 

10  that  may  vote  under  subsection    (a)    of  this  section. 

11  (c)    A  candidate  for  trustee  is  elected  trustee  if — 

12  ( 1 )  creditors  holding  at  least  20  percent  in  amount 

13  of  the  claims  specified  in  subsection  (a)  (1)  of  this  sec- 

14  tion  that  are  held  by  creditors  that  may  vote  under  sub- 

15  section    (a)    of  this  section  vote;  and 

16  (2)    such  candidate  receives  the  votes  of  creditors 

17  holding  a  majority  in  amount  of  claims  specified  in  sub- 

18  section  (a)  (1)  of  this  section  that  are  held  by  creditors 

19  that  vote  for  trustee. 

20  (d)   If  a  trustee  is  not  elected  under  subsection  (c)  of 

21  this  section,  then  the  interim  trustee  shall  serve  as  trustee 

22  in  the  case. 

23  §  703.  Successor  trustee 

24  (a)   If  a  trustee  dies  or  resigns  during  a  case,  fails  to 

25  qualify  under  section  322  of  this  title,  or  is  removed  under 
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1  section  324  of  this  title,  creditors  may  elect,  in  the  manner 

2  specified  in  section  702  of  this  title,  a  person  to  fill  the 

3  vacancy  in  the  office  of  trustee. 

4  (b)  Pending  election  of  a  trustee  under  subsection  (a) 

5  of  this  section,  if  necessary  to  preserve  or  prevent  loss  to  the 

6  estate,  [the  United  States  trustee]  the  court  may  appoint  an 

7  interim  trustee  in  the  manner  specified  in  section  701  (a)  of 

8  this  title.  Sections  701  (c)  and  701  (d)  of  this  title  apply  to 

9  such  interim  trustee. 

10  (c)  If  creditors  do  not  elect  a  successor  trustee  under 

11  subsection  (a)   of  this  section,  or  if  a  trustee  is  needed  in  a 

12  case  reopened  under  section  350  of  this  title,   then   [the 

13  United  States  trustee  shall  serve,  or]  the  court  shall  appoint 

14  one  disinterested  person  that  is  a  member  of  the  panel  of 

15  private   trustees   established   under   section    [586(a)  (1)] 

16  604(e)  of  title  28  to  serve,  as  trustee  in  the  case. 

17  §  704.  Duties  of  trustee 

18  The  trustee  shall — 

19  (1)   collect  and  reduce  to  money  the  property  of 

20  the  estate  for  which  such  trustee  serves,  and  close  up 

21  such  estate  as  expeditiously  as  is  compatible  with  the 

22  best  interests  of  parties  in  interest ; 

23  (2 )  be  accountable  for  all  property  received; 

24  (3)  investigate  the  financial  affairs  of  the  debtor; 

25  (4)  if  a  purpose  would  be  served,  examine  proofs 
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I  of  claims  and  object  to  the  allowance  of  any  claim  that 

o  is  improper  ; 

.^  (5)     if   advisable,    oppose    the    discharge    of    the 

4  debtor; 

5  (6)  unless  the  court  orders  otherwise,  furnish  such 
g  information  concerning  the  estate  and  the  estate's  admin- 
7  istration  as  is  requested  by  a  party  in  interest ; 

g  (7)  if  the  business  of  the  debtor  is  authorized  to  be 

9  operated,  file  with  the  court  and  with  any  governmental 

10  unit  charged  with  responsibility  for  collection  or  dcter- 

H  mination  of  any  tax  arising  out  of  such  operation,  peri- 

12  '   odic  reports  and  summaries  of  the  operation  of  such  busi- 

13  ness,  including  a  statement  of  receipts  and  disbursements, 
34  and  such  other  information  as  the  court  requires; 

15  (8)   give  constructive  notice  of  the  commencement 

16  of  the  case  in  the  manner  specified  under  section  342(b) 

17  of  this  title;  and 

18  [  (8)  ]  (9)  make  a  final  report  and  file  a  final  ac- 

19  count  of  the  administration  of  the  estate  with  the  court 

20  and  with  the  United  States  trustee. 

21  §705.  Creditors'  committee 

22  (a)   At  the  meeting  under  section  341  (a)   of  this  title, 

23  creditors  that  may  vote  for  a  trustee  under  section  702(a) 

24  of  this  title  may  elect  a  committee  of  not  fewer  than  three 
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1  creditors  each  of  whom  holds  an  allowable  unsecured  claim 

2  of  the  kind  specified  in  section   726(a)  (2)    of  this   title. 

3  (b)   A  committee  elected  under  subsection    (a)    of  this 

4  section  may  consult  with  the  trustee  in  connection  with  the 

5  administration  of  the  estate,  make  recommendations  to  the 

6  trustee  respecting  the  performance  of  the  trustee's  duties, 

7  and  submit  to  the  court  any  question  affecting  the  adminis- 

8  tration  of  the  estate. 

9  §  706.  Conversion 

10  (a)   The  debtor  may  convert  a  case  under  this  chapter 

11  to  a  case  under  chapter  11  or  13  of  this  title  at  any  time,  if 

12  the  case  has  not  been  converted  under  section  1112  or  1307 

13  of  this  title.  Any  waiver  of  the  right  to  convert  a  case  under 

14  the  subsection  is  unenforceable. 

15  (b)  On  request  of  a  party  in  interest  and  after  notice  and 

16  a  hearing,  the  court  may  convert  a  case  under  this  chapter 

17  to  a  case  under  chapter  11  of  this  title  at  any  time. 

18  (c)    The   court   may  not  convert   a   case   under   this 

19  chapter  to  a  case  under  chapter  13  of  this  title  unless  the 

20  debtor  requests  such  conversion. 

21  (d)    Notwithstanding  any  other  provision  of  this  sec- 

22  tion,  a  case  may  not  be  converted  to  a  case  under  another 

23  chapter  of  this  title  unless  the  debtor  may  be  a  debtor  under 

24  such  chapter. 


146 

144 

1  §  707.  Dismissal 

2  The  court  may  dismiss  a  case  under  this  chapter  only 

3  for  cause,  including — 

4  (1)   unreasonable  delay  by  the  debtor  that  is  prej- 

5  udicial  to  creditors;  and 

q  (2)   nonpayment  of  any  fees  and  charges  required 

7  under  chapter  123  of  title  28. 

8  SUBCHAPTER  II-COLLECTIOX,  LIQUIDATION, 

9  AND  DISTRIBUTION  OF  THE  ESTATE 
10  §  721.  Authorization  to  operate  business 

H  The  court  may   authorize  the  trustee   to   operate   the 

12  business  of  the  debtor  for  a  limited  period,  if  such  operation 

13  is  in  the  best  interest  of  the  estate  and  consistent  with  the 

14  orderly  liquidation  of  the  estate. 

15  §  722.  Redemption 

16  An  individual  debtor  may,  whether  or  not  the  debtor 

17  has  waived  the  right  to  redeem  under  this  section,  redeem 

18  tangible  personal  property  intended  primarily  for  personal, 

19  family,  or  household  use,  from  a  hen  securing  a  dischargeable 

20  consumer  debt,  except  purchase  money  agreements,  if  such 

21  property  is  exempted  under  section  522  of  this  title  or  has 

22  been  abandoned  under  section  554  of  this  title  by  the  trustee, 

23  by  paying  the  holder  of  such  lien    [the   amount   of   the 

24  allowed  secured  claim  of  such  holder  that  is  secured  by  such 

25  lien]  the  fair  market  value  of  the  household  goods  or,  if  less, 
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-,  the  amount  of  his  claim.   The  burden  of  proving  the  fair 

o  market  value  shall  be  on  the  debtor.  The  debtor  shall  have  no 

3  right  of  assignment  of  his  redemption  rights. 

4  §723.  Rights    of    partnership    trustee    against    general 
c  partners 

g  (a)  If  there  is  a  deficiency  of  property  of  the  estate  to 

rj  pay  in  full  all  claims  allowed  in  a  case  under  this  title  con- 

g  cerning  a  partnership,  then  each  general  partner  in  such 

9  partnership  is  liable  to  the  trustee  for  the  full  amount  of  such 

10  deficiency. 

H  (b)  To  the  extent  practicable,  the  trustee  shall  first  seek 

12  recovery  of  such  deficiency  from   any  general  partner  in 

13  such  partnership  that  is  not  a  debtor  in  a  case  under  this 

14  title.  Pending  determination  of  such  deficiency,   the  court 

15  may  order  any  such  partner  to  provide  the  estate  with  indem- 

16  nity  for,  or  assurance  of  payment  of,  any  deficiency  recover- 

17  able  from  such  partner,  or  not  to  dispose  of  property. 

18  (c)(1)  Notwithstanding  section  728(c)    of  this  title, 

19  the  trustee  has  a  claim  against  the  estate  of  each  general 

20  partner  in  such  partnership  that  is  a  debtor  in  a  case  under 
2i  this  title  for  the  full  amount  of  fall  claims  allowed  in  the 

22  case  concerning]  allowed  claims  against  such  partnership. 

23  Notwithstanding  section  502  of  this  title,  there  shall  not  he 

24  allowed  in  such  case  a  claim  against  such  partner  on  which 

25  both  such  partner  and  such  partnership  are  liable.  The  claim 
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1  of  the  trustee  under  this  subsection  is  entitled  to  distribution 

2  in  such  case  under  section  726(a)   of  this  title  the  same  as 

3  any  other  claim  of  the  kind  specified  in  such  section. 

4  (d)  If  the  aggregate  that  the  trustee  recovers  from  the 

5  estates  of  general  partners  under  subsection  (c)  of  this  section 

6  is  greater  than  any  deficiency  not  recovered  under  subsection 

7  (b)    of  this  section,  the  court,  after  notice  and  a  hearing, 

8  shall  determine  an  equitable  distribution  of  the  surplus  so 

9  recovered,  and  the  trustee  shall  distribute  such  surplus  to 

10  the  estates  of  the  general  partners  in  such  partnership  accord- 

11  ing  to  such  determination. 

12  §  724.  Treatment  of  certain  liens 

13  (a)   The  trustee  may  avoid  a  lien  that  secures  a  claim 

14  of  the  kind  specified  in  section  726(a)  (4)    of  this  title. 

15  (b)    Personal  property   in  which   the   estate   has   an 

16  interest  [and],  that  has  not  been  seized  by  a  governmental 

17  unit  pursuant  to  its  revenue  laws,  that  is  subject  to  a  lien 

18  that  is  not  avoidable  under  this  title  and  that  secures  an 

19  allowed  claim  for  taxes,  or  proceeds  of  such  property,  shall 

20  be  distributed — 

21  ( 1 )  first,  to  any  holder  of  an  allowed  claim  secured 
by  a  lien  on  such  property  that  is  not  avoidable  under 

23  this  title  and  that  is  senior  to  such  tax  lien ; 

24  (2)    second,   to  claims   specified  in  sections   507 
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1  (1),  507(2),  507(3),  and  507  (4)  [,  and  507(5)] 

2  of  this  title,  to  the  extent  of  the  amount  of  such  allowed 

3  tax  claim  that  is  secured  by  such  tax  lien ; 

4  (3)    third,  to  the  holder  of  such  tax  lien,  to  any 

5  extent  that  such  holder's  allowed  claim  that  is  secured 

6  by  such  tax  lien  exceeds  any  amount  distributed  under 

7  paragraph  (2)  of  this  subsection ; 

8  (4)   fourth,  to  any  holder  of  an  allowed  claim  se- 

9  cured  by  a  Hen  on  such  property  that  is  not  avoidable 

10  under  this  title  and  that  is  junior  to  such  tax  lien; 

11  (5)  fifth,  to  the  holder  of  such  tax  Men,  to  the  ex- 

12  tent  that  such  holder's  allowed  claim  secured  by  such 

13  tax  lien  is  not  paid  under  paragraph   (3)    of  this  sub- 

14  section ;  and 

15  (6)  sixth,  to  the  estate. 

16  (c)  If  more  than  one  creditor  is  entitled  to  distribution 

17  under  a  particular  paragraph  of  subsection   (b)   of  this  sec- 

18  tion,   distribution  to  such  creditors  under  such  paragraph 

19  shall  be  in  the  same  order  as  distribution  to  such  creditors 

20  would  have  been  other  than  under  this  section. 

21  (d)    A  statutory  lien  whose  priority  is  determined  in 

22  the  same  manner  as  under  section  6323  of  the  Internal  Rev- 

23  enue  Code  of  1954  (26  U.S.C.  6323)  shall  be  treated  under 

24  subsection  (b)  of  this  section  the  same  as  a  tax  hen. 
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1  §  725.  Disposition  of  certain  property 

2  After  the  commencement  of  a  case  under  this  chapter, 

3  but  before  final  distribution  under  section  726  of  this  title, 

4  the  court,  after  notice  and  a  hearing'  shall  determine  the 

5  appropriate  disposition  of  any  property  in  which  an  entity 

6  other  than  the  estate  has  an  interest,  such  as  a  lien,  and  that 

7  has  not  been  disposed  of  under  another  section  of  this  title. 

8  The  trustee  shall  dispose  of  such  property  in  accordance  with 

9  such  determination. 

10  §  726.  Distribution  of  property  of  the  estate 

11  (a)  Except  as  provided  in  section  510  of  this  title,  prop- 

12  erty  of  the  estate  shall  be  distributed — 

13  (1)  first,  in  payment  of  claims  of  the  kind  specified 

14  in,  and  in  the  order  specified  in,  section  507  of  this 

15  title ; 

16  (2)   second,  in  payment  of  any  allowed  unsecured 

17  claim,  other  than  a  claim  of  a  kind  specified  in  para- 

18  graph    (1),    (3),  or    (4)    of  this  subsection,  proof  of 

19  which  is— 

20  (A)   timely  filed  under  section  501  (a)   of  this 
2i                  title : 

22  (B)   filed  under  section  501  (b)   or  501  (c)   of 

23  this  title;  or 

24  (C)  tardily  filed  under  section  501  (a)   of  this 

25  title.  if— 
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1  (i)   the  creditor  that  holds  such  claim  did 

2  not  have  notice  or  actual  knowledge  of  the  case 

3  in  time  for  timely  filing  of  a  proof  of  such  claim 

4  under  section  501  (a)  of  this  title;  and 

5  (ii)  proof  of  such  claim  is  filed  in  time  to 

6  permit  payment  of  such  claim ; 

7  (3)    third,  in  payment  of  any  allowed  unsecured 

8  claim  proof  of  which  is  tardily  filed  under  section  501 

9  (a)  of  this  title,  other  than  a  claim  of  the  kind  specified 

10  in  paragraph  (2)  (C)  of  this  subsection ; 

11  (4)    fourth,    in    payment    of   any   allowed   claim, 

12  whether  secured  or  unsecured,  for  any  fine,  penalty,  or 

13  forfeiture,  or  for  multiple,  exemplary,  or  punitive  dam- 

14  ages,  to  the  extent  that  such  fine,  penalty,  forfeiture,  or 

15  damages  are  not  compensation  for  actual  pecuniary  loss 

16  suffered  by  the  holder  of  such  claim ; 

17  (5)   fifth,  in  payment  of  interest  at  the  legal  rate 

18  from  the  date  of  the  filing  of  the  petition,  on  any  claim 

19  paid  under  paragraph    (1),    (2),    (3),  or   (4)    of  tljis 

20  subsection;  and 

21  (6)  sixth,  to  the  debtor. 

22  (b)    Payment  on  claims  of  the  kind  specified  in  para- 

23  graph  (1),   (2),   (3),   (4),   (5),  or  (6)   of  section  507  of 

24  this  title,  or  in  paragraph  (2) ,  (3) ,  (4) ,  or  (5)  of  subsec- 

25  tion  (a)  of  this  section,  shall  be  made  pro  rata  among  clairns 
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1  of  the  kind  specified  in  a  particular  paragraph,  except  that  in 

2  a  case  that  has  been  converted  to  this  chapter  under  section 

3  1112  or  1307  of  this  title,  administrative  expenses  incurred 

4  under  this  chapter  after  such  conversion  have  priority  over 

5  administrative  expenses  incurred  under  any  other  chapter  of 

6  this  title  or  under  this  chapter  before  such  conversion  and 

7  over  any  expenses  of  a  custodian  superseded  under  section 

8  543  of  this  title. 

9  (c)   Notwithstanding  subsections    (a)    and    (b)    of  this 

10  section,  if  there  is  property  of  the  kind  specified  in  section 

11  541(a)  (2)    of  this  title,  or  proceeds  of  such  property,  in 

12  the  estate,  such  property  or  proceeds  shall  be  segregated 

13  from  other  property  of  the  estate  and  such  property  or 

14  proceeds  and  other  property  of  the  estate  shall  be  distributed 

15  as  follows : 

16  (1)    Administrative  expenses  shall  be  paid  either 

17  from  property  of  the  kind  specified  in  section  541  (a) 

18  (2)   of  this  title,  or  from  other  property  of  the  estate, 

19  as  the  interest  of  justice  requires. 

20  (2)   Claims  other  than  for  administrative  expenses 

21  shall  be  paid  in  the  order  specified  in  subsection    (a) 

22  of  this  section,  and,  with  respect  to  claims  of  a  kind 

23  specified  in  a  particular  paragraph  of  section  507  of 

24  this  title  or  subsection  (a)  of  this  section,  in  the  follow- 

25  ing  order  and  manner : 
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1  (A)  First,  community  claims  against  the  debtor 

2  or  the  debtor's  spouse  shall  be  paid  from  property  of 

3  the  kind  specified  in  section  541  (a)  (2)  of  this  title, 

4  except  to  the  extent  that  such  property  is  solely 

5  liable  for  debts  of  the  debtor. 

6  (B)    Second,   to   the   extent   that   community 

7  claims  against  the  debtor  are  not  paid  under  sub- 

8  paragraph   (A)   of  this  paragraph,  such  community 

9  claims  shall  be  paid  from  property  of  the  kind  spec- 

10  ified  in  section   541  (a)  (2)    of   this   title   that   is 

11  solely  liable  for  debts  of  the  debtor. 

12  (C)  Third,  to  the  extent  that  all  claims  against 

13  the  debtor,  including  community  claims  against  the 

14  debtor,    are   not   paid   under   subparagraph     (A) 

15  or  (B)  of  this  paragraph,  such  claims  shall  be  paid 

16  from  property  of  the  estate  other  than  property  of 

17  the  kind  specified  in  section  541  (a)  (2)  of  this  title. 

18  (D)    Fourth,   to   the   extent  that  community 

19  claims  against  the  debtor  or  the  debtor's  spouse 

20  are  not  paid  under  subparagraph    (A),    (B),   or 

21  (C)    of  this  paragraph,  such  claims  shall  be  paid 

22  from  all  remaining  property  of  the  estate, 

23  §727.  Discharge 

24  (a)    The   court  shall   grant  the   debtor   a   discharge, 

25  unless — 
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1  ( 1 )  the  debtor  is  not  an  individual ; 

2  (2)  the  debtor,  with  intent  to  hinder,  delay,  or  de- 

3  fraud  a  creditor  or  an  officer  of  the  estate  charged  with 

4  custody  of  property   under  this   title,   has   transferred, 

5  removed,   destroyed,   mutilated,   or   concealed,    or  has 

6  permitted  to  be  transferred,  removed,  destroyed,  muti- 

7  lated,  or  concealed — 

8  (A)    property  of  the  debtor,  within  one  year 

9  before  the  date  of  the  filing  of  the  petition ;  or 

10  (B)  property  of  the  estate,  after  the  date  of  the 

11  filing  of  the  petition ; 

12  (3)  the  debtor  has  concealed,  destroyed,  mutilated, 

13  falsified,  or  failed  to  keep  or  preserve  any  recorded 
34.,  .information,  including  books,  documents,  records,  and 

15  papers,  from  which  the  debtor's  financial  condition  or 

16  business  transactions  might  be  ascertained,  unless  such 

17  act  or  failure  to  act  was  justified  under  all  of  the  circum- 

18  stances  of  the  case ; 

19  (4)  the  debtor  knowingly  and  fraudulently,  in  or  in 

20  connection  with  the  case — 

2i  (A)  made  a  false  oath  or  account; 

22  ( B )  presented  or  used  a  false  claim  ; 

23  (C)  gave,   offered,  received,   or  attempted   to 

24  obtain  money,  property,  or  advantage,  or  a  promise 
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j  of  money,  property,  or  advantage,  for  acting  or  for- 

2  bearing  to  act ;  or 

3  (D)  withheld  from  an  officer  of  the  estate  en- 

4  titled  to  possession  under  this  title,  any  recorded 

5  information,   including  books,    documents,   records, 

6  and  papers,  relating  to   the  debtor's  property   or 

7  financial  affairs; 

8  (5)   the  debtor  has  failed  to  explain  satisfactorily, 

9  before  determination  of  denial  of  discharge  under  this 

10  paragraph,  any  loss  of  assets  or  deficiency  of  assets  to 

11  meet  the  debtor's  liabilities; 

12  (6)   the  debtor  has  refused,  in  the  case — 

13  (A)    to  obey  any  lawful  order  of  the  court, 

14  other  than  an  order  to  respond  to  a  material  ques- 

15  tion  or  to  testify; 

16  (B)    on  the  ground  of  privilege  against  self- 

17  incrimination,   to   respond   to   a  material   question 

18  approved  by  the  court  or  to  testify,  after  the  debtor 
IS  has  been  granted  immunity   with   respect   to   the 

20  matter  concerning   which  such   privilege   was   in- 

21  voked;  or 

22  (C)    on  a  ground  other  than  the  properly  in-' 

23  voked   privilege   against   self-incrimination,    to   re- 
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1  spond  to  a  material  question  approved  by  the  court 

2  or  to  testify; 

3  (7)   the  debtor  has  committed  any  act  specified  in 

4  paragraph    (2),    (3),    (4),    (5),  or    (6)    of  this  sub- 

5  section,  on  or  within  one  year  before  the  date  of  the 

6  filing  of  the  petition,  or  during  the  case,  in  connection 

7  with  another  case  concerning  an  insider; 

8  (8)  the  debtor  has  been  granted  a  discharge  under 

9  this  section,  under  section  1141  of  this  title,  or  under 

10  section  14,371,  or  476  of  the  Bankruptcy  Act,  in  a  case 

11  commenced  within   six  years  before   the   date   of  the 

12  filing  of  the  petition ;  or 

13  (9)   the  court  approves  a  waiver  by  the  debtor  of 

14  discharge. 

15  (b)  Except  as  provided  in  section  523  (a)  of  this  title, 

16  a  discharge  under  subsection   (a)   of  this  section  discharges 

17  the  debtor  from  all  debts  that  arose  before  the  date  of  the 

18  order  for  relief,   whether  or  not  a  proof  of  claim   based 

19  on  any  such  debt  is  filed  under  section  501  of  this  title, 

20  and  whether  or  not  a  claim  based  on  any  such  debt  is 
2i  allowed  under  section  502  of  this  title. 

22  (c)  (1)   The  trustee^,]  or  a  creditor^,  or  the  United 

23  States  trustee]  may  object  to  discharge  under  subsection 

24  (a)    of  this  section. 

25  (2)    On  request  of  a  party  in  interest,  the  court  may 
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1  order  the  [United  States]  trustee  to  examine  the  acts  and 

2  conduct  of  the  debtor  to  determine  whether  a  ground  exists 

3  for  denial  of  discharge. 

4  (d)  On  request  of  the  trustee^,]  or  a  creditor,  [or  the 

5  United  States  trustee,]  and  after  notice  and  a  hearing,  the 

6  court  shall  revoke  a  discharge  granted  under  subsection  (a) 

7  of  this  section  if — 

8  ( 1 )  such  discharge  was  obtained  through  the  fraud 

9  of  the  debtor,  and  the  requesting  party  did  not  know  of 

10  such  fraud  until  after  the  granting  of  such  discharge; 

11  (2)   the  debtor  acquired  property  that  is  property 

12  of  the  estate,  or  became  entitled  to  acquire  property 

13  that  would  be  property  of  the  estate,  and  knowingly 

14  and  fraudulently  failed  to  report  the  acquisition  of,  or 

15  entitlement  to,  such  property,  or  to  deliver  or  surrender 

16  such  property  to  the  trustee;  or 

17  (3)   the  debtor  committed  an  act  specified  in  sub- 

18  section   (a)  (6)   of  this  section. 

19  (e)    The   trustee[,]    or  a   creditor[,    or   the   United 

20  States  trustee]  may  request  a  revocation  of  a  discharge — 

21  (1)  under  subsection  (d)  (1)  of  this  section,  within 

22  one  year  after  such  discharge  was  granted;  or 

23  (2)   under  subsection    (d)  (2)    or   (d)  (3)    of  this 

24  section,  before  the  later  of— 
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1  (A)    one  year  after  the  granting  of  such  dis- 

2  charge;  and 

3  (B)   the  date  the  case  is  closed. 

4  §728.  Special  tax  provisions 

5  (a)  For  the  purposes  of  any  State  or  local  law  imposing 

6  a  tax  on  or  measured  by  income,  the  taxable  period  of  debtor 

7  that  is  an  individual  shall  terminate  on  the  date  of  the  order 

8  for  relief  under  this  chapter,  unless  the  case  was  converted 

9  under  section  1112  of  this  title. 

10  (b)  Notwithstanding  any  State  or  local  law  imposing  a 

11  tax  on  or  measured  by  income,  the  trustee  shall  make  tax 

12  returns  of  income  for  the  estate  of  an  individual  debtor  in  a 

13  case  under  this  chapter  or  for  a  debtor  that  is  a  corporation 

14  in  a  case  under  this  chapter  only  if  such  estate  or  corporation 

15  has  net  taxable  income  for  the  entire  period  after  the  order 

16  for  relief  under  this  chapter  during  which  the  case  is  pending. 

17  If  such  entity  has  such  income,  or  if  the  debtor  is  a  partner- 

18  ship,  then  the  trustee  shall  make  and  file  a  return  of  income 

19  for  each  taxable  period  during  which  the  case  was  pending 

20  after  the  order  for  relief  under  this  chapter. 

2i  (c)  If  there  are  pending  a  case  under  this  chapter  con- 

22  cerning  a  partnership  and  a  case  under  this  chapter  concern- 

23  ing  a  partner  in  such  partnership,  a  governmental  unit's  claim 

24  for  any  unpaid  liability  of  such  partner  for  a  State  or  local  tax 

25  on  or  measured  by  income,  to  the  extent  that  such  liability 
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1  arose  from  the  inclusion  in  such  partner's  taxable  income,  of 

2  earnings  of  such  partnership  that  were  not  withdrawn  by 

3  such  partner,  is  a  claim  only  against  such  partnership. 

4  (d)   Notwithstanding  section  541  of  this  title,  if  there 

5  are  pending  a  case  under  this  chapter  concerning  a  partner- 

6  ship  and  a  case  under  this  chapter  concerning  a  partner  in 

7  such  partnership,  then  any  State  or  local  tax  refund  or  reduc- 

8  tion  of  tax  of  such  partner  that  would  have  otherwise  been 

9  property  of  the  estate  of  such  partner  under  section  541  of 

10  this  title— 

11  (1)    is  property  of  the  estate  of  such  partnership 

12  to  the  extent  that  such  tax  refund  or  reduction  of  tax 

13  is  fairly  apportionable  to  losses  sustained  by  such  part- 

14  nership  and  not  reimbursed  by  such  partner;  and 

15  (2)    is   property   of   the   estate    of   such   partner 

16  otherwise. 

17  SUBCHAPTER  III— STOCKBROKER  LIQUIDATION 

18  §  741.  Definitions  for  this  subchapter 

19  In  this  subchapter-- 

20  ( 1 )  "Commission"  means  Securities  and  Exchange 

21  Commission; 

22  (2)  "customer"  includes — 

23  (A)    entity  with  whom  the  debtor  deals  aS 

24  principal  or  agent  and  that  holds  a  claim  against  the 

25  debtor  on  account  of  a  security  received,  acquired, 
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1  or  held  by  the  debtor  in  the  ordinary  course  of 

2  business  as  a  stockbroker  from  or  for  the  securi- 

3  ties  account  or  accounts  of  such  entity — 

4  (i)  for  safekeeping ; 

5  (ii)  with  a  view  to  sale; 

6  (iii)  to  cover  a  consummated  sale ; 

7  (iv)  pursuant  to  a  purchase; 

8  (v)    as  collateral  under  a  security  agree- 

9  ment ;  or 

10  (vi)   for  the  purpose  of  effecting  registra- 

11  tion  of  transfer ;  and 

12  (B)    entity    that  holds   a  claim   against   the 

13  debtor  arising  out  of — 

14  (i)   a  sale  or  conversion  of  a  security  re- 

15  ceived,  acquired,  or  held  as  specified  in  sub- 

16  paragraph  (A)  of  this  paragraph ;  or 

17  (ii)  a  deposit  of  cash,  a  security,  or  other 

18  property  with  the  debtor  for  the  purpose  of 

19  purchasing  or  selling  a  security; 

20  (3)    "customer  name  security"   means  security — 

21  (A)  held  for  the  account  of  a  customer  on  the 

22  date  of  the  filing  of  the  petition  by  or  on  behalf  of 

23  the  debtor; 

24  (B)  registered  in  such  customer's  name  on  such 
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1  date  or  in  the  process  of  being  so  registered  under 

2  instructions  from  the  debtor ;  and 

13  (C)  not  in  a  form  transferable  by  delivery  on 

4  such  date  ; 

5  (4)   "customer  property"  means  cash,  security,  or 

6  other  property,  and  proceeds  of  such  cash,  security,  or 

7  property,  at  any  time  received,  acquired,  or  held  by  or 

8  for  the  account  of  the  debtor,  from  or  for  the  securities 

9  account  of  a  customer — 

10  (A)  including — 

11  (i)  property  that  was  unlawfully  converted 

12  and  that  is  property  of  the  estate; 

13  (ii)    a  security  held  as  property   of  the 

14  debtor  to  the  extent  such  security  is  necessary 

15  to  meet  a  net  equity  claim  based  on  a  security 

16  of  the  same  class  and  series  of  an  issuer ; 

17  (iii)  resources  provided  through  the  use  or 

18  realization  of  a  customer's  debit  cash  balance  or 

19  a   debit  item  includable   in   the   Formula  for 

20  determination    of    Keserve    Requirement    for 

21  Brokers  and  Dealers  as  promulgated  by  the 

22  Commission  under  the  1934  Act;  and 

23  (iv)  other  property  of  the  debtor  that  any 

24  applicable  law,  rule,  or  regulation  requires  to 
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I  be  set  aside  or  held  for  the  benefit  of  a  customer, 
unless    including   such    property   as    customer 

3  property  would  not  significantly  increase  cus- 

4  tomer  property ;  but 

5  (B)  not  including — 

6  (i)  a  customer  name  security  delivered  to 

7  or  reclaimed  by  a  customer  under  section  751 

8  of  this  title ;  or 

9  (ii)  property  to  the  extent  that  a  customer 

10  does  not  have  a  claim  against  the  debtor  based 

11  on  such  property ; 

12  (5)    "net  equity"  means,  with  respect  to  the  ag- 

13  gregate  of  all  of  a  customer's  accounts  that  such  cus- 

14  tomer  holds  in  the  same  capacity — 

15  (A)  (i)    aggregate  dollar  balance  that  would 

16  remain  in  such  accounts  after  the  liquidation,  by 

17  sale  or  purchase,  at  the  time  of  the  filing  of  the 

18  petition,    of    all    securities    positions    in    all    such 

19  accounts,  except  customer  name  securities  of  such 

20  customer;  minus 

21  (ii)   any  claim  of  the  debtor  against  such  cus- 

22  tomer   that  would  have   been   owing  immediately 

23  after  such  liquidation;  plus 

24  (B)    any  payment  by  such  customer  to  the 

25  trustee,  within  60  days  after  notice  under  section  342 
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1  (a)  of  this  title,  of  any  business  related  claim  of  the 

2  debtor  against  such  customer; 

3  (6)    "1934  Act"  means  Securities  Exchange  Act 

4  of  1934  (15  U.S.C.  77a  et  seq.)  ;  and 

5  (7)   "SIPC"  means  Securities  Investor  Protection 

6  Corporation. 

7  §  742.  Effect  of  section  362  of  this  title  in  this  subchapter 

8  Notwithstanding  section  362  of  this  title,  SIPC  may 

9  file  an  application  for  a  protective  decree  imder  the  Securi- 

10  ties  Investor  Protection  Act  of  1970   (15  U.S.C.  78aaa  et 

11  seq.) .  After  the  riling  of  such  an  application,  the  bankruptcy 

12  court  shall  stay  all  proceedings  in  the  case  under  this  chapter, 

13  unless  and  until  such  application  is  dismissed.  If  SIPC  com- 

14  pletes  the  liquidation  of  the  debtor,  then  the  court  shall  dis- 

15  miss  the  case. 

16  §  743.  Notice 

17  The  clerk  shall  give   the  notice   required  by   section 

18  342  (a)  of  this  title  to  SIPC  and  to  the  Commission. 

19  §  744.  Executory  contracts 

20  Notwithstanding  section  365(d)  (1)    of  this  title,  the 

21  trustee  shall  assume  or  reject,  under  section  865  of  this 

22  title,   any  executory  contract  of  the  debtor  for   the  pur- 

23  chase  or  sale  of  a  security  in  the  ordinary  course  of  the 

24  debtor's  business,  within  a  reasonable  time  after  the  date  of 


164 


162 

1  the  order  for  relief,  not  to  exceed  30  days,  fixed  by  the 

2  court.  If  the  trustee  does  not  assume  such  a  contract  within 

3  such  time,  such  contract  shall  be  deemed  rejected. 

4  §  745.  Treatment  of  accounts 

5  (a)  Accounts  held  by  a  particular  customer  in  separate 

6  capacities    shall    be    deemed    to    be   accounts   of    separate 

7  customers. 

8  (b)    If  a  stockbroker  or  a  bank  holds  a  customer  net 

9  equity  claim  against  the  debtor  that  arose  out  of  a  transaction 

10  for  a  customer  of  such  stockbroker  or  bank,  each  such  cus- 

11  tomer  of  such  stockbroker  or  bank  shall  be  deemed  a  separate 

12  customer  of  the  debtor. 

13  (c)  A  trustee's  account  specified  as  such  on  the  debtor's 

14  books,  and  supported  by  a  trust  deed  filed  with,  and  qualified 

15  as  such  by,  the  Internal  Ee venue  Service,  and  under  the 

16  Internal  Eevenue  Code  of  1954  (26  U.S.C.  1  et  seq.) ,  shall 

17  be  treated  as  a  separate  customer  account  for  each  benefici- 

18  ary  under  such  trustee  account. 

19  §  746.  Extent  of  customer  claim 

20  (a)    If,  after  the  date  of  the  filing  of  the  petition,  an 

21  entity  effects,  with  respect  to  cash  or  a  security,  a  trans- 

22  action  with  the  debtor,  in  a  manner  that  would  have  made 

23  such  entity  a  customer  with  respect  to  such  cash  or  security 

24  had  such  transaction  occurred  before  such  date,  and  such 

25  transaction  was  effected  by  such  entity  in  good  faith  and 
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1  before  the  qualification  under  section  322  of  this  title  of  a 

2  trustee,  such  entity  shall  be  deemed  a  customer,  and  the 

3  date  of  such  transaction  shall  be  deemed  to  be  the  date  of  the 

4  filing  of  the  petition  for  the  purpose  of  determining  such  en- 

5  tity's  net  equity  with  respect  to  such  cash  or  security. 

6  (b)  An  entity  does  not  have  a  claim  as  a  customer  to 

7  the  extent  that  such  entity  has  a  claim  for  cash  or  a  security 

8  that,  by  contract,  agreement,  understanding,  or  operation  of 

9  law,  is — 

10  ( 1 )  part  of  the  capital  of  the  debtor ;  or 

11  (2)    is  subordinated  to  the  claims  of  any  or  all 

12  creditors. 

13  §  747.  Subordination  of  certain  customer  claims 

14  Except  as  provided  in  section  510  of  this  title,  unless 

15  all  other  customer  net  equity  claims  have  been  paid  in  full, 

16  the  trustee  may  not  pay  in  full  or  pay  in  part,  directly  or 

17  indirectly,  any  net  equity  claim  of  a  customer  that  was,  on 

18  the  date  such  claim  arose — 

19  ( 1 )  an  insider ; 

20  (2)  a  beneficial  owner  of  at  least  five  percent  of  any 

21  class  of  equity  securities  of  the  debtor,  other  than — 

22  (A)    nonconvertible  stock  having  fixed  pref- 

23  erential  dividend  and  liquidation  rights;  or 

24  (B)   interests  of  limited  partners  in  a  limited 

25  partnership ; 
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1  (3)    a  limited  partner  with  a  participation  of  at 

2  least  five  percent  in  the  net  assets  or  net  profits  of  the 

3  debtor;  or 

4  (4)   an  entity  that,  directly  or  indirectly,  through 

5  agreement  or  otherwise,  exercised  or  had  the  power  to 

6  exercise  control  over  the  management  or  policies  of  the 

7  debtor. 

8  §  748.  Reduction  of  securities  to  money 

9  As  soon  as  practicable  after  the  date  of  the  order  for 

10  relief,  the  trustee  shall  reduce  to  money,   consistent   with 

11  good  market  practice,  all  securities  held  as  property  of  the 

12  estate,   except  for  customer  name   securities   delivered   or 

13  reclaimed  under  section  751  of  this  title. 

14  §  749.  Voidable  transfers 

15  Any  transfer  of  property  that,  except  for  such  transfer, 

16  would  have  been  customer  property,  may  be  avoided  by  the 

17  trustee,  and  shall  be  treated  as  customer  property,  if  and  to 

18  the    extent    that    the    trustee    avoids    such    transfer   under 

19  section  544,  545,  547,  548,  549,  or  724(a)    of  this  title. 

20  For  the  purpose  of  such  sections,  the  property  so  transferred 

21  shall  be  deemed  to  have  been  property  of  the  debtor  and,  if 

22  such  transfer  was  made  to  ft  customer  or  for  a  customer's 

23  benefit,  such  customer  shall  be  deemed,  for  the  purposes  of 

24  this  section,  to  have  been  a  creditor. 
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1  §  750.  Distribution  of  securities 

2  The  trustee  may  not  distribute  a  security  except  under 

3  section  751  of  this  title. 

4  §  751.  Customer  name  securities 

5  The  trustee  shall  deliver  any  customer  name  security  to 

6  or  on  behalf  of  the  customer  entitled  to  such  security,  unless 

7  such  customer  has  a  negative  net  equity.  With  the  approval 

8  of  the  trustee,  a  customer  may  reclaim  a  customer  name 

9  security  after  payment  to  the  trustee,  within  such  period 

10  as  the  trustee  allows,  of  any  claim  of  the  debtor  against  such 

11  customer  to  the  extent  that  such  customer  will  not  have  a 

12  negative  net  equity  after  such  payment. 

13  §  752.  Customer  property 

14  (a)  The  trustee  shall  distribute  customer  property  rat- 

15  ably  to  customers  on  the  basis  and  to  the  extent  of  such  cus- 

16  tomers'  allowed  net  equity  claims,  and  in  priority  to  all  other 

17  claims,  except  claims  specified  in  section  507  ( 1 )    of  this 

18  title. 

19  (b)  (1)   The  trustee  shall  distribute  customer  property 

20  in  excess  of  that  distributed  under  subsection    (a)    of  this 

21  section  in  accordance  with  section  726  of  this  title. 

22  (2)  Except  as  provided  in  section  510  of  this  title,  if  a 

23  customer  is  not  paid  the  full  amount  of  such  customer's  al- 

24  lowed  net  equity  claim  from  customer  property,  the  unpaid 
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1  portion  of  such  claim  is  a  claim  entitled  to  distribution  under 

2  section  726  (a)  (2)  of  this  title. 

3  (c)    Subject  to  section  741  (4)  (B)    of  this  title,  any 

4  cash  or  security  remaining  after  the  liquidation  of  a  security 

5  interest  created  under  a  security  agreement  made  by  the 

6  debtor  shall  be  apportioned  between  the  general  estate  and 

7  customer  property  in  the  proportion  that  the  general  prop- 

8  erty  of  the  debtor  and  the  cash  or  securities  of  customers 

9  were  subject  to  such  security  interest. 

10  SUBCHAPTER  IV— COMMODITY  BROKER 

11  LIQUIDATION 

12  §  761.  Definitions  for  this  subchapter 

13  In  this  subchapter — 

j.  (1)    "Act"  means  Commodity  Exchange  Act    (7 

15  U.S.C.  1  et  seq.)  ; 

lg  (2)     "clearing   organization"    means    organization 

in  that  clears  commodity  futures  contracts  for  a  contract 

2g  market ; 

1q  (3)    "Commission"    means    Commodity    Futures 

2A  Trading  Commission ; 

21  (4)  "commodity  option"  means  agreement  or  trans- 

oo  action  subject  to  regulation  under  the  Act  that  is  of  the 

2o  character  of,  or  is  commonly  known  to  the  commodities 

04  trade  as,  an  option,  privilege,  indemnity,  bid,  offer,  put, 

25  call,  advance  guaranty,  or  decline  guaranty,  involving  a 
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1  commodity  other  than  wheat,  cotton,  rice,  corn,  oats, 

2  barley,  rye,  flaxseed,  grain  sorghums,  mill  feeds,  butter, 

3  eggs,  onions,  Solanum  tuberosum  (Irish  potatoes) ,  wool, 

4  wool  tops,  fats  and  oils   (including  lard,  tallow,  cotton- 

5  seed  oil,  peanut  oil,  soybean  oil,  and  all  other  fats  and 

6  oils) ,  cottonseed  meal,  cottonseed,  peanuts,  soybeans, 

7  soybean  meal,  livestock,  livestock  products,  or  frozen 

8  concentrated  orange  juice ; 

9  (5)    "commodity  options  dealer"  means  a  person 

10  that  extends  credit  to,  or  that  accepts  cash,  a  security,  or 

11  other  property  from,  a  customer  of  such  person  for  the 

12  purchase  or  sale  of  an  interest  in  a  commodity  option; 

13  (6)  "contract  market"  means  board  of  trade  desig- 

14  nated  as  a  contract  market  by  the  Commission  under 

15  the  Act; 

16  (7)   "contract  of  sale",  "commodity",  "future  de- 
ll livery",  "board  of  trade",  and  "futures  commission  mer- 

18  chant"  have  the  meanings  assigned  to  those  terms  in  the 

19  Act; 

20  (8)  "contractual  commitment"  means — 

21  (A)  if  the  debtor  is  a  futures  commission  mer- 

22  chant,  contract  for  the  purchase  or  sale  of  a  com- 

23  modity  for  future  delivery  on,  or  subject  to  the  rules 

24  of,  a  contract  market; 
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1  (B)   if  the  debtor  is  a  foreign  futures  commis- 

2  sion  merchant,  foreign  future ; 

3  (0)    if  the   debtor  is  a  leverage  transaction 

4  merchant,  leverage  transaction ; 

5  (D)    if  the  debtor  is  a  clearing  organization, 

6  contract  for  the  purchase  or  sale  of  a  commodity 

7  for  future  delivery  on,  or  subject  to  the  rules  of,  a 

8  contract  market  that  is  cleared  by  the  debtor;  or 

9  (E)  if  the  debtor  is  a  commodity  options  dealer, 

10  commodity  option ; 

11  (9)  "customer"  means — 

12  (A)    if   the   debtor   is   a  futures   commission 

13  merchant — 

14'  (i)   entity  with  whom  the  debtor  deals  as 

15  principal  or  agent  and  that  holds  a  claim  against 

1Q  the  debtor  on  account  of  a  contractual  commit- 

17  ment  made,  received,  acquired,  or  held  by  or 

18  through  the  debtor  in  the  ordinary  course  of  the 

19  debtor's  business  as  a  futures  commission  mer- 

20  chant  from  or  for  the  commodity  futures  account 

21  of  such  entity;  or 

22  (ii)    entity  that  holds  a  claim  against  the 

23  debtor  arising  out  of — 

24  (I)    the  making  of,  liquidation  of,  <>t 

25  change  in  the  value  of,  a  contractual  com- 
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1  mitment  of  a  kind  specified  in  clause   (i) 

2  of  this  subparagraph;  or 

3  (II)   a  deposit  or  payment  of  cash,  a 

4  security,  or  other  property  with  the  debtor 

5  for  the  purpose  of  making  or  margining 

6  such  a  contractual  commitment; 

7  (B)   if  the  debtor  is  a  foreign  futures  commis- 

8  sion  merchant — 

9  (i)   entity  with  whom  the  debtor  deals  as 

10  principal  or  agent  and  that  holds  a  claim  against 

11  the  debtor  on  account  of  a  contractual  com- 

12  mitment  made,  received,  acquired,  or  held  by 

13  or  through  the  debtor  in  the  ordinary  course  of 

14  the  debtor's  business  as  a  foreign  futures  com- 

15  mission  merchant  from  or  for  the  foreign  futures 

16  account  of  stich  entity;  Or 

17  (ii)   entity  that  holds  a  claim  against  the 

18  debtor  arising  out  of — 

19  (I)   the  making  of,  liquidation  of,  or 

20  change  in  value  of,  a  contractual  commit- 

21  ment  of  a  kind  specified  in  clause    (i)    of 

22  this  subparagraph ;  of 

23  (II)   a  deposit  or  payment  of  cash,  a 

24  security,  or  other  property  with  the  debtor 
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for  the  purpose  of  making  or  margining 
such  a  contractual  commitment ; 

3  (C)    if  the   debtor  is   a  leverage   transaction 

4  merchant— 

(i)   entity  with  whom  the  debtor  deals  as 

principal    or    agent   and    that    holds    a    claim 

7  against  the  debtor  on  account  of  a  contractual 

3  commitment  engaged  in  by  or  with  the  debtor 

9  in  the  ordinary  course  of  the  debtor's  business 

10  as  a  leverage  transaction  merchant  from  or  for 

H  the  leverage  account  of  such  entity;  or 

12  (ii)   entity  that  holds  a  claim  against  the 

13  debtor  arising  out  of — 

-j4  (I)    a  contractual  commitment  of  a 

15  kind  specified  in  clause    (i)    of  this  sub- 

16  paragraph ;  or 

17  (II)   a  deposit  or  payment  of  cash,  a 

security,  or  other  property  with  the  debtor 
for  the  purpose  of  engaging  in  such  a  con- 
tractual commitment; 

^  (D)    if  the  debtor  is  a  clearing  organization, 

22  clearing  member  of   the   debtor   with   whom   the 

23  debtor  deals  and  that  holds  a  claim  against  the 
24.  -  :  debtor  on  account  of  cash,  a  security,  or  other 
25  property    received    by    the    debtor    to    margin, 


18 
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1  guarantee,  or  secure  a  contractual  commitment  in 

2  such    clearing    member's    proprietary    account    or 
o  customers' account;  or 

4  (E)    if   the    debtor   is   a    commodity    options 

5  dealer — 

q  (i)   entity  with  whom  the  debtor  deals  as 

7  principal  or  agent  and  that  holds  a  claim  on 

8  account  of  a  contractual  commitment  made,  re- 

9  ceived,   acquired,   or  held  by  or  through  the 

10  debtor  in  the  ordinary  course  of  the  debtor's 

11  business  as  a  commodity  options  dealer  from  or 

12  for   the   commodity   options   account    of   such 

13  entity;  or 

14  (ii)    entity  that  holds  a  claim  against  the 

15  debtor  arising  out  of— 

16  (I)  the  making  of,  liquidation  of,  exer- 

17  cise  of,  or  a  change  in  value  of,  a  con- 

18  tractual  commitment  of  a  kind  specified  in 

19  clause  (i)  of  this  subparagraph;  or 

20  (II)   a  deposit  or  payment  of  cash,  a 
2i  security,  or  other  property  with  the  debtor 

22  for  the  purpose  of  making,  exercising,  or 

23  margining  such  a  contractual  commitment ; 

24  (10)   "customer  property"  means  cash,  a  security, 

25  or  other  property,  or  proeeeds  of  such  cash,  security,  or 
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1  for  the  account  of  the  debtor,  from  or  for  the  account  of 

2  property,  at  any  time  received,  acquired,  or  held  by  or 

3  a  customer — 

4  (A)   including — 

5  (i)  property  that  was  unlawfully  converted 

6  and  that  is  property  of  the  estate; 

7  (ii)    a  security  held  as  property  of  the 

8  debtor  to  the  extent  such  security  is  necessary 

9  to  meet  a  net  equity  claim  based  on  a  security 

10  of  the  same  class  and  series  of  an  issuer; 

11  (iii)   property  received,  acquired,  or  held 

12  to  margin,  guarantee,  secure,  purchase,  or  sell 

13  a  contractual  commitment; 

14  (iv)  profits  or  contractual  or  other  rights 

15  accuring  to  a  customer  as  the  result  of  a  con- 

16  tractual  commitment ; 

17  (v)  an  open  contractual  commitment ; 

18  (vi)  specifically  identifiable  customer  prop- 

19  erty; 

20  (vii)  other  property  of  the  debtor  that  any 

21  applicable  law,  rule,  or  regulation  requires  to  be 

22  set  aside  or  held  for  the  benefit  of  a  customer, 

23  unless    including    such    property    as    customer 

24  property  would  not  significantly ,  increase  cus- 

25  tomer  property;  but 
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1  (B)   not  including  property  to  the  extent  that 

2  a  customer  does  not  have  a  claim  against  the  debtor 

3  based  on  such  property; 

4  (11)   "foreign  future"  means  contract  fur  the  pur- 

5  chase  or  sale  of  a  commodity  for  future  delivery  on,  or 

6  subject  to  the  rules  of,  a  board  of  trade  outside  the 

7  United  States ; 

8  (12)    "leverage  transaction"  means  agreement  for 

9  the  delivery  of  silver  bullion,  gold  bullion,  bulk  silver 

10  coins,  or  bulk  gold  coins,  under  a  standardized  contract 

11  that  is  subject  to  regulation  under  section  217  of  the 

12  Commodity  Futures  Trading  Commission  Act  of  1974 

13  (7  U.S.C.  15a),  and  that  is  commonly  known  to  the 

14  commodities  trade  as  a  margin  account,  margin  contract, 

15  leverage  account,  or  leverage  contract; 

16  (13)    "leverage  transaction  merchant"  means  per- 

17  son  that  is  engaged  in  the  business  of  engaging  in  lever- 

18  age  transactions ; 

19  (14)  "member  property"  means  customer  property 

20  at  any  time  received,  acquired,  or  held  by  or  for  the 

21  account  of  a  debtor  that  is  a  clearing  organization,  from 

22  or  for  the  proprietary  account  of  a  customer  that  is  a 

23  clearing  member  of  the  debtor ;  and 

24  (15)  "net  equity"  means,  subject  to  such  rules  and 
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1  -  regulations  as  the  Commission  promulgates  under  the 

2  Act,  with  respect  to  the  aggregate  of  all  of  a  customer's 

3  accounts  that  such  customer  holds  in  the  same  capacity — 

4  (A)    balance    remaining   in    such    customer's 

5  accounts  immediately  after — 

q  (i)    all  open  contractual  commitments  of 

7  such  customer  have  been  transferred,  liquidated, 

8  or  become  identified  for  delivery;  and 

9  (ii)  all  obligations  of  such  customer  to  the 

10  debtor  have  been  offset;  plus 

11  (B)   the  value,  as  of  the  date  of  return  under 

12  section  768  of  this  title,  of  any  specifically  identi- 

13  fiable  customer  property  actually  returned  to  such 

14  customer  before  the  date  specified  in  subparagraph 

15  (A)  of  this  paragraph;  plus 

16  (C)   the  value,  as  of  the  date  of  transfer,  of— 

17  (i)    any  open  contractual  commitment  to 

18  which  such  customer  is  entitled  that  is  trans- 

19  ferred   to   another   person   under  ■  section   768 

20  of  this  title ;  and 

2i  (ii)  any  cash,  security,  or  other  property  of 

22  such  customer  transferred  to  such  other  person 

23  under  section  768  of  this  title  to  margin  or 

24  secure    such   transferred    contractual    commit- 

25  ment. 
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1  §  762.  Notice  to  and  intervention  by  the  Commission 

2  (a)   The  clerk  shall  give  the  notice  required  by  section 

3  342(a)  of  this  title  to  the  Commission. 

4  (b)  The  Commission  may  raise  and  may  appear  and  be 

5  heard  on  any  issue  in  a  case  under  this  chapter. 

6  §  763.  Treatment  of  accounts 

7  (a)  Accounts  held  by  a  particular  customer  in  separate 

8  capacities    shall   be   deemed   to   be   accounts    of   separate 

9  customers. 

10  (b)    A  member  of  a   clearing  organization  shall   be 

11  deemed  to  hold  such  member's  proprietary  account  in  a 

12  separate  capacity  from  such  member's  customers'  account. 

13  (c)  The  net  equity  in  a  customer's  account  may  not  be 

14  offset  against  the  net  equity  in  the  account  of  any  other 

15  customer. 

16  §  764.  Voidable  transfers 

17  (a)   Except  as  otherwise  provided  in  this  section,  any 

18  transfer  of  property  that,  except  for  such  transfer,  would 

19  have  been  customer  property,  may  be  avoided  by  the  trustee, 

20  and  shall  be  treated  as  customer  property,  if  and  to  the  extent 

21  that  the  trustee  avoids  such  transfer  under  section  544,  545, 

22  547,  548,  549,  or  724(a)    of  this  title.  For  the  purpose 

23  'of  such  sections,  the  property  so  transferred  is  deemed  to 

24  have  been  property  of  the  debtor,  and,  if  such  transfer  was 

25  made  to  a  customer  or  for  a  customer's  benefit,  such  customer 
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1  is  deemed,  for  the  purposes  of  this  section,  to  have  been  a 

2  creditor. 

3  (b)  Notwithstanding  sections  544,  545,  547,  548,  549 

4  and  724  (a)  of  this  title,  the  trustee  may  not  avoid  a  transfer 

5  made  before  five  days  after  the  date  of  the  filing  of  the 

6  petition,  if  such  transfer  is  approved  by  the  Commission 

7  and  if  such  transfer  is—* 

8  (1)  a  transfer  of  an  open  contractual  commitment 

9  entered  into  or  carried  by  or  through  the  debtor  on 

10  behalf  of  a  customer,  and  of  any  cash,  securities,  or 

11  other  property  margining  or  securing  such  contractual 

12  commitment ;  or 

13  (2)    the  liquidation  of  an  open  contractual  com- 

14  mitment  entered  into  or  carried  by  or  through  the  debtor 

15  on  behalf  of  a  customer. 

16  (c)  Notwithstanding  sections  544,  545,  547,  548,  549, 

17  and  724  (a)  of  this  title,  the  trustee  may  not  avoid  a  transfer 

18  that  is  a  margin  payment  to  or  deposit  with  a  commodity 

19  broker,  except  under  section  548(a)  (1)   of  this  title. 

20  §  765.  Disposition  of  customer  accounts 

21  (a)    A  customer  shall,  within  the  time  fixed  by  the 

22  court,  file  a  proof  of  such  customer's  claim  with  the  court 

23  including  any  claim  to  a  specifically  identifiable  security, 

24  property,  or  open  contractual  commitment. 

25  (b)  A  customer  may,  within  the  time  fixed  by  the  court, 
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1  instruct  the  trustee  whether  to  transfer  or  to  liquidate  any 

2  open  contractual  commitment  specifically  identified  to  such 

3  customer. 

4  (c)   Subject  to  subsections  (d)  and  (e)  of  this  section, 

5  the  trustee  shall  liquidate  any  open  contractual  commitment 
(3  that — 

7  ( 1 )   is  identified  to  a  particular  customer  and  with 

8  respect  to  which  such  customer  has  not  instructed  the 

9  trustee  as  to  the  disposition  of  such  contractual  com- 

10  mitment  under  subsection    (b)    of  this  section;  or 

H  (2)    cannot  be  identified  to  a  particular  customer. 

12  (d)  The  trustee  shall  prevent  any  open  contractual  com- 

!3  mitment  that  is  being  actively  traded  as  of  the  date  of  the 

11  filing  of  the  petition  from  remaining  open  after  the  last  day 

15  of  trading  in  such  contractual  commitment,  or  into  the  first 

16  day  on  which  notice  of  intent  to  deliver  on  such  contractual 

17  commitment  may  be  tendered,  whichever  occurs  first,  by 

18  liquidating  any  such  contractual  commitment  if  transfer  of 

19  such  contractual  commitment  cannot  be  accomplished  before 

20  the  last  such  trading  day  or  the  first  such  notice  day,  which- 

21  ever  occurs  first. 

22  (e)   With  respect  to  any  open  contractual  commitment 

23  that  has  remained  open  after  the  last  day  of  trading  in  such 

24  contractual  commitment  or  with  respect  to  which  delivery 
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1  must  be  made  or  accepted  under  the  rules  of  the  contract 

2  market  on  which  such  contractual  commitment  was  made, 

3  the  trustee  may  operate  the  business  of  the  debtor  for  the 

4  purpose  of  accepting  or  making  tender  of  notice  of  intent  to 
o  deliver  the  physical  commodity  underlying  such  contractual 
(]  commitment  and  facilitating  delivery  of  such  commodity. 

7  §  766.  Disposition  of  securities  and  other  property 

8-  (a)   The  trustee  may  not  distribute  a  security  or  other 

9  property  except  under  section  768  of  this  title. 

10  (b)   As  soon  as  practicable  after  the  commencement  of 

11  the    case,    the    trustee    shall   reduce    to    money,    consistent 

12  with  good  market  practice,  all  securities  and  other  property 

13  held  as  property  of  the  estate,  except  for  specifically  iden- 

14  tillable  securities  or  property  distributable  under  section  768 

15  of  this  title. 

16  §767.  Customer  property 

17  (a)     Except   as    provided    in   subsection    (b)     of   this 

18  section,  the  trustee  shall  distribute  customer  property  ratably 

19  to  customers  on  the  basis  and  to  the  extent  of  such  cus- 

20  tomers'  allowed  net  equity  claims,  and  in  priority  to  all  other 

21  claims,   except  claims  specified  in  section  507  ( 1 )    of  this 

22  title.  Such  distribution  shall  be  in  the  form  of — 

23  (1)   cash; 

24  (2)    the  return  or  transfer,  under  section  768(a) 

25  or   (b)   of  this  title,  of  specifically  identifiable  customer 
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1  securities,  property,  or  open  contractual  commitments; 

2  or 

3  (3)  payment  of  margin  calls  under  section  7(58  (c) 

4  of  this  title. 

5  (b)   If  the  debtor  is  a  clearing  organization,  the  trustee 

6  shall  distribute — 

7  (1)    customer  property,  other  than  member  prop- 

8  erty,  ratably  to  customers  on  the  basis  and  to  the  extent 

9  of  such  customers'  allowed  net  equity  claims  based  on 

10  such  customers'  accounts,  and  in  priority  to  all  other 

11  claims,  except  claims  of  the  kind  specified  in  section  507 

12  ( 1 )  of  this  title ;  and 

13  (2)   member  property  ratably  to  customers  on  the 

14  basis  and  to  the  extent  of  such  customers'  allowed  net 

15  equity    claims    based    on   such    customers'    proprietary 

16  accounts,   and   in  priority   to  all  other  claims,   except 

17  claims  of  the  kind  specified  in  section  507(1)    of  this 

18  title  or  in  paragraph  ( 1 )  of  this  subsection. 

19  (c)  (1)    The  trustee  shall  distribute  customer  property 

20  in  excess  of  that  distributed  under  subsection    (a)    of  this 

21  section  in  accordance  with  section  726  of  this  title. 

22  (2)    Except  as  provided  in  section  510  of  this  title, 

23  if  a  customer  is  not  paid  the  full  amount  of  such  customer's 

24  allowed  net  equity  claim  from  customer  property,  the  un- 
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1  paid  portion  of  such  claim  is  a  claim  entitled  to  distribution 

2  under  section  720  (a)  (2)  of  this  title. 

3  §768.  Specifically    identifiable    securities,    property,    and 

4  open  contractual  commitments 

5  (a)    The  trustee  shall  return  promptly  to  a  customer 

6  any  specifically  identifiable  security,  property,  or  open  con- 

7  tractual  commitment  to  which  such  customer  is  entitled,  or 

8  shall  transfer  such  security,  property,  or  contractual  commit- 

9  ment  to  such  person  as  the  Commission  provides  by  rule  or 

10  regulation,  on  such  customer's  behalf,  to  the  extent  that  the 

11  value  of  such  security,  property,  or  contractual  commitment 

12  does  not  exceed  the  amount  to  which  such  customer  would 

13  be  entitled  under  section  767  (a)  or  (b)  of  this  title  if  such 

14  security,    property,    or   contractual    commitment    were    not 

15  returned  or  transferred  under  this  subsection. 

16  (b)    If  the  value  of  a  specifically  identifiable  security, 

17  property,    or   open   contractual   commitment    exceeds    such 

18  amount,  then  the  customer  to  whom  such  security,  property, 

19  or  contractual  commitment  is  specifically  identified  may  de- 

20  posit  cash  with  the  trustee  equal  to  the  difference  between 

21  the  value  of  such  security,  property,  or  contractual  comniit- 

22  ment  and  such  amount,  and  the  trustee  shall — 

23  ( 1 )    return  promptly   such  security,  property,   or 

24  contractual  commitment  to  such  customer;  or 
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1  (2)     transfer,    on    such    customer's    behalf,    such 

2  security,  property,  or  contractual  commitment  to  such 

3  person  as  the  Commission  provides  by  rule  or  regulation. 

4  (c)    The   trustee   shall   answer   all   margin    calls    with 

5  respect  to  a  specifically  identifiable  open  contractual  eom- 

6  mitment  of  a  customer  until  such  time  as  the  trustee  returns 

7  or  transfers  such  contractual  commitment,  but  the  trustee 

8  may  not  make  a  margin  payment  that  has  the  effect  of  a 

9  distribution  of  more  than  that  to  which  such  customer  is 

10  entitled  under  section  7G7  of  this  title. 

11  CHAPTER  9— ADJUSTMENT  OF  DEBTS  OF  A 

12  MUNICIPALITY 

13  SUBCHAPTER  I— GENERAL  PROVISIONS 

Sec. 

901.  Applicability  of  other  sections  of  this  title. 

902.  Definitions  for  this  chapter. 

903.  Reservation  of  State  power  to  control  municipalities. 

904.  Limitation  on  jurisdiction  and  powers  of  court. 

905.  Designation  of  judge. 

906.  Eligibility  for  relief. 

14  SUBCHAPTER  II— ADMINISTRATION 

921.  Petition  and  proceedings  relating  to  petition. 

922.  Automatic  stay  of  enforcement  of  claims  against  the  debtor. 

923.  Notice. 

924.  List  of  creditors. 

925.  Venue,  and  fees. 

[925]  926.  Effect  of  list  of  claims. 
£926]  927.  Dismissal. 

928.  Avoiding  powers. 

929.  Reference. 

930.  Priorities. 
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1  SUBCHAPTER  III— THE  PLAN 

Sec. 

941.  Filing  of  plan 

942.  Transmission  of  plan. 
[9423  94-3.  Modification  of  plan. 
944-  Provisions  of  plan. 

945.  Acceptance. 

94.6.  Employee  re  presentation. 

[943]  947.  Confirmation. 

[944]  948.  Effect  of  confirmation. 

[945]  949-  Continuing  jurisdiction. 

[946]  950.  Effect  of  exchange  of  securities  lie  fore  the  date  of  the  filing  of 

the  petition. 
951.  Unconstitutionality,  re  deal. 

2  SUBCHAPTER  I— GENERAL  PROVISIONS 

3  §  901.  Applicability  of  other  sections  of  this  title 

4  (a)    Sections  301,  344,  347(h),  349,  361,  362,  364 

5  (c) ,  364  (d) ,  364  (e) ,  365,  366,  501,  502,  503,  504,  506, 

6  [507(1),]  509,  510,  544,  545,  546,  547,  549(a),  550, 

7  551,  552,  553,  1109,  1122,  [1123(a)  (1),  1123(a)  (2), 

8  1123(a)(3),     1123(a)(4),      1123(h),     1124,]      1125, 

9  [1126(a),  1126(h).  1126(c),  1126(e),  1126(f),  1126 

10  (g),    1127(d),    1128,    1129(a)(2),    1129(a)(3),    1129 

11  (a)(8),    1129(h)(1),    1129(h)(2),]    1129,    1130(e), 

12  1142(h),    1143,  and   1144  of  this  title  apply  in  a  case 

13  under  this  chapter. 

14  (h)  A  term  used  in  a  section  made  applicable  in  a  case 

15  under  this  chapter  by  subsection   (a)   of  this  section  or  sec- 

16  tion  103  (e)    of  this  title  has  the  meaning  defined  for  such 

17  term  for  the  purpose  of  such  applicable  section,  unless  such 

18  term  is  otherwise  defined  in  section  902  of  this  title. 


185 


183 

1  (c)  A  section  made  applicable  in  a  ease  under  this  chap- 

2  ter  by  subsection   (a)   of  this  section  that  is  operative  if  the 

3  business    of    the    debtor    is    authorized    to    bo    operated    is 

4  operative  in  a  case  under  this  chapter. 

5  [§  902.  Definitions  for  this  chapter  J 
(j  In  this  chapter — 

7  (1)   "claim  affected  by  the  plan'  means  claim  <is 

8  to  which  rights  of  its  holder  are  proposed  to  be  mate- 

9  rially  and  adversely  adjusted  or  modified  by  the  plan; 

10  (2)    "court"  means  court  of  bankruptcy  in   which 

11  the  case  is  pending,  or  a  judge  of  sucJt  court; 

12  [  (1)  ]  (3)  "property  of  the  estate",  when  used  in 

13  a  section  that  is  made  applicable  in  a  case  under  this 

14  chapter  by  section   103(e)    or  901  of  this  title,  means 

15  property  of  the  debtor ; 

16  [  (2)  ]  (4)  "special  taxpayer"  means  record  owner 

17  or  holder  of  title,  legal  or  equitable,  to  real  estate  against 

18  which  has  been  levied  a  special  assessment  or  special 

19  tax  the  proceeds  of  which  are  the  sole  source  of  pay- 

20  ment  of  obligations  issued  by  the  debtor  to  defray  the 

21  costs  of  local  improvements ; 

22  [  (3)  ]  (■'))  "special  taxpayer  affected  by  the  plan" 

23  means  special  taxpayer  with  respect  to  whose  real  estate 

24  the  plan  proposes  to  increase  the  proportion  of  special 
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1  assessments  or  special  taxes  referred  to  in  paragraph  (2) 

2  of  this  section  assessed  against  such  real  estate;  and 

3  (G)   ''trustee",  when  used  in  a  section  that  is  made 

4  applicable  in  a  ease  under  this  chapter  by  section  103 

5  (e)    or  901  of  this  title,  means  debtor  except  as  pro- 

6  vided  in  section  927. 

7  §  903.  Reservation  of  State  power  to  control  municipalities 

8  This  chapter  does  not  limit  or  impair  the  power  of  a 

9  State  to  control  by  legislation  or  otherwise,  a  municipality 

10  of  or  in  such  State  in  the  exercise  of  the  political  or  govern- 

11  mental  powers  of  such  municipality,  including  expenditures 

12  for  such  exercise:  Provided,   however,    That   no  State   law 

13  prescribing  a  method  of  composition  of  indebtedness  of  such 

14  agencies  shall  be  binding  upon  any  creditor  who  docs  not 

15  consent    to    such    composition,    and    no    judgment    shall    be 

16  entered  under  such  State  laic  which  would  bind  a  creditor 

17  to  such  composition  without  his  consent. 

18  §  904.  Limitation  on  jurisdiction  and  powers  of  court 

19  Notwithstanding  any  power  of  the   court,   unless   the 

20  debtor  consents  or  the  plan  so  provides,  the  court  may  not, 

21  by  any  stay,  order,  or  decree,  in  the  case  or  otherwise, 

22  interfere  with — 

23  ( 1 )    any  of  the  political  or  governmental  powers 

24  of  the  debtor ; 
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1  (2)  any  of  the  property  or  revenues  of  the  debtor; 

2  or 

3  (3)  the  debtor's  use  or  enjoyment  <>f  any  income- 

4  producing  property. 

5  §  905.  Designation  of  judge 

6  After  the  filing  of  a  petition,   the  chief  judge  of  the 

7  court   in    the   district   in    which    the   petition   is  filed  shall 

8  immediately  notify  the  chief  judge  of  the  circuit  court  of 

9  appeal  of  the  circuit  in  which  the  district  court  is  located, 

10  who  shall  designate  the  judge  of  the  district  court  to  conduct 

11  the  proceedings  under  this  chapter. 

12  §  906.  Eligibility  for  relief 

13  Any  State's  political  subdivision  or  public  agency  or 

14  instrumentality,  which  is  generally  authorized  to  file  a  peti- 

15  tion  under  this  chapter  by  the  legislature,  or  by  a  govern- 

16  menial  officer  or  organization  empowered  by  State  law  to 

17  authorize  the  filing  of  a  petition,  is  eligible  for  relief  under 

18  this  chapter  if  it  is  insolvent  or  unable  to  meet  its  debts  as 

19  they  mature,  and  desires  to  effect  a  plan  to  adjust  its  debts. 

20  An  entity  is  not  eligible  for  relief  under  this  chapter  unless — 

21  (1)  it  has  successfully  negotiated  a  plan  of  adjust- 

22  ment  of  its  debts  with  creditors  holding  at  least  a  ma- 

23  jority  in  amount  of  the  claims  of  each  class  ivhich  are 

24  claims  affected  by  that  plan; 
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1  (2)  it  has  negotiated  in  good  faith  with  its  creditors 

2  and  has  failed  to  obtain,  with  respect  to  a  plan  of  adjust- 
;*,  ment  of  its  debts,  the  agreement  of  creditors  holding  at 
4  least  a  majority  in  amount  of  the  claims  of  each  class 
,-)  which  are  claims  affected  bg  that  plan : 

0  (3)  such  negotiation  is  impracticable;  or 

7  (4)   it  has  a  reasonable  fear  that  a  creditor  mag 

8  attempt  to  obtain  a  preference. 

9  SUBCHAPTER  II— ADMINISTRATION 

10  §  921.  Petition  and  proceedings  relating  to  petition 

11  (a)    Notwithstanding  sections  109(c)    and  301  of  this 

12  title,  a  case  under  this  chapter  concerning  an  unincorporated 

13  tax  or  special  assessment  district  that  does  not  have  such 
11  district's  own  officials  is  commenced  by   the  filing  under 

15  section  301  of  this  title  of  a  petition  under  this  chapter  by 

16  such  district's   governing  authority   or   the  board,  or  body 

17  having  authority  to  levy  taxes  or  assessments  to  meet  the 

18  obligations  of  such  district. 

19  (b)    A   party  in  interest  may   object   to   the  petition 

20  not  later  than  15  days  after  notice  of  the  commencement  of 

21  the  case  under  section  923  of  this  title. 

22  (c)   After  such  an  objection,  the  court,  after  notice  and 
2:;  a  hearing,  may  dimiss  the  petition,  if  the  debtor  did  not  file 

24  the  petition  in  good  faith,  or  if  the  petition  does  not  meet  the 

25  requirements  of  this  title. 
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1  (d)    If  the  petition  is  not  dismissed  under  subsection 

2  (c)    of  this  section,  the  court  shall  order  relief  under  this 

3  chapter. 

4  (c)   The  court  may  not,  on  account  of  -an  appeal  from 

5  an  order  for  relief,  delay  any  proceeding  under  this  chapter 

6  in  the  case  in  which  the  appeal  is  being  taken;  nor  snail 

7  any  court  order  a  stay  of  such  proceeding  pending  such 

8  appeal.  The  reversal  on  appeal  of  a  finding  of  jurisdiction 

9  does  nor  affect  the  validity  of  any  debt  incurred   that  is 

10  authorized  by  the  court  under  section  364  (c)  or  364(d)  of 

11  this  title. 

12  §  922.  Automatic  stay  of  enforcement  of  claims  against 

13  the  debtor 

34  (a)   A  petition  filed  under  this  chapter  operates  as  a 

15  stay  of — 

16  (1)    the  commencement  or  continuation,  including 

17  the  issuance  of  process,  of  any  judicial,  administrative, 

18  or  other  action  or  proceeding  against  an  officer  or  ;u- 

19  habitant  of  the  debtor  that  seeks  to  enforce  a  claim 

20  against  the  debtor ;  and 

21  (2)   the  enforcement  of  a  lien  on  or  arising  out  of 

22  taxes  or  assessments  owed  to  the  debtor. 

23  (b)    Subsections    (c) ,    (d),    (ej,    (f),   and    (g)    of 

24  section  362  of  this  title  apply  to  a  stay  under  subsection  (a) 


190 


188 

1  of  this  section  the  same  as  such  subsections  apply  to  a  stay 

2  under  section  362  (a)  of  this  title. 

3  §  923.  Notice 

4  [The  clerk  shall  give  notice  of  the  commencement  of  a 

5  case  under  this  chapter,  notice  of  an  order  for  relief  under 

6  this  chapter,  and  notice  of  the  dismissal  of  a  case  under 

7  this  chapter.] 

8  The  petitioner  or  such  other  person  as  the  court  desig- 

9  nates  shall  (jive  notice  of  the  filing  or  dismissal  of  the  peti- 

10  tion  to  the  State  in  which  the  petitioner  is  located,   to   the 

11  Securities  and  Exchange  Commission,  and  to  creditors  in- 

12  eluded  in  the  list  of  creditors  required  by  section  924  or  in 

13  any  supplement  to  that  list.  The  notice  shall  also  state  that 

14  a  creditor  who  files  with  the  court  a  request,  setting  forth 

15  that  creditor  s  name  and  address  and  the  nature  and  amount 

16  of  that  creditors  claim,  shall  be  given  notice  of  any  other 

17  matter  in  which  that  creditor  has  a  direct  and  substantial 

18  interest.   The  notice  required  by   the  first  sentence   of  this 

19  subsection  shall  be  published  at  least  once  a  week  for  three 

20  successive  weeks  in  at  least  one  newspaper  of  general  cir- 

21  culation  published  within  the  jurisdiction  of  the  court,  and 

22  in  such  other  papers  having  a  general  circulation   among 

23  bond  dealers  and  bond  holders  as  may  be  designated  by  the 

24  court.  The  court  may  require  that  it  be  published  in  such 

25  other  publication  as  the  court  deems  proper.  The  court  shall 
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1  require  that  a  copy  of  the  notice  required  by  the  first  sen- 

2  tence  of  this  subsection  be  mailed,  postage  prepaid,  to  each 

3  creditor  named  in  the  list  required  by  section  924  at   the 

4  address  of  such  creditor  given  in  the  list,  or,  if  no  address 

5  is  given  in  the  list  for  a  creditor  and  the  address  of  such 

6  creditor   cannot   with   reasonable   diligence    be   ascertained, 

7  then  a  copy  of  the  notice,   if  the  court  so   determines,   be 

8  mailed,  postage  prepaid,  to  such  creditor  addressed  as  the 

9  court  may  prescribe.  All  expense  of  giving  notice  required 

10  by  this  subsection  shall  be  paid  by  the  petitioner,  unless  the 

11  court  for  good  cause  determines  that  the  cost  of  notice  in  a 

12  particular  instance  should  be  borne  by  another  party.  The 

13  notice  shall  be  first  published  as  soon  as  practicable  after 

14  the  filing  of  the  petition,  and  the  mailing  of  copies  of  the 

15  notice  shall  be  completed  as  soon   as  practicable  after  the 

16  filing  of  the  list  required  by  section  924. 

17  §  924.  List  of  creditors 

18  The  [debtor]  petitioner  shall  file  with  the  court  a  list 

19  of  the  petitioner  s  creditors,  insofar  as  practicable.  The  list 

20  shall  include  for  each  known  creditor,  to  the  extent  prac- 

21  tioable,  the  name  of  the  creditor,  the  address  of  the  creditor 

22  so  far  as  known  to  the  petitioner,  and  a  description  of  any 

23  claim  of  the  creditor,  showing  the  amount  and  character  of 

24  the  claim,   the  nature  of  any  security  for  the  claim,   and 

25  whether  the  claim  is  disputed,  contingent  or  unliquidated  as 
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1  to  amount.  If  an  identification  of  any  of  the  petitioner's 

2  creditors  is  impracticable,  the  petitioner  shall  state  the  reason 

3  such  identification  is  impracticable  and  the  character  of  the 

4  claims  of  the  creditors  involved.  The  petitioner  shall  supple- 

5  ment  the  list  as  creditors  who  were  unknown  or  unidentified 

6  at  the  time  the  list  was  filed  become  known  or  identified  to 

7  the  petitioner.  If  the  list  is  not  filed  with  the  petition,  the 

8  petitioner  shall  file  the  list  at  such  later  time  as  the  court, 

9  upon  its  own  motion  or  upon  application  of  the  petitioner, 

10  sets. 

11  §  925.  Venue  and  fees 

12  The  petition  and  accompanying  papers,  together  with  a 

13  filing  fee  of  $100,  shall  be  filed  with  a  court  in  a  district  in 

14  ivhich  the  petitioner  is  located. 

15  §  |[925J  926.  Effect  of  list  of  claims 

16  A  proof  of  claim  is  deemed  filed  under  section  501  of  this 

17  title  for  any  claim  that  appears  in  the  list  filed  under  section 

18  924  of  this  title,  except  a  claim  that  is  listed  as  disputed, 

19  contingent,  or  unliquidated. 

20  §  |92f»3  927.  Dismissal 

21  £  After  notice  and  a  hearing,  the  court  may  dismiss  a  case 

22  under  this  chapter  for  cause,  including — 

23  |  ( 1 )    unreasonable   delay   by   the   debtor   that   is 

24  prejudicial  to  creditors ; 
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1  [  (2)  failure  to  propose  a  plan  within  the  time  fixed 

2  under  section  941  of  this  title ; 

;;  [  (3)  denial  of  confirmation  of  a  plan  under  section 

4  943  of  this  title  and  denial  of  additional  time  for  filing 

5  another  plan  or  a  modification  of  a  plan ;  or 

C  E  (4)  if  the  court  has  retained  jurisdiction  after  con- 

7  firmation  of  a  plan — 

8  L(A)    material    default   by    the   debtor   with 

9  respect  to  a  term  of  such  plan ;  or 

10  [(B)  termination  of  such  plan  by  reason  of  the 

11  occurrence  of  a  condition  specified  in  such  plan.] 

12  (a)  Permissive  Dismissal. — The  court  may  dismiss 

13  the  case  after  hearing  on  notice — 

14  (1)  for  want  of  prosecution; 

15  (2)  if  no  plan  is  proposed  within  the  time  fixed  or 

16  extended  by  the  court; 

IT  (3)  if  no  proposed  plan  is  accepted  within  the  time 

18  fixed  or  extended  by  the  court;  or 

19  (4)  where  the  court  has  retained  jurisdiction  after 

20  confirmation  of  a  plan — 

21  (A)    if  the  petitioner  defaults  in   any  of  the 

22  terms  of  the  plan ;  or 

23  (B)  if  a  plan  terminates  by  reason  of  the  hap- 
94  pening  of  a  condition  specified  therein. 
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1  (b)  Mandatory  Dismissal. — The  court  shall  dismiss 

2  the  case  if  the  confirmation  is  refused. 

3  §  928.  Avoiding  powers 

4  If  the  petitioner  refuses  to  pursue  a  cause  of  action  under 

5  a  section  or  sentence  made  applicable  to  this  chapter  by  sec- 
q  lion  901,  the  court  may,  upon  the  application  of  any  creditor, 

7  appoint  a  trustee  to  pursue  such  cause  of  action. 

8  §  929.  Reference 

9  The  court  may  refer  any  special  issue  of  fact  to  a  bank- 

10  ruptcy  judge  for  consideration,  the  taking  of  testimony,  and 

11  a  report  upon  such  special  issue  of  fact,  if  the  court  finds 

12  that  the  condition  of  its  docket  is  such   thai  it  cannot  take 

13  such    testimony    without    unduly    delaying    the    dispatch    of 

14  other  business  pending  in  the  court,  and  if  it  appears  that 

15  such  special  issue  is  necessary  to  the  determination   of  the 

16  case.  A  reference  to  a  bankruptcy  judge  shall  be   the  ex- 

17  ception  and  not  the  rule.  The  court  shall  not  make  a  general 

18  reference   of   the   case   but   may    only   request   findings    of 

19  specific  facts. 

20  §  930.  Priorities 

21  The  following  shall  be  paid  in  full  in  advance  of  any 

22  distribution    to   creditors   under   the  plan,   in  the  following 

23  order: 

24  (1)  The  costs  and  expenses  of  administration  ivhich 
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2  are  incurred  subsequent  to  the  filing  of  a  petition  under 

2  this  chapter. 

3  (2)  Debts  owed  for  services  or  materials  actually 

4  provided  within   three  months   before  the   date   of   the 

5  filing  of  the  petition  under  this  chapter. 

q  (3)  Debts  owing  to  any  person,  which  by  the  laws 

rj  of  the  United  States  (other  than  this  Act)  are  entitled 

3  to  priority. 

9  SUBCHAPTER  III— THE  PLAN 

10  §  941.  Filing  of  plan 

H  The  debtor  shall  file  a  plan  for  the  adjustment  of  the 

12  debtor's  debts.  If  such  plan  is  not  filed  with  the  petition, 

13  the  debtor  shall  file  such  a  plan  at  such  later  time  as  the 

14  court  fixes. 

15  §  942.  Transmission  of  plan 

16  As  soon  as  practicable  after  the  plan  or  any  modification 

17  of  the  plan  has  been  filed,  the  court  shall  set  a  time,  which 

18  shall  be  90  days  from  the  filing  of  the  plan  or  any  modifi- 

19  cation  of  the  plan,  unless  the  court,  for  good  cause,  sets  some 

20  other  time,  within  which  creditors  may  accept  or  reject  the 

21  plan  and  any  modification  of  the  plan.  The  petitioner  or  such 

22  other  person  as  the  court  designates  shall  transmit  by  mail  a 

23  copy  of  such  plan  or  modification,  or  a  summary  and  any 

24  analysis  of  such  plan  or  modification,  a  notice  of  the  time 
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-.  within  which  the  plan  or  modification  wan  be  accepted  or 

2  rejected,  and  a  notice  of  the  right  to  receive  a  copy,  if  it  has 

3  not  been  sent,  of  such  plan  or  modification,  to  each  creditor 

4  whose  claim  is  affected  by  the  plan,  to  each  special  taxpayer 

5  affected  by  the  plan,  and  to  any  party  in  interest  that  the 
g  court  designates.  Upon  request  by  a  recipient  of  such  sum- 
rj  mary  and,  notice,  the  petitioner  or  such  other  person  as  the 
g  court  designates  shall  transmit  by  mad  a  copy  of  the  plan  or 
9  modification  to  that  recipient. 

10  §  [9423  943-  Modification  of  plan 

H  The  debtor  may  modify  the  plan  at  any  time  before 

12  confirmation,  but  may  not  modify  the  plan  so  that  the  plan 

13  as  modified  fails  to  meet  the  requirements  of  this  chapter. 

14  After  the  debtor  files  a  modification  with  the  court,   the 

15  plan  as  modified  becomes  the  plan. 

16  §  944.  Provisions  of  plan 

17  A   petitioner's  plan  may  include  provisions  modifying 

18  or  altering  the  rights  of  creditors  generally,  or  of  any  class 

19  of  them,  secured  or  unsecured,  either  through  issuance  of 

20  new  securities  of  any  character,  or  otherwise,  and  may  con- 

21  tain  such  other  provisions  and  agreements  not  inconsistent 

22  with  this  chapter  as  the  parties  may  desire,   including  pro- 

23  visions  for  the  rejection  of  any  executory  contract  or  nnex- 

24  pired  lease. 
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±  §  945.  Acceptance 

2  (a)  Who  May  Accept  or  Reject.— Unless  a  claim  of 

3  a  creditor  who  is  included  in  the  list  or  in  a  supplement  to 

4  the  list  filed  under  section  924  or  who  files  a  proof  of  claim 

5  and  whose  claim   is  not  then  disputed,   contingent,   or  un- 

6  liquidated  as  to  amount,  or  of  a  security  holder  of  record  as 
rj  of  the  date  of  the  transmittal  of  information  under  section 
g  942,  has  been  disallowed  or  is  not  a  claim  affected  by  the 
9  plan,  that  creditor  or  security  holder  may  accept  or  reject 

10  the  plan  and  any  modification  of  the  plan  within  the  time  set 

11  by  the  court.  Notwithstanding  an  objection  to  a  claim,  the 

12  court  may  temporarily  allow  such  claim  in  such  amount  as 

13  the  court  deems  proper  for  the  purpose  of  acceptance  or 

14  rejection  under,  this  section. 

15  (b)  General  Rule. — Except  as  provided  in  subsection 

16  (d),  the  plan  may  be  confirmed  only  if  it  has  been  accepted 

17  in  writing  by  or  on  behalf  of  creditors  holding  at  least  two- 

18  thirds  in  amount  of  the  claims  of  each  class  allowed  under 

19  sections  502  and  926  and  more  than  50  percent  in  number 

20  of  the  claims  of  each  class  allowed  under  sections  502  and 

21  926. 

22  (c)   Computing  Acceptance. — The  two-thirds  ma- 

23  jority  required  by  subsection  (b)  is  two-thirds  in  amount  of 

24  the  claims  allowed  under  sections  502  and  926  of  creditors 
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2  who  file  an  acceptance  or  rejection  within  the  time  fixed  by 

2  the  court,  but  not  including  claims  held  or  controlled  by  the 

3  petitioner,  or  claims  of  creditors  specified  in  subsection  (d). 

4  The  more  than  50  percent  required  by  subsection   (b)   is 

5  more  than  50  percent  in  number  of  claims  allowed  under 
q  sections  502  and  926  of  creditors  who  file  an  acceptance  or 
7  rejection  within  the  time  fixed  by  the  court,  but  not  includ- 
g  ing  claims  held  or  controlled  by  the  petitioner,  or  claims  of 
9  creditors  specified  in  subsection  (d) . 

10  (d)  Exception. — It  is  not  requisite  to  the  confirmation 

11  of  the  plan  that  there  be  such  acceptance  by  any  creditor  or 

12  class  of  creditors — 

13  (1)  whose  claims  are  not  affected  by  the  plan; 

14  (2)  if  the  plan  makes  provision  for  the  payment  of 

15  their  claims  in  cash  or  full;  or 

16  (3)  if  provision  is  made  in  the  plan  for  the  pro- 

17  tection  of  the  interests,  claims,  or  lien  of  such  creditor  or 

18  class  of  creditors. 

19  (e)   Acceptance  of  Modification. — If  the  court 

20  finds  that  a  proposed  modification  does  not  materially  and 

21  adversely  affect  the  interest  of  a  creditor,  the  modification 

22  shall  be  deemed  accepted  by  that  creditor  if  that  creditor 

23  has  previously  accepted  the  plan.  If  the  court  determines 
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^  that  a  modification  docs  materially  and  adversely  affect  the 

2  interest  of  a  creditor,  that  creditor  shall  be  given  notice  of 

3  the  proposed  modification  and  the  time  allowed  for  its  ac- 

4  ceptance  or  rejection.  The  number  of  acceptances  of  the  plan 

5  as  modified  required  by  subsection  (b)  shall  be  obtained. 
q  The  plan  as  modified  shall  be  deemed  to  have  been  accepted 
ij  by  any  creditor  who  accepted  the  plan  and  who  fails  to  file 
g  a  written  rejection  of  the  modification  with  the  court  within 
9  such  reasonable  time  as  shall  be  allowed  in  the  notice  to 

20  that  creditor  of  the  proposed  modification. 

22  §  946.  Employee  representation 

22  The  court  may,  for  cause  shown,  permit  a  labor  union  or 

23  employee's  association,  that  represents  employees  of  the  pe- 

14  titioner,  to  be  heard  on  the  economic  soundness  of  the  plan 

15  affecting  the  interests  of  the  represented  employees. 

16  §  [943]  947.  Confirmation 

17  The  court  shall  confirm  the  plan  if — 

18  (1)   the  plan  complies  with  the  provisions  of  this 

19  title  made  applicable  by  sections  103  (e)    and  901  of 

20  this  title; 

21  (2)   the  plan  complies  with  the  provisions  of  this 

22  chapter ; 

23  (3)   all  amounts  to  be  paid  by  the  debtor  or  by 
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1  any  person  for  services  or  expenses  in  the  case  or  inci- 

2  dent  to   the  plan  have  heen  fully   disclosed  and  are 

3  reasonable; 

4  (4)  the  debtor  is  not  prohibited  by  law  from  taking 

5  any  action  necessary  to  be  taken  to  cany  out  the  plan; 

6  (5)   the  plan  provides  that  each  holder  of  a  claim 

7  of  the  kind  specified  in  section  [507  ( 1 )  ]  930  of  this 

8  title  will  receive,  on  account  of  such  claim,  property  of  a 

9  value,  as  of  the  effective  date  of  the  plan,  equal  to  the 

10  allowed  amount  of  such  claim,  except  to  the  extent  that 

11  the  holder  of  a  particular  claim  of  such  kind  has  waived 

12  such  payment  on  such  claim ;  and 

13  (6)    the  plan  is  [in  the  best  interests  of  creditors 

14  and  is  feasible]  fair  and  equitable  and  feasible  and  does 

15  not  discriminate  unfairly  in  favor  of  any  creditor  or 

16  class  of  creditors. 

17  §  [944]  948.  Effect  of  confirmation 

18  (a)   The  provisions  of  a  confirmed  plan  bind  the  debtor 

19  and  any  creditor,  whether  or  not  such  creditor's  claim  has 

20  been  allowed  under  section  502  of  this  title,  and  whether 

21  or  not  such  creditor  has  accepted  the  plan. 

22  (1))    Except  as  provided  in  subsection   (c)    of  this  sec- 

23  tion,  the  debtor  is  discharged  from  all  debts  as  of  the  time 

24  when — 

25  ( 1 )  the  plan  is  confirmed ; 
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1  (2)    the  debtor  deposits  any  consideration  to  be 

2  distributed  under  the  plan  with  a  disbursing  agent  ap- 

3  pointed  by  the  court ;  and 

4  (3)  the  court  has  determined — 

5  (A)    that  any  security  so  deposited  -will  con- 
(3                  stitute,  after  distribution,  a  valid  legal  obligation  of 

7  the  debtor;  and 

8  (B)    that  any  provision  made  to  pay  or  secure 

9  payment  of  such  obligation  is  valid. 

10  (c)  The  debtor  is  not  discharged  under  subsection   (b) 

11  of  this  section  from  any  debt — 

12  (1)   excepted  from  discharge  by  the  plan  or  order 

13  confirming  the  plan ;  or 

14  (2)   owed  to  an  entity  that,  before  confirmation  of 

15  the  plan,  had  neither  notice  nor  actual  knowledge  of  the 

16  case. 

17  §  [945]  949.  Continuing  jurisdiction 

18  The  court  may  retain  jurisdiction  over  the  case  for  such 

19  period  of  time  as  is  necessary  for  the  successful  execution 

20  of  the  plan. 

21  §  [946]  950.  Effect  of  exchange  of  securities  before  the 

22  date  of  the  filing  of  the  petition 

23  The  exchange  of  a  new  security  under  the  plan  for  a 

24  claim  covered  by  the  plan,  whether  such  exchange  occurred 

25  before  or  after  the  date  of  the  filing  of  the  petition,  does  not 
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1  limit  or  impair  the  effectiveness  of  the  plan  or  of  any  pro- 

2  vision  of  this  chapter.  The  amount  and  number  specified  in 

3  section  1126(c)  of  this  title  include  the  amount  and  number 

4  of  claims  formerly  held  by  a  creditor  that  has  participated 

5  in  any  such  exchange. 

6  §  951 .  Unconstitutionality,  revived 

7  If  chapter  IX  of  this  title  is  judicially  finally  determined 

8  to  be  unconstitutional  then  chapter  IX  of  the  Bankruptcy 

9  Act,  as  such  chapter  IX  existed  on  the  day  before  enactment 

10  of  this  title,  is  revived  and  shall  have  full  force  and  effect  with 

1 1  respect  to  cases  filed  after  such  determination. 

12  CHAPTER  11— REORGANIZATION 

13  SUBCHAPTER  I— OFFICERS  AND 

14  „  ADMINISTRATION 

Sec. 

1101.  Definitions  for  this  chapter. 

1102.  Creditors'  and  equity  security  holders'  committees. 

1103.  Powers  and  duties  of  committees. 

1104.  Appointment  of  trustee  or  examiner. 

1105.  Termination  of  trustee's  appointment. 

1106.  Duties  of  trustee  and  examiner. 

1107.  Eights,  powers,  and  duties  of  debtor  in  possession. 

1108.  Authorization  to  operate  business. 

1109.  [Intervention]  Right  to  be  heard. 

1110.  Aircraft  equipment  and  vessels. 

1111.  Effect  of  schedule  of  claims  and  interests. 

1112.  Conversion  or  dismissal. 

15  SUBCHAPTER— II    THE  PLAN 

1121.  Who  may  file  a  plan. 

1122.  Classification  of  claims  or  interests. 

1123.  Contents  of  plan. 

1124.  Impairment  of  claims  or  interests. 

1125.  Postpetition  disclosure  and  solicitation. 

1126.  Acceptance  of  plan. 

1127.  Modification  of  plan. 

1128.  Hearing  and  approval  of  plan  for  a  public  company. 
[1128]  1129.  Confirmation  hearing. 

i         [1129]  1130.  Confirmation  of  plan. 
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1  SUBCHAPTER  III— POSTCONFIRMATION 

2  MATTERS 

See. 

1141.  Effect  of  confirmation. 

1142.  Execution  of  plan. 

1143.  Distribution. 

1144.  Revocation  of  an  order  of  eonfirmat  ion. 

1145.  Exemption  from  securities  laws. 

1146.  Special  tax  provisions. 

3  SUBCHAPTER  IV— RAILROAD 

4  REORGANIZATION 

1161.  Inapplicability  of  other  sections. 

1162.  Appointment  of  trustee. 

1163.  Intervention  by  certain  regulatory  commissions. 

1164.  Effect  of  Interstate  Commerce  Act. 

1165.  Effect  of  Federal,  State,  or  local  regulations. 

1166.  Rolling  stock  equipment. 

1167.  Collective  bargaining  agreements. 

1168.  Effect  of  rejection  of  lease  of  railroad  line. 

1169.  Abandonment  of  railroad  line. 

1170.  Priority  claims. 

1171.  Contents  of  plan. 

1172.  Confirmation  of  plan. 

5  SUBCHAPTER  I— OFFICERS  AND 

6  ADMINISTRATION 

7  §  1101.  Definitions  for  this  chapter 

g  In  this  chapter — 

9  (1)    "debtor  in  possession"  means  debtor  except 

10  when  a  person  that  lias  qualified  under  section  322  of 

11  this  title  is  serving  as  trustee  in  the  case; 

12  (2)   "substantial  consummation"  means— 

13  (A)    transfer  of  all  or  substantially  all  of  the 

14  property  proposed  by  the  plan  to  be  transferred; 

15  (B)  assumption  by  the  debtor  or  by  the  success 
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1  sor  to  the  debtor  under  the  plan  of  the  business  or 

2  of  the  management  of  all  or  substantially  all  of  the 

3  property  dealt  with  by  the  plan;  and 

4  (C)    commencement  of  distribution  under  the 

5  plan. 

6  (3)    "public  company'   shall  mean   a   debtor  who, 

7  within  twelve  months  prior  to  the  filing  of  a  petition  for 

8  relief  under  this  chapter,  had  outstanding  liabilities  of 

9  $5,000,000  or  more,  exclusive  of  liabilities  for  goods, 

10  services,    or   taxes   and   not   less   than   1,000   security 

11  holders. 

12  §1102.  Creditors'  and  equity  security  holders'  committees 

13  |L  ( a )  ( 1 )  As  soon  as  practicable  after  the  order  for  relief 
11  under  this  chapter,   the   court   shall  appoint  a  committee 

15  of  creditors  holding  unsecured  claim-. 

16  [  (2)   The  court  ma}*  appoint  additional  committees  of 

17  creditors  or  of  equity  security  holders  if  necessary  to  assure 

18  adequate  representation  of  creditors  or  of  equity  security 

19  holders. 

20  [  (b)  (1)  A  committee  of  creditors  appointed  under  sub- 

21  section    (a)    of  this  section  shall  ordinaiily  consist  of  the 

22  persons  that  hold  the  seven  largest  claims  against  the  debtor 

23  of  the  kinds  represented  on  such  committee,  or  of  the  mem- 

24  beis  of  a  committee  organized  by  creditors  beioie  the  oider 

25  for  relief  under  this  chapter,  it  such  committee  was  fairly 
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1  chosen  and  is  representative  of  the  different  kinds  of  claims 

2  to  he  represented. 

3  j[  (2)  A  committee  of  equity  security  holders  appointed 

4  under  subsection    (a)  (2)    of   this   section   shall   ordinarily 

5  consist  of  the  persons  that  hold  the  seven  largest  amounts  of 

6  equity  securities  of  the  debtor  of  the  kinds  represented  on 

7  such  committee. 

8  £  (c)   On  request  of  a  party  in  interest  and  after  notice 

9  and  a  hearing,  the  court,  may  change  the  membership  or  the 

10  size  of  a  committee  appointed  under  subsection    (a)    of  this 

11  section  if  the  membership  of  such  committee  is  not  represent- 

12  ative  of  the  different  kinds   of  claims  or  interests   to   he 

13  represented.] 

14  (a)  At  the  meeting  tinder  section,  341(a)   of  this  title 

15  the  creditors  that  would  be  able  to  vote  for  a  trustee  under 
10  section  702(a)  of  this  title  lucre  this  case  under  chapter  VII 

17  of  this  tide,  may  elect  a  committee  of  not  fewer  than  three 

18  creditors,  each  of  whom  holds  an  alloivable  unsecured  claim 

19  against  the  debtor. 

20  (b)    The  court  may  appoint  additional  com  mil  fees  of 

21  creditors  including  secured  creditors  or  of  cquifj/  security 

22  holdt  rs  as  it  may  determine. 

23  §  1103.  Powers  and  duties  of  committees 

24  (a)   At  a  schedided  meeting  of  a  committee  appointed 

25  under  section   1102  of  this  title,  at  which  a  majorit}'  of 
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2  the  members  of  such  committee  are  present,  and  subject 

2  to  the  approval  of  the  court,  such  committee  may  select  and 

3  authorize  the  employment  by  such  committee  of  one  or  more 

4  attorneys,  accountants,  or  other  agents,  to  represent  or  per- 

5  form  services  for  such  committee. 

g  (b)   A  person  employed  to  represent  a  committee  ap- 

7  pointed  under  section   1102   of  this  title  may  not,  while 

g  employed  by  such  committee,  represent  any  other  entity  in 

9  connection  with  the  case. 

10  (c)   A  committee  appointed  under  section  1102  of  this 

11  title  may — 

12  ( 1 )  consult  with  the  trustee  or  debtor  in  possession 

13  concerning  the  administration  of  the  case; 

14  (2)   investigate  the  acts,  conduct,  assets,  liabilities, 

15  and  financial  condition  of  the  debtor,  the  operation  of 

16  the  debtor's  business  and  the  desirability  of  the  con- 

17  tinuance  of  such  business,  and  any  other  matter  rele- 

18  vant  to  the  case  or  to  the  formulation  of  a  plan; 

19  ( 3 )  participate  in  the  formulation  of  a  plan,  advise 

20  those  represented  by  such  committee  of  such  committee's 

21  recommendations  as  to  any  plan  formulated,  and  collect 

22  and  file  with  the  court  acceptances  of  a  plan; 

23  (4)   determine  the  need  for  the  appointment  of  a 

24  trustee,  if  a  trustee  has  not  previously  been  appointed 

25  under  this  chapter  in  the  case;  and 
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1  (5)    perform   such   other  services   as   are   in   the 

2  interest  of  those  represented. 

3  (d)   As  soon  as  practicable  after  the  appointment  of  a 

4  committee  under  section  1102  of  this  title,  the  trustee  shall 

5  meet  with  such  committee  to  transact  such  business  as  may 
q  be  necessaiy  and  proper. 

7  §  1104.  Appointment  of  trustee  or  examiner 

8  (a)  In  the  case  of  a  public  company,  the  court,  within 

9  ten  days  after  the  entry  of  an  order  for  relief  under  this 

10  chapter,  shall  appoint  a  disinterested  trustee.  In  the  event 

11  of  a  vacancy  a  successor  shall  be  appointed  by  the  court  as 

12  soon  as  practicable.  Section  1105  shall  not  apply  to  an  ap- 

13  pointment  under  this  subsection. 

H  [  (a)  ]  (°)  In  tne  case  °f  a  nonpublic  company,  at  any 

15  time  after  the  commencement  of  the  case  but  before  confirma- 

16  tion  of  a  plan,  on  request  of  a  party  in  interest  [or  the 

17  United  States  trustee,]  and  after  notice  and  a  hearing  the 

18  court  for  cause  shown  may  order  the  election  or  if  the  credi- 

19  tors  do  not  elect  a  trustee  the  court  may  appoint  a  trustee. 

20  The  court  shall  order  the  election  or  if  the  creditors  do  not 

21  elect  appointment  of  a  trustee  [only]  if — 

22  (1)  the  protection  afforded  by  a  trustee  is  needed, 

23  and 

24  (2)   the  costs  and  expenses  of  a  trustee  would  not 
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1  be  disproportionately  greater  than  the  value  of  the  pro- 

2  teciion  afforded. 

3  The  creditor  election  permitted  by  this  subsection  shall  be 

4  in  the  manner  prescribed  by  and  subject  to  the  provisions 

5  of  sections  702(a),  702(b),  and  702(c)  of  this  title. 

6  t  (D)  J  (c)  K  the  court  does  not  order  the  appointment 

7  oi  a  trustee  under  this  section,  then  at  any  time  before  the 

8  confirmation  of  a  plan,  on  request  of  a  party  in  interest  [or 

9  the  United  States  trustee,]  after  notice  ana  a  heai  nig,  the  court 

10  for  cause  shown  may  order  the  appointment  of  an  examiner 

11  to  conduct  such  an  investigation  of  the  debtor  as  is  appro- 

12  priate,  including  an  investigation  of  any  allegations  of  fraud, 

13  dishonesty,  incompetence,  or  gross  mismanagement  of  the 

14  debtor  of  or  by  current  or  former  management  of  the  debtor. 

15  The  court  shall  order  the  appointment  of  an  examiner  if — 

16  (1)    the   protection   afforded   by   an   examiner   is 

17  needed;  and 

18  (2)   the  costs  and  expenses  of  an  examiner  would 

19  not  be  disproportionately  higher  than  the  value  of  the 

20  protection  afforded. 

21  [  (c)  ]   (d)  If  the  court  orders  the  appointment  of  a 

22  trustee  or  an  examiner,  if  a  trustee  or  an  examiner  dies  or 

23  resigns  during  the  case  or  is  removed  under  section  324  of 

24  this  title,  or  if  a  trustee  fails  to  qualify  under  section  322 

25  of  this  title,  then  the  [United  States  trustee]  court,  after 
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1  consultation  with  parlies  in  interest,  shall  appoint^,  subject  to 

2  the  court's  approval, "|  one  disinterested  person  f  other  than 

3  the  United  States  trustee  J  to  serve  as  trustee  or  examiner, 

4  as  the  case  may  he,  in  the  case. 

5  §  1X05.  Termination  of  trustee's  appointment 

6  At  any  time  before  confirmation  of  a  plan,  on  request 

7  of  a  party  in  interest  £or  the  United  States  trustee,])  and 

8  after  notice  and  a  hearing,  the  court  may  terminate  tbe 

9  trustee's  appointment  and  restore  the  debtor  to  possession 

10  and  management  of  the  property  of  the  estate,  and  operation 

11  of  the  debtor's  business. 

12  §  1106   Duties  of  trustee  and  examiner 

13  (a)  A  trustee  shall— 

14  (1)  perform  the  duties  of  a  trustee  specified  in  sec- 

15  tions  704(2),  704(4),  704(6),  704(7),  [and]  704 

16  (8),  and  704(9)  of  this  title; 

17  (2)  if  the  debtor  has  not  done  so,  file  with  the  court, 

18  within  'he  time  fixed  by  the  court,  the  list,  schedule,  and 

19  statement  required  under  section  521(1)    of  this  title; 

20  (3)  except  to  the  extent  that  the  court  orders  other- 

21  wise,  investigate  the  acts,  conduct,  assets,  liabilities,  and 

22  financial  condition  of  the  debtor,  the  operation  of  the 

23  debtor's  business  and  the  desirability  of  the  continuance 

24  of  such  business,  and  any  other  matter  relevant  to  the 

25  case  or  to  the  formulation  of  a  plan ; 
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1  (4)  as  soon  as  practicable — 

2  (A)  file  with  the  court  a  statement  of  any  in- 

3  vestigation  conducted  under  paragraph   (3)   of  this 

4  subsection,  including  any  fact  ascertained  pertaining 

5  to  fraud,  misconduct,  mismanagement,  or  irregular- 

6  ity  in  the  management  of  the  affairs  of  the  debtor, 

7  or  to  a  cause  of  action  available  to  the  estate;  and 

8  (B)  transmit  a  copy  or  a  summary  of  any  such 

9  statement  to   any   creditors'   committee   or   equity 

10  security    holders'    committee,    to    any    indenture 

11  trustee,  and  to  any  such  other  entity  as  the  court 

12  designates ; 

13  (5)  as  soon  as  practicable,  file  a  plan  under  section 

14  1121  of  this  title,  file  a  report  of  why  the  trustee  will 

15  not  file  a  plan,  or  recommend  conversion  of  the  case  to 

16  a  case  under  chapter  7  or  13  of  this  title  or  dismissal  of 

17  the  case; 

18  (6)  after  confirmation  of  a  plan,  file  such  reports  as 

19  are  necessaiy  or  as  the  court  orders. 

20  (b)    An  examiner  appointed  under  section  1104(c)   of 

21  this  title  shall  perform  the  duties  specified  in  paragraphs  (3) 

22  and    (4)    of  subsection    (a)    of  this  section,  and  any  other 

23  duties  of  the  trustee  that  the  court  orders  the  debtor  in  pos- 

24  session  not  to  perform. 
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1  §  1107.  Rights,  powers,  and  duties  of  debtor  in  possession 

2  Subject  to  any  limitations  on  a  trustee  under  this  chap- 

3  ter,  and  to  such  limitations  and  conditions  as  the  court  pre- 

4  scribes,  a  debtor  in  possession  shall  have  all  the  rights,  other 

5  than  the  right  to  compensation  under  section  330  of  this 

6  title,  and  powers,  and  shall  perform  all  the  functions  and 
rj  duties,  except  the  duties  specified  in  sections  1106(a)  (2), 
g  (3),  and  (4)  of  this  title,  of  a  trustee  serving  in  a  case 
q  under  this  chapter. 

jq  §  1108.  Authorization  to  operate  business 

■q  Unless   the    court   orders   otherwise,    the   trustee   may 

^2  operate  the  debtor's  business. 

io  §  1109.  [Intervention]  Right  to  be  heard 

14  [The  Securities  and  Exchange  Commission  or  an  in- 

15  denture  trustee  may  raise  and  may  appear  and  be  heard  on 

16  any  issue  in  a  case  under  this  chapter,  but  the  Securities  and 

17  Exchange  Commission  may  not  appeal  from  any  judgment, 

18  order,  or  decree  entered  in  the  case.] 

19  (a)  Any  creditor,  stockholder,  or  an  indenture  trustee 

20  shall  have  the  right  to  be  heard  as  a  party  in  interest  in  a 

21  case  under  this  chapter  in  person,  by  an  attorney,  or  by  a 

22  committee. 

23  (b)    The   Securities   and  Exchange    Commission    may 

24  appear  in  a  case  of  a  public  company  under  this  chapter, 
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-.  and  upon  the  filing  of  its  appearance  shall  have  the  right  to 

o  be  heard  as  a  party  in  interest  on  all  matters  in  the  case.  It 

o  may  appear  in  any  other  case  if  authorized-  or  requested  by 

4  the  court.  It  shall  have  no  right  to  appeal  from  any  judgment, 

k  order,  or  decree  in  the  case. 

q  §  1110.  Aircraft  equipment  and  vessels 
rj  (a)  The  right  of  a  secured  party  with  a  purchase-money 

g  equipment  security  interest  in,  or  of  a  lessor  or  conditional 

9  vendor  of,  whether  as  trustee  or  otherwise,  aircraft,  aircraft 

10  engines,  propellers,  appliances,  or  spare  parts,  as  defined  in 

11  section  101  of  the  Federal  Aviation  Act  of  1958  (48  U.S.C. 

12  1301),  or  vessels  of  the  United  States,  as  defined  in  Sub- 

13  section  B  (4)   of  the  Ship  Mortgage  Act,  1920   (46  U.S.C. 

14  911  (4) ),  that  are  subject  to  a  purchase-money  equipment 

15  security  interest  granted  by,  leased  to,  or  conditionally  sold 

16  to,  a  debtor  that  is  an  air  carrier  operating  under  a  certificate 

17  of  convenience  and  necessity  issued  by  the  Civil  Aeronautics 

18  Board,  or  a  water  carrier  that  holds  a  certificate  of  public 

19  convenience  and  necessity  or  permit  issued  by  the  Inter- 

20  state  Commerce  Commission,  as  the  case  may  be,  to  take 
2i  possession  of  such  equipment  in  compliance  with  the  provi- 

22  sions  of  a  purchase-money  equipment  security  agreement, 

23  lease,  or  conditional  sale  contract,  as  the  case  may  be,  is  not 

24  affected  by  section  362  or  363  of  this  title  or  by  any  power 

25  of  the  court  to  enjoin  such  taking  of  possession,  unless — 
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1  (1)   before  60  days  after  the  date  of  the  order  for 

o  relief  under  this   chapter,   the   trustee,   subject   to   the 

3  court's  approval,  agrees  to  perform  all  obligations  of  the 

4  debtor  that  become  due  on  or  after  such  date  under  such 

5  security  agreement,  least",  or  conditional  sale  contract, 
(j  as  the  case  may  be;  and 

7  (2)    any  default,  other  than  a  default  of  a  kind 

8  specified  in  section  365(b)  (2)   of  this  title,  under  such 

9  security  agreement,  lease,  or  conditional  sale  contract, 

10  as  the  case  may  be — 

11  (A)    that  occurred  before  such  date  is  cured 

12  before  the  expiration  of  such  60-day  period;  and 

13  (B)  that  occurs  after  such  date  is  cured  before 

14  the  later  of — 

15  (i)   30  days  after  the  date  of  such  default; 

16  and 

17  (ii)   the  expiration  of  such  60-day  period. 

18  (b)  The  trustee  and  the  secured  part}^,  lessor,  or  condi- 

19  tional  vendor,   as  the   case  may  be,   whose   right   to   take 

20  possession  is  protected  under  subsection    (a)    of  this  section, 
2i  may  agree,  subject  to  the  court's  approval,  to  extend  the 

22  60-day  period  specified  in  subsection  (a)  (1)  of  this  section. 

23  §  1111.  Effect  of  schedule  of  claims  and  interests 

24  A  proof  of  claim  or  interest  i-  deemed  filed  under  sec- 
05  tion  501  of  this  title  for  any  claim  or  interest  that  appears 
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1  in  the  schedules  filed  under  section  521(1)    or   1106(a) 

2  (2)  of  this  title,  except  a  claim  or  interest  that  is  scheduled 

3  as  disputed,  contingent,  or  unliquidated. 

4  §  1112.  Conversion  or  dismissal 

5  (a)  The  debtor  may  convert  a  case  under  this  chapter 

6  to  a  case  under  chapter  7  of  this  title  unless — 

7  (1)  the  debtor  is  not  a  debtor  in  possession; 

S  (2)  the  case  is  an  involuntary  case  originally  com- 

9  menced  under  this  chapter;  or 

10  (3)    the  case  was  converted  to  a  case  under  this 

11  chapter  on  [other  than  the  debtor's  request]  the  request 

12  of  (mother  party  in  interest. 

13  (b)   Except  as  provided  in  subsection   (c)    of  this  sec- 

14  tion,  [on  request  of  a  party  in  interest,  and  after  notice  and 

15  a  hearing,]'  the  court  may  at  any  time,  on  its  own  motion 

16  or  on  the  motion  of  any  party  in  interest,  convert  a  case 

17  under  this  chapter  to  a  case  under  chapter  7  of  this  title 

18  or  may  dismiss  a  case  under  this  chapter,  whichever  is  in 
19-  the  best  interest  of  creditors  and  the  estate,  [only]  for  cause, 

20  including — 

21  (1)  continuing  loss  to  or  diminution  of  the  estate 

22  of  an  insolvent  debtor; 

23  (2)  absence  of  a  reasonable  likelihood  of  rehabili- 

24  tation; 
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1  [(1)3   (3)  inability  [to  effectuate  a  plan]  of  a 

2  plan  to  be  effectuated; 

3  C(2)]  (4)  unreasonable  delay  by  the  debtor  that 

4  is  prejudicial  to  creditors; 

5  [(3)1   (5)  failure  to  propose  a  plan  within  the 
G  times  fixed  under  section  1121  of  this  title; 

7  [(4)  J    (6)   denial  of  confirmation  of  every  pro- 

8  posed  plan  and  denial  of  additional  time  for  riling  an* 

9  other  plan  or  a  modification  of  a  plan; 

10  [  (5)]  (7)  revocation  of  an  order  of  confirmation 

11  under  section  1144  of  this  title,  and  denial  of  confirms- 

12  tion  of  a  modified  plan  under  section  £1129]  1130  of 

13  this  title; 

14  [(6)]   (8)  inability  to  effectuate  substantial  con- 

15  summation  of  a  confirmed  plan ; 

1G  [  (7)  ]  (9)  material  default  by  the  debtor  with  re- 

17  spect  to  a  confirmed  plan ;  or 

18  [  (8)  ]  (10)  termination  of  a  plan  by  reason  of  the 

19  occurrence  of  a  condition  specified  in  the  plan. 

20  (c)  The  court  may  not  convert  a  case  under  this  chap- 

21  ter  to  a  case  under  [chapter]  Chapter  7  of  this  title  if  the 

22  debtor  is  a  farmer  or  a  corporation  that  is  not  a  moneyed, 

23  business,  or  commercial  corporation,  [unless  the  debtor  re- 

24  quests  such  conversion]  and  does  not  consent. 
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2  (d)   The  court  may  convert  a  case  under  this  chapter 

2  to  a  case  under  Chapter  13  of  this  title  only  if — 

3  ( 1 )  the  debtor  consents ;  and 

4  (2)    the   debtor  has   not   been   discharged   under 

5  section  1141  (d)  of  this  title. 

6  (e)  Notwithstanding  any  other  provision  of  this  section, 

7  a  case  may  not  be  converted  to  a  case  under  another  chapter 

8  of  this  title  unless  the  debtor  may  proceed  under  such  chapter. 

9  SUBCHAPTEH  II— THE  PLAN 

10  §  1121.  Who  may  file  a  plan 

11  (a)    The  debtor  may  file  a  plan  with  a  petition  com- 

12  mencing  a  voluntary  case,  or  at  any  time  in  a  voluntary 

13  case  or  an  involuntary  case. 

1-1  (b)   Except  as  otherwise  provided  in  this  section,  only 

15  the  debtor  may  file  a  plan  until  after  120  days  after  the 

'">  date  of  the  order  for  relief  under  this  chapter. 

17  (c)    Any  party  in  interest,  including  the  debtor,   the 

18  trustee,  a  creditors'  committee,  an  equity  security  holders' 

19  committee,   a  creditor,  an  equity   security  holder,   or  any 

20  indenture  trustee,  may  file  a  plan  if — 

21  (1)    a   trustee    has    been    appointed    under    [this 

22  chapter]  section  1104  of  this  title; 

23  (2)  the  debtor  has  not  filed  a  plan  before  120  days 

24  alter  the  date  of  the  order  for  relief  under  this  chapter; 

25  or 
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2  (3)  the  debtor  has  [not]  filed  a  plan  that  has  not 

2  been  accepted  [before]  ISO  days  after  the  date  of  the 

3  order  for  relief  under  this  chapter,   by  each  class  the 

4  claims  or  interests  of  which  arc  'unpaired  under  the  plan. 

5  (d)  On  request  of  a  party  in  interest  and  after  notice  and 
(j  a  hearing,  the  court  may  for  cause  reduce  or  increase  the  120- 
7  day  period  or  the  180-day  period  referred  to  in  this  section, 
g  §  1122.  Classification  of  claims  or  interests 

9  (a)  Except  as  provided  in  subsection  (b)  of  this  section, 

10  a  plan  may  place  a  claim  or  an  interest  in  a  particular  class 

11  only  if  such  claim  or  interest  is  substantially  similar  to  the 

12  other  claims  or  interests  of  such  class. 

13  (b)    A  plan  may  designate  a  separate  class  of  claims 

14  consisting  only  of  every  unsecured  claim  that  is  less  than  or 

15  reduced  to  an  amount  that  the  court  approves  as  reasonable 

16  and  necessary  for  administrative  convenience 

17  §1123.  Contents  of  plan 

18  (a)  A  plan  shall — 

19  (1)  designate,  subject  to  section  1122  of  this  title, 

20  classes  of  claims  other  than  claims  of  the  kind  specified 
2i  in  section  507  of  this  title,  and  classes  of  interests: 

22  (2)  specify  by  class  the  claims  or  interests  that  are 

23  unimpaired  under  the  plan : 

24  (3)   provide  the  same  treatment  for  each  claim  or 

25  interest  of  a  particular  class,  unless  the  holder  of  a  par- 
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1  ticular  claim  or  interest  agrees  to  a  different  treatment  of 

2  such  claim  or  interest ; 

3  (4)  provide  adequate  means  for  the  plan's  execu- 

4  tion,  such  as — 

5  (A)  retention  by  the  debtor  of  all  or  any  part 

6  of  the  property  of  the  estate ; 

7  (B)  transfer  of  all  or  any  part  of  the  property 

8  of  the  estate  to  one  or  more  entities,  whether  orga- 

9  nized  before  or  after  the  confirmation  of  such  plan; 

10  (C)  merger  or  consolidation  of  the  debtor  with 

11  one  or  more  persons ; 

12  (D)   sale  of  all  or  any  part  of  the  property  of 

13  the  estate,  either  subject  to  or  free  of  any  lien,  at 

14  not  less  than  a  fair  upset  price,  or  the  distribution 

15  of  all  or  any  part  of  the  property  of  the  estate 
1(3  among  those  having  an  interest  in  such  property 

17  of  the  estate; 

18  (E)    satisfaction  or  modification  of  any  lien; 

19  (F)  cancellation  or  modification  of  any  inden- 

20  ture  or  similar  instrument ; 

21  (G)  curing  or  waiving  any  default; 

22  (H)  extension  of  a  maturity  date  or  a  change 

23  in  an  interest  rate  or  other  term  of  outstanding 

24  securities ; 

25  (I)    amendment  of  the  debtor's  charter;  or 
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1  (J)    issuance   of  securities   of   the   debtor,   or 

2  of  any  entity  referred  to  in  subparagraph    (B)    or 

3  (C)    of  this  paragraph,  for  cash,  or  property,  for 

4  existing  securities,  or  in  exchange  for  claims  or  in- 
.")  terests,  or  for  any  other  appropriate  purpose; 

(?  (5)   provide  for  the  inclusion  in  the  charter  of  the 

7  debtor,  if  the  debtor  is  a  corporation,  or  of  any  corpo- 

8  ration  referred  to  in  paragraph    (4)     (B)    or    (C)    of 

9  this  subsection,  of  a  provision  prohibiting  the  issuance 

10  of  nonvoting  equity  securities,  and  providing,  as  to  the 

11  several  classes  of  securities  possessing  voting  power,  an 

12  appropriate    distribution    of   such    power    among    such 

13  classes,  including,  in  the  case  of  any  class  of  equity 

14  securities  having  a  preference   over   another   class   of 

15  equity  securities  with  respect   to   dividends,   adequate 

16  provisions  for  the  election  of  directors  representing  such 

17  preferred  class  in  the  event  of  default  in  the  payment 

18  of  such  dividends ;  and 

19  (6)  contain  only  provisions  that  are  consistent  with 

20  the  interests  of  creditors  and  equity  security  holders 

21  and  with  public  policy  with  respect  to  the  manner  of 

22  selection  of  any  officer,  director,  or  trustee  under  the 

23  plan  and  any   successor  to   such   officer,    director,    or 

24  trustee. 
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2  (b)    Subject  to  subsection    (a)    of  this  section,  a  plan 

2  may- 

3  (1)    impair   or   leave    unimpaired   any    claim   or 

4  interest; 

g  (2)   provide  for  the  assumption  or  rejection  of  any 

q  executory  contract  or  unexpired  lease  of  the  debtor  not 

7  previously  rejected  under  section  3(55  of  this  title ; 

g  (3)  provide  for — 

9  (A)  the  settlement  or  adjustment  of  any  claim 

20  or  interest  belonging  to  the  debtor  or  to  the  estate; 

11  or 

12  (B)     the    retention   and   enforcement  by    the 

13  debtor,  by  the  trustee,  or  by  a  representative  of  the 

14  estate   appointed   for   such    purpose,   of   any   such 

15  claim  or  interest ; 

16  (4)    provide  for  the  sale  of  all  or  substantially  all 

17  of  the  property  of  the  estate,  and  the  distribution  of  the 

18  proceeds  of  such  sale  among  holders;  of  claims  or  inter- 

19  ests;  and 

20  (5)    include  any  other  appropriate  provision  not 

21  inconsistent  with  the  applicable  provisions  of  this  title. 

22  (c)  In  a  case  concerning  an  individual,  a  plan  proposed 

23  by  an  entity  other  than  the  debtor  may  not  provide  for  the 

24  use,  sale,  or  lease  of  property  exempted  under  section  522 
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1  of  this  title,  unless  the  debtor  consents  to  Mich  use,  sale,  or 

2  lease. 

3  §  1124.  Impairment  of  claims  or  interests 

4  A  claim  or  interest  is  unimpaired  under  a  plan  if  such 

5  plan— 

6  (1)  leaves  unaltered  the  legal,  equitable,  and  con- 

7  tractual  rights  to  which  such  claim  or  interest  entitles 

8  the  holder  of  such  claim  or  interest; 

0  (2)    notwithstanding  any  contractual  provision  or 

10  applicable  law  that  entitles  the  holder  of  such  claim  or 

11  interest  to  demand  or  receive  accelerated  payment  of 
42  such  claim  or  interest  after  the  occurrence  of  a  default, 

13  and  unless  such  holder  has  reasonably  relied,   to   the 

14  detriment  of  such  holder,  on  such  contractual  provision 

15  or  such  applicable  law — 

16  (A)    cures  any  such  default,  other  than  a  de- 
1'  fault  of  the  kind  specified  in  section  365(b)  (2)   of 

18  this  title,   that  occurred  before  or  after  the  com- 

19  mencement  of  the  case  under  this  title ; 

20  (B)    reinstates  the  maturity  of  such  claim  or 

21  interest  as  such  maturity  existed  before  such  de- 

22  fault;  and 

23  (C)   does  not  otherwise  alter  the  legal,  equita- 

24  ]jle?  or  contractual  rights  to  which  sucli  claim  or 
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1  interest  entitles  the  holder  of  such  claim  or  interest; 

2  or 

3  (3)    provides   that   the   holder   of  such   claim   or 

4  interest  shall  receive,  on  account  of  such  claim  or  inter- 

5  est,  cash  payments  in  an  amount,  or  property,  other 

6  than  a  security  of  the  debtor,  an  affiliate  participating 

7  in  a  joint  plan  with  the  debtor,  or  a  successor  to  the 

8  debtor  under  the  plan,  of  a  value,  as  of  the  effective 

9  date  of  the  plan,  equal  to — 

10  (A)    with   respect    to   a   claim,    the    allowed 

11  ^  amount  of  such  claim ;  or 

12  (B)    with  respect  to  an  interest,  the  greatest 

13  of— 

14  (i)    any    fixed   liquidation    preference    to 

15  which  the  terms  of  any  equity  security  repre- 

16  senting  such  interest  entitle  the  holder  of  such 

17  interest ; 

18  (ii)    any  fixed  price  at  which  the  debtor, 

19  under  the  terms  of  such  equity  security,  may 

20  redeem  such  equity  security  from  such  holder; 

21  and 

22  (in)   the  value  of  such  holder's  interest  in 

23  the  debtor. 

24  §  1125.  Postpetition  disclosure  and  solicitation 

25  (a)  In  this  section — 
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1  (1)    "adequate  information"  means  information  of 

2  a  kind,  and  in  sufficient  detail,  as  far  as  is  reasonably 

3  practicable  in  light  of  the  nature  and  history  of  the 

4  debtor  and   the   condition   of  the   debtor's   books   and 

5  records,   that  would  enable  a  hypothetical   reasonable 

6  investor  typical  of  holders  of  claims  or  interests  of  the 

7  relevant  class  to  make  an  informed  judgment  about  the 

8  plan;  and 

9  (2)   "investor  typical  of  holders  of  claims  or  inter- 

10  ests   of  the   relevant   class"   means   investor  having — 

11  (A)    a  claim  or  interest  of  the  relevant  class; 

12  (B)   such  a  relationship  with  the  debtor  as  the 

13  holders  of  other  claims  or  interests  of  such  class 

14  generally  have;  and 

15  (C)    such  ability  to  obtain  such  information 

16  from  sources  other  than  the  disclosure  required  by 

17  this  section  as  holders  of  claims  or  interests  in  such 

18  class  generally  have. 

19  (b)    An  acceptance  or  rejection  of  a  plan  may  not  be 

20  solicited  after  the  commencement  of  the  case  under  this 

21  title  from  a  holder  of  a  claim  or  interest  with  respect  to 

22  such  claim  or  interest,  unless,  at  the  time  of  or  before  such 

23  solicitation,  there  is  transmitted  to  such  holder  the  plan  or 

24  a  summary  of  the  plan,  and  a  written  disclosure  statement 

25  approved,  after  notice  and  a  hearing,  by  the  court  as  con- 
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1  taming   adequate   information.   The   court  may   approve   a 

2  disclosure  statement  without  a  valuation  of  the  debtor  or  an 

3  appraisal  of  the  debtor's  assets. 

4  (c)  The  same  disclosure  statement  shall  be  transmitted 

5  to  each  holder  of  a  claim  or  interest  of  a  particular  class, 
q  but  there  may  be  transmitted  different  disclosure  statements, 
7  differing  in  amount,  detail,  or  kind  of  information,  as  bc- 
$  tween  classes. 

9  (d)    Whether  a  disclosure  statement  contains  adequate 

10  information  is  not  governed  by  any  otherwise  applicable 

11  nonbankruptcy  law,  rule,  or  regulation,  but  an  agency  or 

12  official  whose  duty  is  to  administer  or  enforce  such  a  law, 

13  rule,  or  regulation  may  be  heard  on  the  issue  of  whether  a 

14  disclosure  statement  contains  adequate  information.  Such  an 

15  agency  or  official  may  not  appeal  from  an  order  approving 
1(5  a  disclosure  statement. 

17  (e)   A  person  that  solicits,  in  good  faith  and  in  compli- 

18  ance  with  the  applicable  provisions  of  this  title,  or  that  par- 

19  ticipatcs,  in  good  faith  and  in  compliance  with  the  appli- 

20  cable  provisions  of  this  title,  in  the  offer,  issuance,  sale,  or 
2i  purchase  of  a  security,  offered  or  sold  under  the  plan,  of 

22  the  debtor,  of  an  affiliate  participating  in  a  joint  plan  with 

23  the  debtor,  or  of  a  newly  organized  successor  to  the  debtor 

24  under  the  plan,  is  not  liable,  on  account  of  such  solicitation 

25  or  participation,  for  violation  of  any  applicable  law,  rule,  or 
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-,  regulation  governing  the  offer,  issuance,  sale,  or  purchase 

9  of  securities. 

3  (f)   In  case  of  a  public  company,   no  solicitations  of 

4  acceptances  are  permitted  unless  authorized  bg  the  conn  upon 
-  or  after  approval  of  the  plan  pursuant  to  section  1128 
q  (c).  In  addition  to  the  documents  specified  in  subsection  (b), 
7  a  solicitation  under  this  subsection  shall  include  the  opinion 
g  and  order  of  the  court  approving  the  plan  and,  if  filed,  the 
c)  advisory  report  of  the  Securities  and  Exchange  Commission 

10  or  a  summary  thereof  prepared  by  the  <  'ommission. 

]i  §1126.  Acceptance  of  plan 

12  (a)    The  holder  of  a  claim  or  interest  allowed  under 

13  section  502  of  this  title  may  accept  or  reject  a  plan.  If  the 

14  United  States  is  a  creditor  or  equity  security  holder,  the  Sec- 

15  retary  of  the  Treasury  may  accept  or  reject  the  plan  on  be- 

16  half  of  the  United  States. 

17  (b)  For  the  purposes  of  subsections  (c)  and  (d)  of  this 

18  section,  a  holder  of  a  claim  or  interest  that  has  accepted  or 

19  rejected  the  plan  before  the  commencement  of  the  case  under 

20  this  title  is  deemed  to  have  accepted  or  rejected  such  plan,  as 

21  the  case  may  be,  if — 

22  (1)   the  solicitation  of  such  acceptance  or  rejection 

23  was  in  compliance  with  any  applicable  nonbankraptcy 

24  law,  rule,  or  regulation  governing  the  adequacy  of  dis- 

25  closure  in  connection  with  such  solicitation;  or 
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1  ( 2 )  if  there  is  not  any  such  law,  rule,  or  regulation, 

2  such  acceptance  or  rejection  was  solicited  after  disclosure 

3  to  such  holder  of  adequate  information,  as  defined  in 

4  section  1125(a)  (1)    of  this  title; 

5  (3)  subsection  (b)  should  not  apply  in  case  of  a 

6  public  company. 

7  (c)   A  class  of  claims  has  accepted  a  plan  if  such  plan 

8  has  been  accepted  by  creditors,  other  than  any  entity  desig- 

9  nated  under  subsection   (e)   or   (f)   of  this  section,  that  hold 

10  at  least  two-thirds  in  amount  and  more  than  one-half  in  num- 

11  ber  of  the  allowed  claims  of  such  class  held  by  creditors,  other 

12  than  any  entity  designated  under  subsection   (e)   or,    (f)    of 

13  this  section,  that  have  accepted  or  rejected  such  plan. 

14  (d)    A  class  of  interests  has  accepted  a  plan  if  such 

15  plan  has  been  accepted  by  holders  of  such  interests,  other 

16  than  any  entity  designated  under  subsection    (e)    or    (f)    of 

17  this  section,  that  hold  at  least  two-thirds  in  amount  of  the 

18  allowed  interests  of  such  class  held  by  holders  of  such  inter- 

19  ests,  other  than  any  entity  designated  under  subsection   (e) 

20  or   (f)   of  this  section,  that  have  accepted  or  rejected  such 

21  plan. 

22  (e)   On  request  of  a  party  in  interest,  and  after  notice 

23  and  a  hearing,  the  court  may  designate  for  any  class  of  claims 

24  or  interests  any  entity  that  has,  with  respect  to  such  class,  a 

25  conflict  of  interest  that  is  of  such  nature  as  would  justify 
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1  exclusion  of  such  entity's  claim  or  interest  from  the  amounts 

2  and  number  specified  in  subsections    (c)    and    (d)    of  this 

3  section. 

4  (f)   On  request  of  a  party  in  interest,  and  after  notice 

5  and  a  hearing,  the  court  may  designate  any  entity  whose 

6  acceptance  or  rejection  of  such  plan  was  not  in  good  faith, 

7  or  was  not  solicited  or  procured  in  good  faith  or  in  accordance 

8  with  the  provisions  of  this  title. 

9  (g)  Notwithstanding  any  other  provision  of  this  section, 

10  a  class  is  deemed  to  have  rejected  a  plan  if  such  plan  provides 

11  that  the  claims  or  interests  of  such  class  do  not  entitle  the 

12  holders  of  such  claims  or  interests  to  payment  or  compensa- 

13  tion  under  the  plan  on  account  of  such  claims  or  interests. 

14  §  1127.  Modification  of  plan 

15  (a)   The  proponent  of  a  plan  may  modify  such  plan  at 

16  any  time  before  confirmation,  but  may  not  modify  such  plan 

17  so  that  such  plan  as  modified  fails  to  meet  the  requirements 

18  of  sections  1122  and  1123  of  this  title.  After  the  proponent 

19  files  a  modification  with  the  court,  the  plan  as  modified  be- 

20  comes  the  plan. 

21  (b)  The  proponent  of  a  plan  or  the  reorganized  debtor 

22  may  modify  such  plan  at  any  time  after  confirmation  of  such 

23  plan  and  before  substantial  consummation  of  such  plan,  but 

24  may  not  modify  such  plan  so  that  such  plan  as  modified  fails 
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1  to  meet  the  requirements  of  sections  1122  and  1123  of  this 

2  title.  Such  plan  as  modified  under  this  subsection  becomes  the 

3  plan  only  if  the  court  confirms  such  plan,  as  modified,  under 

4  section  [1129}  1130  of  this  title,  and  circumstances  warrant 

5  such  modification. 

6  (c)   The  proponent  of  a  modification  shall  comply  with 

7  section  1 125  of  this  title  with  respect  to  the  plan  as  modified. 

8  (d)  Any  holder  of  a  claim  or  interest  that  has  accepted 

9  or  rejected  a  plan  is  deemed  to  have  accepted  or  rejected, 

10  as  the  case  may  be,  such  plan  as  modified  unless,  within  the 

11  time  fixed  by  the  court,  such  holder  changes  such  holder's 

12  previous  acceptance  or  rejection. 

13  §  1128.  Hearing  and  approval  of  plan  for  a  public  company 

14  (a)  The  court,  after  notice,  shall  hold  a  hearing  on  the 

15  trustee's  plan  or  plans  filed  by  any  party  in  interest  in  case  of 

16  a  public  company. 

17  (b)  Prior  to  approval,  the  court  shall  refer  any  plan  or 

18  plans  worthy  of  consideration  to  the  Securities  and  Exchange 

19  Commission    for    examination    and    report    within    a    time 

20  specified. 

21  (c)   When  the  report  is  filed  or  upon  the  expiration  of 

22  the  time  specified,  or  if  informed  by  the  Commission  that  no 

23  report  will  be  filed,  the  court  shall,  after  a  hearing,  approve 

24  a  plan  or  plans  that  it  finds  fair  and  equitable  and  oth'erivise 

25  in  compliance  with  the  provisions  of  this  chapter. 


229 


227 

1  (d)  This  section  shall  not  apply  to  a  debtor  that  is  not  a 

2  public  company. 

3  (e)  An  order  approving  a  plan  shall  not  be  appealable. 

4  §  [1128]  1129.  Confirmation  hearing 

5  (a)    The  court,  after  notice,  shall  hold  a  hearing  on 

6  confirmation  of  a  plan. 

7  (b)  A  party  in  interest  may  object  to  confirmation  of 

8  the  plan. 

9  §  [1129]  1130.  Confirmation  of  plan 

10  (a)    The  court  shall  confirm  a  plan  only  if  all  of  the 

11  following  requirements  are  met : 

12  (1)   The  plan  complies  with  the  applicable  provi- 

13  sions  of  this  chapter. 

14  (2)   The  proponent  of  the  plan  complies  with  the 

15  applicable  provisions  of  this  chapter. 

16  (3)    The  proponent  of  the  plan  has  proposed  the 
1?  plan  in  good  faith,  and  not  by  any  means  forbidden  by 

18  law. 

19  (4)  (A)   An}r  payment  made  or  promised  by  the 

20  proponent,  by  the  debtor,  or  by  a  person  issuing  securi- 

21  ties  or  acquiring  property  under  the  plan,  for  services 

22  or  for  costs  and  expenses  in,  or  in  connection  with,  the 

23  case,  or  in  connection  with  the  plan  and  incident  to  the 

24  case,  has  been  disclosed  to  the  court;  and 
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1  (B)  (i)   any  such  payment  made  before  confirma- 

?  tion  of  the  plan  is  reasonable ;  or 

3  (ii)  if  such  payment  is  to  be  fixed  after  confirma- 

4  tion  of  the  plan,  such  payment  is  subject  to  the  approval 

5  of  the  court  as  reasonable. 

6  (5)  (A)  (i)    The  proponent  of  the  plan  has  dis- 

7  closed  the  identity  and  affiliations  of  any  individual  pro- 

8  posed  to  serve,  after  confirmation  of  the  plan,  as  a  direc- 

9  tor,  officer,  or  voting  trustee  of  the  debtor,  an  affiliate 

10  of  the  debtor  participating  in  a  joint  plan,  or  a  successor 

11  to  the  debtor  under  the  plan ;  and 

12  (ii)    the  appointment  to,  or  continuance  in,  such 

13  office  of  such  individual  is  consistent  with  the  interests 

14  of  creditors  and  equity  security  holders  and  with  public 

15  policy. 

16  (B)    The  proponent  of  the  plan  has  disclosed  the 

17  identity  of  any  insider  that  will  be  employed  or  retained 

18  by  the  reorganized  debtor,  and  the  nature  of  any  com- 

19  pensation  for  such  insider. 

20  (G)   Any  regulatory  commission  with  jurisdiction, 

21  after  confirmation  of  the  plan,  over  the  rates  of  the 

22  debtor  has  approved  any  rate  change  provided  for  in 

23  the  plan,  or  such  rate  change  is  expressly  conditioned  on 

24  such  approval. 

25  (7)  In  case  of  a  public  company  the  court  finds  the 
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2  plan  fair  and  equitable  and  the  plan  has  been  accepted  in 

2  accordance  with  paragraph  (8). 

3  C  CO  ]  (8)  With  respect  to  each  class,  each  holder 

4  of  a  claim  or  interest  of  such  class — 

g  (A)  has  accepted  the  plan;  or 

g  (B)    will  receive  or  retain  under  the  plan  on 

7  account  of  such  claim  or  interest  property  of  a  value, 

g  as  of  the  effective  date  of  the  plan,  that  is  not  less 

g  than  the  amount  that  such  holder  would  so  receive 

20  or  retain  if  the  debtor  were  liquidated  under  chapter 

-q  7  of  this  title  on  such  date,  except  that  this  subpara- 

22  graph  shall  not  apply  in  case  of  a  public  company. 

23  £  (10)  ]  (9)  With  respect  to  each  class—* 

24  (A)  such  class  has  accepted  the  plan;  or 

25  (B)    the  claims  or  interests  of  such  class  are 

26  unimpaired  under  the  plan. 

27  \_{$)~\  (10)  The  plan  provides  that  each  holder  of 

28  a  claim  of  a  kind  specified  in  section  507  of  this  title  will 

29  receive,  on  account  of  such  claim,  property,  other  than  a 
20  security  of  the  debtor,  an  affiliate  participating  in  a  joint 
22  plan  with  the  debtor,  or  a  successor  to  the  debtor  under 

22  the  plan,  of  a  value,  as  of  the  effective  date  of  the  plan, 

23  equal  to  the  allowed  amount  of  such  claim,  except  to  the 

24  extent  that  the  holder  of  a  particular  claim  of  such  kind 

25  has  agreed  to  a  different  settlement  of  such  claim. 
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1  [  (10)  ]  (i-U  Confirmation  of  the  plan  is  not  likely 

2  to  be  followed  by  the  liquidation,  or  the  need  for  further 

3  financial  reorganization,  of  the  debtor  or  any  successor 

4  to  the  debtor  under  the  plan,  unless  such  liquidation  or 

5  reorganization  is  proposed  in  the  plan. 

6  (b)  If  all  the  applicable  requirements  of  subsection,  (a) 

7  of  this  section  other  than  paragraph  (9)  of  subsection  (a) 

8  are  met  with  respect  to  a  plan,  the  court  may  confirm  such 

9  plan  if  in  case  of  a  public  company  the  plan  or  order  of  con- 

10  firmation  provides  adequate  protection  for  the  realization  of 

11  their  claims  or  interests. 

12  L(^)1  (c)  IR  tile  case  °f  anU  other  company  [Notwith- 

13  standing  section  510(a)  (1)    of  this  title,]  if  all  [of]  the 

14  applicable  requirements  of  subsection    (a)    of  this   section 

15  other  than  paragraph  [  (8)  ]  (0)  of  subsection  (a)  are  met 

16  with  respect  to  a  plan,  the  court  [,  on  request  of  the  pro- 

17  ponent  of  such  plan  shall]  may  confirm  such  plan  [notwith- 

18  standing  the  requirements  of  such  paragraph]  if — 

19  (1)   with  respect  to  each  class  of  secured  claims — 

20  (A)   each  holder  of  a  claim  of  such  class  will 
2i  not  receive  or  retain  under  the  plan  on  account  of 

22  such  claim  property  of  a  value,  as  of  the  effective 

23  date  of  the  plan,  greater  than  the  allowed  amount 

24  of  such  claim;  and 

25  (B)  (i)    such  class  has  accepted  the  plan; 
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1  (ii)  the  claims  of  such  class  arc  unimpaired;  or 

2  (iii)    each  holder  of  a  claim  of  such  class  will 

3  receive  or  retain  under  the  plan  on  account  of  such 

4  claim  property  of  a  value,  as  of  the  effective  date  of 

5  the  plan,  equal  to  the  allowed  amount  of  such  claim, 

6  unless  such  holder  has  agreed  to  a  different  treat- 

7  ment  of  such  claim ; 

8  ( 2 )  with  respect  to  each  class  of  unsecured  claims — 

9  (A)    each  holder  of  a  claim  of  such  class  will 

10  not  receive  or  retain  under  the  plan  on  account  of 

11  such  claim  property  of  a  value,  as  of  the  effective 

12  date  of  the  plan,  greater  than  the  allowed  amount  of 

13  such  claim ;  and 

11  (B)  (i)   such  class  has  accepted  the  plan; 

15  (ii)    the  claims  of  such  class  are  unimpaired; 

16  (iii)   each  holder  of  a  claim  of  such  class  will 

17  receive  or  retain  under  the  plan  on  account  of  such 

18  claim  property  of  a  value,  as  of  the  effective  date  of 

19  the  plan,  equal  to  the  allowed  amount  of  such  claim, 

20  unless  such  holder  has  agreed  to  a  different  treat- 

21  ment  of  such  claim ;  or 

22  (iv)    the  plan  does  not  discriminate  unfairly 

23  against  such  class,   and  the  holders  of  claims  or 

24  interests  of  any  class  of  claims  or  interests,  as  the 

25  case  may  he,  that  is  junior  to  such  class  will  not 
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1  receive  or  retain  under  the  plan  on  account  of  such 

2  junior  claims  or  interests  any  property;  and 

3  (3)  with  respect  to  each  class  of  equity  securities — 

4  (A)    if,  under  the   terms  of  such  equity  se- 

5  curities,  the  holders  of  the  interests  of  such  class 

6  are  entitled  to  a  fixed  liquidation  preference,  or  the 

7  debtor  may  redeem  such  equity  securities  at  a  fixed 

8  price,   then  each  such  holder  will  not  receive  or 

9  retain  under  the  plan  on  account  of  such  interest 

10  property  of  a  value,  as  of  the  effective  date  of  the 

11  plan,  greater  than  the  greater  of — 

12  (i)    the  amount   of  any   such  liquidation 

13  preference ;  and 

H  (ii)    the  amount  of  any  such  fixed  price; 

15  and 

16  (B)  (i)   such  class  has  accepted  the  plan; 

IT  (ii)   the  interests  of  such  class  are  tinimpaired; 

18  (iii)   if,  under  the  terms  of  such  equity  securi- 

19  ties,  the  holders  of  such  interests  are  entitled  to  a 

20  fixed  liquidation  preference,  or  the  debtor  may  re- 

21  deem  such  equity  securities  at  a  fixed  price,  then 

22  each  such  holder  will  receive  or  retain  under  the 

23  plan  on  account  of  such  interest  property  of  a  value, 

24  as  of  the  effective  date  of  the  plan,  equal  to  the 
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1  greater    of   the    amount    of   any    such    liquidation 

2  preference  and  the  amount  of  any  such  fixed  price; 

3  (iv)  the  holders  of  any  interests  that  are  junior 

4  to  the  interests  of  such  class  will  not  receive  or 

5  retain  under  the  plan  on  account  of  such  junior 

6  interests  any  property;  or 

7  (v)    there  are  not  any  interests  junior  to  the 

8  interests  of  such  class. 

9  [  (c)  ]    (d)   Notwithstanding  subsections    (a) ,   [and] 

10  (b) ,  and  (c)  of  this  section  and  except  as  provided  in  sec- 

11  tion  1127  (b)   of  this  title,  the  court  may  confirm  only  one 

12  plan,  unless  the  order  of  confirmation  in  the  case  has  been 

13  revoked  under  section  1144  of  this  title.  If  the  requirements 

14  of  subsections    (a)    and    (b)    of  this  section  are  met  with 

15  respect  to  more  than  one  plan,  the  court  shall  consider  the 

16  preferences  of  creditors  and  equity  security  holders  in  deter- 

17  mining  which  plan  to  confirm. 

^  [  (d)  3    (e)    Notwithstanding  any   other   provision   of 

19  this  chapter,  the  court  [may  not  confirm  a  plan  if  the  prin- 

20  cipal  purpose  of  the  plan  is  the  avoidance  of  taxes  or  the 

21  avoidance  of  section  5  of  the  Securities  Act  of  1933    (15 

22  U.S.C.  77e)  ]  shall  not  confirm  a  plan  which  provides  for 

23  payment  of  a  tax  claim  of  the  United  States  in  property  other 

24  than  cash  or  over  a  period  which  ends  more  than  60  days 
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-.  after  confirmation  of  such  plan,  unless  the  Secretary  of  the 

2  Treasury  agrees  to  the  terms  of  payment. 

3  SUBCHAPTEK  III— POSTCOXFIliMATION 

4  MATTEBS 
k  §  1141.  Effect  of  confirmation 

g  (a)  Except  as  provided  in  subsections  (d)  (2)  and  (d) 

7  (3)  of  this  section,  the  provisions  of  a  confirmed  plan  bind 

g  the  debtor,  any  entity  issuing  securities  under  the  plan,  any 

9  entity  acquiring  property  under  the  plan,  and  any  creditor, 

10  equity  security  holder,   or  general  partner  in  the   debtor, 

H  whether  or  not  the  claim  or  interest  of  such  creditor,  equity 

12  security  holder,  or  general  partner  is  impaired  under  the 

13  plan   and   whether   or  not   such   creditor,    equity   security 

14  holder,  or  general  partner  has  accepted  the  plan. 

15  (1))   Except  as  otherwise  provided  in  the  plan  or  the 

16  order  confirming  the  plan,  the  confirmation  of  a  plan  vests 

17  all  of  the  property  of  the  estate  hi  the  debtor. 

18  (c)    After  confirmation  of  a  plan,  the  property  dealt 

19  with  by  the  plan  is  free  and  clear  of  all  claims  and  interests 

20  of  creditors,  of  equity  security  holders,  and  of  general  part- 

21  ners  in  the  debtor,  except  as  otherwise  provided  in  the  plan 

22  or  in  the  order  confirming  the  plan. 

23  (d)(1)    Except  as  otherwise  provided  in  this  subsec- 

24  tion,  in  the  plan,  or  in  the  order  confirming  the  plan,  the 

25  confirmation  of  a  plan — 
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1  (A)  discharges  the  debtor  from  any  debt  that  arose 

2  before  the  date  of  the  order  for  relief  under  this  chapter, 

3  whether  or  not — 

4  (i)  a  proof  of  the  claim  based  on  such  debt  is 

5  filed  or  deemed  filed  under  section  501  of  this  title; 

6  or  :     ;. 

7  (ii)    such  claim  is  allowed  under  section  502 

8  of  this  title ;  and 

9  (B)    terminates  all  rights  and  interests  of  equity 

10  security  holders  and  general  partners  provided  for  by 

11  the  plan. 

12  (2)   The  confirmation  of  a  plan  does  not  discharge  an 

13  individual  debtor  from  any  debt  excepted  from  discharge 

14  under  section  523  of  this  title. 

15  (3)    The  confirmation  of  a  plan  does  not  discharge  a 

16  debtor  if — 

17  (A)  all  or  substantially  all  of  the  distribution  under 

18  the  plan  is  of  all  or  substantially  all  of  the  property  of  the 

19  estate ; 

20  (B)  the  business,  if  any,  of  the  debtor  does  not  con- 

21  tinue;  and 

22  (C)  the  debtor  would  be  denied  a  discharge  under 

23  section  727  (a)  of  this  title  if  the  case  were  a  case  under 

24  chapter  7  of  this  title. 
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1  (4)   The  court  may  approve  a  waiver  of  discharge  by 

2  the  debtor. 

3  §  1142.  Execution  of  plan 

4  (a)  Notwithstanding  any  otherwise  applicable  nonbank- 

5  ruptcy  law,  rule,  or  regulation  relating  to  financial  condition, 

6  the  debtor  and  any  entity  organized  or  to  be  organized  for 

7  the  purpose  of  carrying  out  the  plan  shall  carry  out  the  plan, 

8  and  shall  comply  with  any  orders  of  the  court. 

9  (h)    The  court  may  direct  the  debtor  and  any  other 

10  necessary  party  to  execute  or  deliver  or  to  join  in  the 

11  execution  or  delivery  of  any  instrument  required  to  effect  a 

12  transfer  of  property  dealt  with  by  a  confirmed  plan,  and  to 

13  perform  any  other  act,  including  the  satisfaction  of  any  lien, 

14  that  is  necessary  for  the  consummation  of  the  plan. 

15  §1143.  Distribution 

16  i        If    a   plan    requires    presentment   or    surrender   of   a 

17  security  or  the  performance  of  any  other  act  as  a  condition 

18  to  participation  in  distribution  under  the  plan,  such  action 

19  shall  be  taken  not  later  than  five  years  after  the  date  of  the 

20  entry  of  the  order  of  confirmation.  Any  entity  that  has  not 

21  within  such   time  presented  or  surrendered   such   entity's 

22  security  or  taken  any  such  other  action  that  the  plan  requires 

23  may  not  participate  in  distribution  under  the  plan. 

24  §1144.  Revocation  of  an  order  of  confirmation 

25  On  request  of  a  party  in  interest  at  any  time  before 
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1  180  days  after  the  date  of  the  entry  of  the  order  of  confirma- 

2  tion,  and  after  notice  and  a  hearing,  the  court  may  revoke 

3  such  order  if  such  order  was  procured  by  fraud.  An  order 

4  under  this  section  revoking  an  order  of  confirmation  shall — 

5  (1)  contain  such  provisions  as  are  necessary  to 
g  protect  any  entity  acquiring  rights  in  good  faith  reliance 
7  on  the  order  of  confirmation;  and 

3  (2)  revoke  the  discharge  of  the  debtor. 

9  §  1145.  Exemption  from  securities  laws 

10  (a)   Except  with  respect  to  an  entity  that  is  an  under- 

H  writer  as  defined  in  subsection    (b)    of  this  section,  section 

12  5  of  the  Securities  Act  of  1933    (15  U.S.C.  77e)   and  any 

13  State  or  local  law  requiring  registration  for  offer  or  sale 

14  of  a  security  or  registration  or  licensing  of  an  issuer  of,  under- 

15  writer  of,  or  broker  or  dealer  in,  a  security  does  not  apply 

16  to— 

17  ( 1 )  the  offer  or  sale  under  section  364  of  this  title  of 

18  a  security  that  is  not  an  equity  security  or  convertible 

19  into  an  equity  security; 

20  (2)    the  offer  or  sale  under  a  plan  or  a  security  of 

21  the  debtor,  of  an  affiliate  participating  in  a  joint  plan 

22  with  the  debtor,  or  of  a  successor  to  the  debtor  under 

23  the  plan — 

24  (A)   in  exchange  for  a  claim  against,  an  inter- 

25  est  in,  or  a  claim  for  an  administrative  expense  in 
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2  the  case  concerning',   the  debtor  or  such  affiliate; 

2  or 

3  (B)  principally  in  such  exchange  and  partly  for 

4  cash  or  property; 

5  (3)    the  offer  of  a  security  through  any  warrant, 

6  option,  right  to  subscribe,  or  conversion  privilege  that 

7  was  sold  in  the  manner  specified  in  paragraph    (2)    of 

8  this  subsection,  or  the  sale  of  a  security  upon  the  exercise 

9  of  such  a  warrant,  option,  right,  or  privilege ; 

10  (4)  the  offer  or  sale,  other  than  under  a  plan,  of  a 

11  security  of  an  issuer  other  than  the  debtor  or  an  affiliate, 

12  if— 

13  (A)  such  security  was  owned  by  the  debtor  on 

14  the  date  of  the  filing  of  the  petition ; 

15  (B)  the  issuer  of  such  security  is — 

16  (i)    required  to  file  reports  under  section 

17  13   of  the  Securities  Exchange  Act  of   1934 

18  (15  U.S.C.  78m)  ;  and 

19  (ii)   in  compliance  with  all  applicable  re- 

20  quirements  for  the  continuance  of  trading  in  such 

21  security  on  the  date  of  such  offer  or  sale ;  and 

22  (C)  such  offer  or  sale  is  of  securities  that  do  not 

23  exceed — 

24  ( i )  during  the  two-year  period  immediately 
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\  following  the  date  of  the  filing  of  the  petition, 

2  four  percent  of  the  securities  of  such  class  out- 

3  standing  on  such  date ;  and 

4  (ii)    during  any  180-day  period  following 

5  such  two-year  period,  one  percent  of  the  secu- 

6  rities  outstanding  at  the  beginning  of  such  180- 

7  day  period;  or 

8  (5)    a  transaction  by  a  stockbroker  in  a  security 

9  that  is  executed  after  a  transaction  of  a  kind  specified 

10  in  paragraph    (2)    or    (3)    of  this  subsection  in  such 

11  security  and  before  the  expiration  of  40  days  after  the 

12  first  date  on  which  such  security  was  bona  fide  offered 

13  to  the  public  by  the  issuer  or  by  or  through  an  under- 

14  writer,  if  such  stockbroker  provides,  at  the  time  of  or 

15  before  such  transaction  by  such  stockbroker,  a  disclosure 

16  statement  approved  under  section  1125  of  this  title,  and 

17  if  the  court  orders,  information  supplementing  such  dis- 

18  closure  statement. 

19  (b)  (1)   Except  as  provided  in  paragraph   (2)    of  this 

20  subsection,  an  entity  is  an  underwriter  under  section  2(11) 

21  of  the  Securities  Act  of  1933    (15  U.S.C.  77b  (11)),  if 

22  such  entity — 

23  (A)  purchases  a  claim  against,  interest  in,  or  claim 

24  for  an  administrative  expense  in  the  case  concerning,  the 
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1  debtor,  if  such  purchase  is  with  a  view  to  distribution  of 

2  any  security  received  or  to  be  received  in  exchange  for 

3  such  a  claim  or  interest ; 

4  (B)    offers  to  sell  securities  offered  or  sold  under 

5  the  plan  for  the  holders  of  such  securities ; 

6  (C)    offers  to  buy  securities  offered  or  sold  under 

7  the  plan  from  the  holders  of  such  securities,  if  such  offer 

8  to  buy  is — 

9  (i)   with  a  view  to  distribution  of  such  securi- 

10  ties ;  and 

11  (ii)   under  an  agreement  made  in  connection 

12  with  the  plan,  with  the  consummation  of  the  plan, 

13  or  with  the  offer  or  sale  of  securities  under  the  plan ; 

14  .  or 

15  (D)    is  an  issuer,  as  used  in  such  section  2  (11), 

16  with  respect  to  such  securities. 

17  (2)    An  entity  is  not  an  underwriter  under  section  2 

18  (11)  of  the  Securities  Act  of  1933  or  under  paragraph  (1) 

19  of  this  subsection  with  respect  to  an  agreement  that  provides 

20  only  for — 

21  (A)  (i)    the   matching   combination   of   fractional 

22  interests  in  securities  offered  or  sold  under  the  plan  into 

23  whole  interests;  or 

24  (ii)  the  purchase  or  sale  of  such  fractional  interests 
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1  among  entities  receiving  such  fractional  interests  under 

2  the  plan ;  or 

3  (B)   the  purchase  or  sale  for  such  entities  of  such 

4  fractional  or  whole  interests  as  are  necessary  to  adjust  for 

5  any  remaining  fractional  interests  after  such  matching. 

6  (3)  An  entity  other  than  an  entity  of  the  kind  specified 

7  in  paragraph   (1)    of  this  subsection  is  not  an  underwriter 

8  under  section  2(11)    of  the  Securities  Act  of  1933  with 

9  respect  to  any  securities  offered  or  sold  to  such  entity  in  the 

10  manner  specified  in  subsection    (a)  (2)    of  this  section. 

11  (c)  An  offer  or  sale  of  securities  of  the  kind  and  in  the 

12  manner  specified  under  subsection   (a)  (2)   of  this  section  is 

13  deemed  to  be  a  public  offering. 

14  §  1146.  Special  tax  provisions 

15  (a)    For  the  purposes  of  any    [State   or  local]  law 

16  imposing  a  tax  on  or  measured  by  income,  the  taxable  period 

17  of  a  debtor  that  is  an  individual  shall  terminate  on  the  date 

18  of  the  order  for  relief  under  this  chapter,  unless  the  case 

19  was  converted  under  section  706  of  this  title. 

20  (b)  The  trustee  shall  make  a  [State  or  local]  tax  return 

21  of  income  for  the  estate  of  an  individual  debtor  in  a  case  under 

22  this  chapter  for  each  taxable  period  after  the  order  for  relief 

23  under  this  chapter  during  which  the  case  is  pending. 

24  (c)  The  issuance,  transfer,  or  exchange  of  a  security,  or 
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1  the  making  or  delivery  of  an  instrument  of  transfer  under 

2  a  plan  confirmed  under  section  [1129]  1130  of  this  title, 

3  may  not  be  taxed  under  any  [State  or  local]  law  imposing 

4  a  stamp  tax  or  similar  tax. 

5  (d)  The  court  may  authorize  the  proponent  of  a  plan  to 

6  request  a  determination,  by  a  [State  or  local]  governmental 

7  unit  charged  with  responsibility  for  collection  or  determina- 

8  tion  of  a  tax  on  or  measured  by  income,  of  the  tax  effects, 

9  under  section  346  of  this  title  and  under  the  law  imposing 

10  such  tax,  of  the  plan.  In  the  event  of  an  actual  controversy, 

11  the  court  may  declare  such  effects  after  the  earlier  of — 

12  (1)    the   date   on   which   such  governmental   unit 

13  responds  to  the  request  under  this  subsection;  and 

14  (2)    270  days  after  such  request. 

15  (e)   Except  as  provided  in  section  505  (c)  of  this  title, 

16  any  [State  or  local]  tax  entitled  to  priority  under  section 

17  [507(6)]  507(5)  of  this  title  that  is  assessed  after  con- 

18  firmation  of  a  plan  under  section  [1129]  1130  of  this  title 

19  but  before  one  year  after  the  date  of  the  filing  of  the  petition, 

20  or  any  [State  or  local]  tax  payable  by  the  estate  that  arises 

21  out  of  a  taxable  event  that  occurs  after  the   commence- 

22  merit  of  the  case,  may  be  assessed  against  and  collected  from 

23  the  debtor  or  from  a  successor  to  the  debtor  under  the  plan, 

24  but  the  governmental  unit  to  which  such  tax  is  owing  may 
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1  accept  the  provisions  of  such  plan  dealing  with  the  assump- 

9  tion,  settlement,  or  payment  of  any  such  tax. 
3  SUBCHAPTER  IV— RAILROA 1  > 

REORGANIZATIONS 

4 

_.  §  1161.  Inapplicability  of  other  sections 

5 

6  Sections  101(30),  341,  343,   1104,   1105,   [1129(a) 

7  (7),  and  1144]  1106(a)(5),  1107,  1112,  1121,  1126, 
o  1127,  1129,  and  1130  of  this  title  do  not  apply  in  a  case 
q  under  this  subchapter. 

-.q  §  1162.  Definitions 

■|i  In  this  subchapter — 

Y>  (1)  "Commission"  means  the  Interstate  Commerce 

13  Commission;  and 

14  (2 )  "person"  includes  individual,  corporation,  part- 

15  nership,  and  governmental  unit. 

16  §1163.  Debtors  eligible  for  relief 

17  Any  common  carrier  by  railroad  engaged  in  the  trans- 
it portation  of  persons  or  property  in  interstate  or  foreign  com- 

19  merce  and  any  owner  of  trackage  facilities  leased  by  a  com- 

20  mon  carrier  by  railroad  are  eligible  for  relief  under  this 

21  subchapter. 

22  §  1164.  Notice  to  the  Commission 

23  A  copy  of  a  petition  for  voluntary  or  involuntary  relief 
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1  under  this  subchapter  shall  be  filed  concurrently  with   the 

2  Commission. 

3  §  1165.  Disposition  of  an  involuntary  petition;  protection 

4  Notwithstanding  the  provisions  of  sections  303  and  305 

5  of  this  title,  in  determining  whether  the  business  of  the 
g  debtor  may  continue  to  operate,  whether  the  relief  sought 
7  should  be  granted,  or  whether  the  case  should  be  dismissed, 
g  the  court  shall  take  into  consideration,  in  addition  to  the 
9  best  interests  of  creditors  and  the  debtor,  the  public  interest 

10  in  the  preservation  of  the  debtor  s  rail  service. 

H  §  £1162]  1166.  Appointment  of  trustee 

12  [As  soon  as  practicable]  Promptly  after  the  order  for 

13  relief,  the  court  shall  appoint  one  £or  more]  disinterested 

14  person[s]  that  is  a  member  of  the  panel  of  private  trustees 

15  established  under  section  604(e)  of  title  28  to  serve  as  trustee 

16  in  the  case. 

17  §  1167.  Duties  of  trustee 

18  In  addition  to  the  duties  specified  elsewhere  in  this  sub- 

19  chapter  and  in  other  applicable  provisions  of  this  title,  the 

20  trustee,   in   administering   the  property  and   operating   the 

21  business  of  the  debtor,  shall  take  into  consideration,  in  addi- 

22  lion  to  the  best  interests  of  the  debtor  and  his  creditors,  the 

23  public  interest  in  the  preservation  of  the  debtor's  rail  service. 

24  §1168.  Notices 

25  (a)  In  addition  to  the  notices  required  by  section  342, 


247 


245 

1  the  clerk  or  whomever  the  court  shall  designate,  or  the  Com- 

2  mission  as  appropriate,  shall  give  written  notice  to  all  credi- 

3  tors,  the  trustees,  the  debtor,  all  creditors'  and  equity  security 

4  holders   committees,  and  all  indenture  trustees  of  the  follow- 

5  ing  matters: 

q  (1)    any  meeting  of  creditors   or  equity  security 

7  frolders; 

8  (2)  any  hearing  or  informal  conference  held  by  the 

9  court  or  the  Commission;  and 

10  (3)  the  approval  of  a  plan  by  the  Commission  and 

11  its  confirmation  by  the  court. 

12  (b)  The  clerk,  or  the  Commission  as  appropriate,  shall 

13  give  notice  to  the  Secretary  of  Transportation  and  to  the 

14  chief   executive   officer   and   public   service   commission,    or 

15  similar  State  agency  having  regulatory  jurisdiction  over  rail 

16  transportation   in  each  State  in   which  the  debtor  conducts 

17  rail  operations  of  the  following  matters:  (1)  the  commence- 

18  ment  of  a  case  under  this  chapter  by  or  against  the  debtor; 

19  (2)  the  hearing  on  approval  and  the  approval  of  a  plan  or 

20  modification  of  a  plan;  (3)  the  hearing  on  confirmation  and 

21  the  confirmation  of  a  plan;  and  (4)  if  requested,  any  other 

22  matters. 

23  (c)  Notice  to  the  Court  and  the  Commission. — 

24  A  copy  of  each  order  entered  by  the  court  and  of  each  notice 

25  given  by  or  at  the  direction  of  the  court  shall  be  served 
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1  on  the  Commission,  and  a  copy  of  each  order  entered  by 

2  the  Commission  and  of  each  notice  given  by  or  at  the  direc- 

3  Hon  of  the  Commission  shall  be  filed  with  the  court. 

4  [§  1163.  Intervention  by  certain  regulatory  commissions 

5  [The  Interstate  Commerce  Commission,  the  Department 

6  of  Transportation,  and  any  State  or  local  commission  having 

7  regulatory  jurisdiction  over  the  debtor  may  raise  and  may 

8  appear  and  be  heard  on  any  issue  in  a  case  under  this  chap- 

9  ter,  but  may  not  appeal  from  any  judgment,  order,  or  decree 

10  entered  in  the  case. 

11  [§  1164.  Effect  of  Interstate  Commerce  Act 

12  [Except  with  respect  to  abandonment  under  section 

13  1169  of  this  title,  or  merger,  modification  of  the  financial 

14  structure  of  the  debtor,  or  issuance  or  sale  of  securities  under 

15  a  plan,  the  debtor  is  subject  to  the  provisions  of  the  Inter- 

16  state  Commerce  Act  (49  U.S.C.  1  et  seq.)  that  are  applica- 

17  ble  to  railroads,  and  the  trustee  is  subject  to  orders  of  the 

18  Interstate  Commerce  Commission  to  the  same  extent  as  the 

19  debtor  would  be  if  a  petition  commencing  the  case  under  this 

20  chapter  had  not  been  filed,  except  that — 

21  [  ( 1 )    any  such  order  that  would  require  the  ex- 

22  penditure,    or  the   incurring  of  an   obligation   for  the 

23  expenditure,  of  money  from  the  estate  is  not  effective 

24  i        unless  approved  by  the  court;  and 

25  [(2)    the  provisions  of  this  chapter  are  subject  to 
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1  section  601  (b)  of  the  Kegional  Rail  Reorganization  Act 

2  of  1973    (45  U.S.C.  791(b)). 

3  ([§  1165.  Effect  of  Federal,  State,  or  local  regulations 

4  J[Except  as  provided  in  section  1164  of  this  title,  the 

5  trustee  is  subject  to  orders  of  a  Federal,  State,  or  local 

6  regulatory  body  to  the  same  extent  as  the  debtor  would  be  if 

7  a  petition  commencing  a  case  imder  this  chapter  had  not 

8  been  filed,  except  that  any  such  order  that  would  require 

9  the  expenditure,  or  the  incurring  of  an  obligation  for  the 

10  expenditure,  of  money  from  the  estate  is  not  effective  unless 

11  approved  by  the  court.] 

12  §  1169.  Effect  of  other  laws  and  regulations 

13  The  trustee  shall  be  subject  to  the  Interstate  Commerce 

14  Act  (49  U.S.C.  1  et  seq.),  except  as  provided  in  this  chap- 

15  ter,  and  to  all  lawful  orders  of  the  Commission,  the  United 

16  States  Department  of  Transportation,  and  State  or  local 

17  regulatory  bodies  to  the  same  extent  as  would  the  debtor  if 

18  a  petition  commencing  a  case  under  this  subchapter  had  not 

19  been  filed,  except  that — 

20  (1 )  any  such  order  that  would  require  the  expendi- 

21  ture,  or  the  incurring  of  an  obligation  for  the  expendi- 

22  tare,   of  money  from   the  estate  is  not  effective  unless 

23  approved  by   the  court:  Provided,   however,    That   the 

24  payment   pursuant   to   statutory,    Interstate    Commerce 

25  Commission,  or  recognized  settlement  procedures  of  the 
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1  net  balances  owed  by  the  debtor  to  other  carriers  on  its 

2  interline   accounts    (including,    but   not   limited   to,    its 

3  freight;  passenger;  per  diem;  overcharge  and  loss  and 

4  damage;  car  impair;  and  switching  accounts),  or  pur- 

5  suant   to   Interstate   Commerce    Commission   orders   of 

6  general  applicability  shall  not  require  the  approval  of 

7  the  court;  and 

8  (2)   the  provisions  of  this  chapter  are  subject   to 

9  section  601  (b)  of  the  Regional  Rail  Reorganization  Act 

10  of  1973  (45  U.S.C.  791(b)). 

11  §  1170.  Transfer  and  consolidation  of  cases 

12  When  cases  under  this  subchapter  are  pending  in  differ- 

13  ent  courts  or  before  different  judges  of  the  same  court,  such 

14  cases  may  be  transferred  to  one  of  such  courts  or  judges  for 

15  coordinated  or  consolidated  proceedings  if  the  cases  involve 

16  (1)  a  dispute  between  tiro  or  more  debtors;  (2)  the  aban- 

17  donment  of  property  ivhich  would  affect  the  service  of  two 

18  or  more  debtors;  or  (3)   a  possible  merger  or  common  re- 

19  organization  plan  of  two  or  more  debtors.  The  transfer  or 

20  consolidation  shall  not  affect  the  rights  of  creditors  and  equity 

21  security  holders  with  respect  to  the  separate  debtors.  Such 

22  transfers  shall  be  made  by  the  judicial  panel  on  multidistrict 

23  litigatio7i  authorized  by  section  1407  of  title  28.  Proceedings 

24  for  the  transfer  of  a  case  under  this  section  may  be  initiated 

25  by  a   trustee,   any  party  in  interest,   the   Commission,   the 
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1  judicial  panel  on  multidistrict  litigation,  or  the  court  before 

2  which  one  of  the  cases  is  pending.  A  proceeding  to  transfer 

3  shall  be  filed  in  the  courts  in  which  such  cases  are  pending. 

4  Notice  of  a  proceeding  to  transfer  shall  be  given   to   the 

5  trustees  for  such  debtors. 

q  §1171.  Provisions  of  the  plan 

7  In  addition  to  the  provisioiis  described  in  section  1123, 

8  a  plan  of  reorganization  under  this  subchapter — 

9  (1)  shall  specify  the  means  by  which,  and  the  ex- 

10  tent  to  which,  the  value  of  the  claims  of  any  class  of 

11  creditors  and  the  value  of  the  interests  of  any  class  of 

12  equity  security  holders  which  is  materially  and  adversely 

13  affected  by  the  plan  are  to  be  realized  under  the  plan; 

14  (2)    may  include,   for  the  purpose  of  preserving 

15  such  interests  of  creditors  and  stockholders  as  are  not 

16  otherwise  provided  for,  provisions  for  the  issuance  to 

17  any  such  creditor  or  stockholder  of  options  or  warrants 

18  to  receive,   or  to  subscribe  for,  securities  of  the  reor- 

19  ganized  company  in  such  amounts  and  upon  such  terms 

20  and  conditions  as  may  be  set  forth  in  the  plan; 

21  (3)  shall  provide  for  fixed  charges  (including  fixed 

22  interest    on   funded   debt,    interest   on    unfunded   debt, 

23  amortization  of  discount  on  funded  debt,  and  rent  for 

24  leased  railroads)  in  such  an  amount  that,  after  due  con- 

25  sideration  of  the  probable  prospective  earnings  of  the 
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1  'property  in  light  of  its  earnings  experience  and  all  other 

2  relevant  facts,  there  shall  be  adequate  coverage  of  such 

3  fixed  charges  by  the  probable  earnings  available  for  the 

4  payment  thereof; 

5  (4)  shall  specify  the  means  by  which,  and  the  ex- 

6  tent  to   which,   the  debtor  s   rail  service  is   to   be   con- 

7  tinned,  and  shall  identify  any  of  the  debtor's  rail  service 

8  which  is  proposed  to  be  terminated;  and 

9  (5)  may  include  any  other  appropriate  provision 

10  not  inconsistent  with  the  provisions  of  this  chapter. 

11  §  1172.  Consideration  of  the  plan  by  the  Commission 

12  (a)    Within  240  days  after  the  petition  is  filed,   the 

13  trustee  shall  file  with  the  Commission  a  proposed  plan  of 

14  reorganization  for  the  debtor,  or  a  report  why  a  plan  can- 

15  not  be  formulated.  The  Commission  may,  for  good  cause 

16  shown,  extend  the  time  for  filing  the  plan,  but  the  Com- 

17  mission  shall  not  extend  the  time  for  filing  the  plan  to  a 

18  date  more  than  360  days  following  the  date  the  petition 

19  was  filed.  The  Commission  may  require  the  trustee  to  make 

20  necessary  preliminary  studies  and  to  provide  information 

21  relevant  to  the  development  of  the  plan  within  fixed  time 

22  peiiods.  The  cost  of  preparing  such  studies  and  information 

23  shall  be  charged  to  the  debtor  as  an  administrative  expense. 

24  (b)  Any  interested  persons,  including  the  debtor  or  a 

25  government  entity,  may  prepare  and  submit  to  the  Com- 
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.  i  mission  a  proposed  plan  of  reorganization  for  the  debtor, 

2  and  the  trustee  may  revise  his  plan,  at  any  time  prior  to 

3  the  Commission's  final  approval  of  a  plan. 

4  (c)   The  Commission  may  prepare  a  plan  of  reorgani- 

5  zation  for  the  debtor  or  modify  the  plan  submitted  by  the 

6  trustee  or  interested  person.  It  mag  direct  the  preparation, 

7  either  by  its  staff  or  by  contractors,  of  reports  or  studies 

8  relevant  to  the  development  of  a  plan,  and  it  may  certify 

9  the  actual  costs  of  preparing  such  reports  or  studies,  which 

10  shall  be  charged  to  the  debtor  as  an  administrative  expense. 

11  (d)    Within  90  dags  following  the  submission   of  the 

12  plan  by  the  trustee,  the  Commission  shall  make  such  revi- 

13  sions  as  it  may  consider  necessary  or  advisable  in  the  best 
■tA  interest  of  the  public  and  of  debtor  s  creditors  and  equity 
j5  security  holders  and  shall  publish  the  plan  as  so  revised.  In 
2g  the  course  of  its  consideration  of  the  plan,  the  Commission 
Yj  may  hold  informal  conferences  with  interested  persons. 


18 


19 


(e)     Within    90    days    following    its    publication,    the 
Commission  shall  hold  and  complete  public  hearings  on  the 


r>rv  revised  plan.  Within  90  days  of  the  close  of  the  hearings, 
the  Commission  shedl  submit  the  plan,  as  further  revised,  to 
the  court. 

(f)  The  time  limits  imposed  by  this  section  may  be  ex- 
tended bg  the  court  for  cause  shown,  but  only  upon  applica- 
tion of  the  Commission. 
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§  1173.  Plan  approved  by  the  Commission 

(a)   The  Commission  shall  approve  a  plan  if  it  finds 

that — 

(1)  The  plan  complies  with  the  applicable  provisions 

5  of  this  chapter. 

fi  (2)    The  proponent  of  the  plan  complies  with  the 

applicable  provisions  of  this  chapter. 

(3)  The  proponent  of  the  plan  has  proposed  the  plan 
q  in  good  faith,  and  not  by  any  means  forbidden  by  law. 

-.a  (4)  (A)  Any  payment  made  or  promised  by  the  pro- 

H  ponent,  by  the  debtor,  or  by  a  person  issuing  securities  or 

12  acquiring  property  under  the  plan,  for  services  or  for 

13  costs  and  expenses  in,  or  in  connection  with,  the  case,  or 

14  in  connection  with  the  plan  and  incident  to  the  case,  has 

15  been  disclosed  to  the  court;  and 

16  (B)  (i)  any  such  payment  made  before  confirmation 

17  of  the  plan  is  reasonable;  or 

18  (ii)  if  such  payment  is  to  be  fixed  after  confirmation 

19  of  the  plan,  such  payment  is  subject  to  the  approval  of  the 

20  court  as  reasonable. 

2i  (5)  (A)    (i)    The  proponent  of  the  plan   has  dis- 

22  closed  the  identity  and  affiliations  of  any  individual  pro- 

23  posed  to  serve,  after  confirmation  of  the  plan,  as  a  direc- 

24  tor,  officer,  or  voting  trustee  of  the  debtor,  an  affiliate 
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*  of  the  debtor  participating  in  a  joint  plan,  or  a  successor 

o  to  the  debtor  under  the  plan;  and 

o  (ii)    the  appointment  to,   or  continuance  in,   such 

a  office  of  such  individual,  is  consistent  with  the  interests 

t-  of  creditors  and  equity  security  holders  and  with  public 

q  policy. 

q  (B)    The  proponent  of  the  plan  has  disclosed  the 

g  identity  of  any  insider  that  will  be  employed  or  retained 

q  by  the  reorganized  debtor,  and  the  nature  of  any  com- 

20  pensation  for  such  insider. 

21  (6)  Any  regulatory  commission  with  jurisdiction, 

12  after  confirmation  of  the  plan,   over  the   rates  of  the 

13  debtor  has  approved  any  rate  change  provided  for  in 

14  the  plan,  or  such  rate  change  is  expressly  conditioned 

15  on  such  approval. 

16  (7)   Confirmation  of  the  plan  is  not  likely  to  be 

17  followed  by   the   liquidation,   or   the   need  for  further 

18  financial  reorganization,  of  the  debtor  or  any  successor 

19  to  the  debtor  under  the  plan,   unless  such   liquidation 

20  or  reorganization  is  proposed  in  the  plan. 

21  (b)   The  commission  may  approve  a  plan  over  the  ob- 

22  jections  of  the  creditors  or  equity  security  holders  which  the 

23  Commission  finds  to  be  materially  and  adversely  affected  by 

24  the  plan,  and  may  provide  for  the  transfer  of  all  or  a  portion 
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1  of  the  debtor  s  property  or  its  merger  with  another  enter- 

2  prise  over  the  objections  of  the  equity  security  holders,  if  it 

3  finds — 

a  (1)  that  the  public  interest  in  continued  rail  service 

k  by  the  reorganized  debtor  or  a  successor  enterprise  out- 

q  weighs  any  adverse  effect  on  the  creditors  and  equity 

7  security  holders;  and 

g  (2)  that  the  plan  is  fair  and  equitable,  affords  due 

9  recognition  to  the  rights  of  each  class  of  creditors  and 

10  equity  security  holders,  and  does  not  discriminate  un- 

H  fairly  against  any  class  of  creditors  or  equity  security 

12  holders. 

13  §  1174.  Confirmation  of  the  plan 

14  Upon  submittal  by  the  Commission  of  a  plan  of  reorga- 

15  nization  to  the  court,  the  court  shall  hold  a  hearing  on  the 

16  plan.  Notice  shall  be  given  of  such  hearing  at  least  20  days 

17  prior  to  such  hearing.  The  court  shall  review,  and  may  re- 

18  vise,   the  plan  submitted  by  the  Commission,  applying  the 

19  standards   for   review   contained   in   section   706(2)     (A) 

20  through  (D)  of  title  5,  United  States  Code.  The  court  shall 

21  confirm   the  plan,   or   revised  plan,   if  it  conforms  to   the 

22  provisions  of  this  subchapter.  Upon  confirmation  of  a  plan, 

23  after   entry   of   an  order  which  becomes  final,   no   rnodifi- 

24  cation  of  the  plan  may  be  made,  unless  confirmation  is  set 

25  aside  for  fraud  pursuant  to  section  1144  in  which  event,  if 
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1  modification  of  the  plan  is  proposed  or  directed  by  the  court, 

2  the  plan  shall  be  returned  to  the  Commission  for  such  further 

3  proceedings,  and  subject  to  such  time  limitations,  as  the  court 

4  may  prescribe. 

5  §  1175.  Failure  of  Commission  to  submit  a  plan 

q  If  at  the  end  of  630  days  following  the  date  the  peti- 

7  tion  was  filed  the  Commission  shall  have  failed  to  submit  a 

8  plan  to  the  court,  or  if  at  any  time  the  Commission  reports 

9  to  the  court  its  decision  that  the  debtor  cannot  be  reorga- 

10  nized  under  this  chapter,  the  court  shall,  within  30  days, 

11  hold  a  hearing  for  the  purpose  of  determining  whether  the 

12  proceeding  should  be  converted  to  a  liquidation.  If  the  court 

13  finds  that  the  debtor  may  be  reorganizable  under  this  chap- 

14  ter,  it  shall  direct  the  Commission  or  the  trustee  to  submit 

15  to  it  a  plan  within  180  days  of  the  date  of  the  hearing.  If 

16  the  court  finds  that  the  debtor  cannot  be  reorganized  under 

17  this  chapter,  if  the  Commission  or  the  trustee  fails  to  submit 

18  a  plan  within  the  required  time  period,  or  if  the  court  finds 

19  that  the  plan  submitted  fails  to  comply  with  the  provisions 

20  of  this  chapter,  it  shall  order,  the  proceeding  converted  to  a 

21  case  under  chapter  7  of  this  title. 

22  §  [1166]  1176.  Rolling  stock  equipment 

23  (a)  The  right  of  a  secured  party  with  a  purchase-money 

24  equipment  security  interest  in,  or  of  a  lessor  or  conditional 

25  vendor  of,  whether  as  trustee  or  otherwise,  rolling  stock 
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1  equipment  or  accessories  used  on  such  equipment,  including 

2  superstructures  and  racks,  that  are  subject  to  a  purchase- 

3  money  equipment  security  interest  granted  by,  leased  to,  or 

4  conditionally  sold  to,  the  debtor  to  take  possession  of  such 

5  equipment  in  compliance  with  the  provisions  of  a  purchase- 

6  money  equipment  security  agreement,  lease,  or  conditional 

7  sale  contract,  as  the  case  may  be,  is  not  affected  by  section 

8  362  or  363  of  this  title  or  by  any  power  of  the  court  to 

9  enjoin  such  taking  of  possession,  unless — 

10  (1)   before  60  days  after  the  date  of  the  order  for 

11  relief,  the  trustee,  subject  to  the  court's  approval,  agrees 

12  to  perform  all  obligations  of  the  debtor  that  become  due 

13  on  or  after  such  date  under  such  security  agreement, 

14  lease,  or  conditional  sale  contract,  as  the  case  may  be; 

15  and 

16  (2)    any  default,  other  than  a  default  of  a  kind 

17  specified  in  section  365(b)  (2)  of  this  title,  under  such 

18  security  agreement,  lease,  or  conditional  sale  contract, 

19  as  the  case  may  be — 

20  (A)    that  occurred  before  such  date  is  cured 

21  before  the  expiration  of  such  60-day  period;  and 

22  (B)  that  occurs  after  such  date  is  cured  before 

23  the  later  of— 

24  (i)  30  days  after  the  date  of  such  default; 

25  and 
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1  (ii)   the  expiration  of  such  60-day  period. 

2  (h)  The  trustee  and  the  secured  party,  lessor,  or  condi- 

3  tional  vendor,  as  the  case  may  he,  whose  right  to  take  pos- 

4  session  is  protected  under  subsection  (a)  of  this  section,  may 

5  agree,  subject  to  the  court's  approval,  to  extend  the  GO-day 

6  period  specified  in  subsection   (a)  (1)    of  this  section. 

7  §  [1167]  1177.  Collective  bargaining  agreements 

8  Notwithstanding  section  365  of  this  title,  neither  the 

9  court  nor  the  trustee  may  change  the  wages  or  working 

10  conditions  of  employees  of  the  debtor  established  by  a  collec- 

11  tive  bargaining  agreement  that  is  subject  to  the  Kailway 

12  Labor  Act    (45  U.S.C.  151  et  seq.)   except  in  accordance 

13  with  section  6  of  such  Act   (45  U.S.C.  156) . 

14  §  [1168]  1178.  Effect  of  rejection  of  lease  of  railroad  line 

15  (a)   Except  as  provided  in  subsection   (b)   of  this  sec- 

16  tion,  if  a  lease  of  a  line  of  railroad  under  which  the  debtor 

17  is  the  lessee  is  rejected  under  section  365  of  this  title,  and 

18  if  the  trustee,  within  such  time  as  the  court  fixes,  and  with 

19  the  approval  of  the  court,  elects  not  to  operate  the  leased 

20  line,  the  lessor  under  such  lease,  after  such  approval,  shall 

21  operate  the  line. 

22  (b)  If  operation  of  such  line  by  such  lessor  is  imprac- 

23  ticable  or  contrary  to  the  public  interest,  the  court,  on  re- 

24  quest  of  such  lessor,  and  after  notice  and  a  hearing,  shall 

25  order  the  trustee  to  continue  operation  of  such  line  for  the 
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1  section  [1169]  1180  of  this  title,  or  until  such  operation  is 

2  otherwise  lawfully  terminated,  whichever  occurs  first. 

3  (c)  During  any  such  operation,  such  lessor  is  deemed  a 

4  carrier  subject  to  the  provisions  of  the  Interstate  Commerce 

5  Act   (49  U.S.C.  1  et  seq.)   that  are  applicable  to  railroads. 
q  §   [1169]   1179.  Abandonment  of  railroad  lines  and  dis- 

7  continuance  of  rail  service 

8  [  (a)    The  court  may  authorize  the  abandonment  of  a 

9  railroad  line  if  such  abandonment  is — 

10  [  (1)  (A)   in  the  best  interest  of  the  estate;  or 

11  [(B)  essential  to  the  formulation  of  a  plan ;  and 

12  [  (2)  consistent  with  the  public  interest. 

13  [(b)  If,  except  for  the  pendency  of  the  case  under  this 

14  chapter,  such  abandonment  would  require  approval  by  the 

15  Interstate  Commerce  Commission  under  a  law  of  the  United 

16  States,  the  trustee,  with  the  approval  of  the  court,   shall 

17  initiate  an  application  for  such  abandonment  with  the  Inter- 

18  state  Commerce  Commission.   The  court  may  fix   a  time 

19  within  which  the  Interstate   Commerce   Commission   shall 

20  report  to  the  court  on  such  application. 

21  [(c)  After  the  court  receives  the  report  of  the  Interstate 

22  Commerce  Commission,  or  the  expiration  of  the  time  fixed 

23  under  subsection   (b)   of  this  section,  whichever  occurs  first, 

24  the  court  may  authorize  such  abandonment  after  notice  to 

25  the    Interstate    Commerce    Commission,    the    Secretarv   of 
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1  Transportation,  the  trustee,  any  party  in  interest  that  has 

2  requested  notice,  any  affected  shipper  or  community,  and 

3  any  other  entity  prescribed  by  the  court,  and  a  hearing. 

4  [(d)  (1)    Enforcement  of  an  order  authorizing  such 

5  abandonment  shall  be  stayed  until  the  time  for  taking  an 

6  appeal  has  expired,  or,  if  an  appeal  is  timely  taken  until 

7  such  order  has  become  final. 

8  [  (2)  If  an  order  authorizing  the  abandonment  of  a  rail- 

9  road  line  is  appealed,  the  court,  on  request  of  a  party  in 

10  interest,   may   authorize   termination   of  service   on  a  line 

11  or  portion  of  a  line  pending  the  determination  of  such  ap- 

12  peal,  after  notice  to  the  Interstate  Commerce  Commission, 

13  the  Secretary  of  Transportation,  the  trustee,  an}-  party  in 

14  interest  that  has  requested  notice,  any  affected  shipper  or 

15  community,  and  any  other  entity  prescribed  by  the  court, 

16  and  a  hearing.  An  appellant  may  not  obtain  a  stay  of  the 

17  enforcement  of  an  order  authorizing-  such  termination  by  the 

18  giving  of  a  supersedeas  bond  or  otherwise,  during  the  pend- 

19  ency  of  such  appeal.] 

20  (a)  The  court  may  authorize  the  trustee  to  seek  author- 

21  ity  to  abandon,  or  to  discontinue  service  over,  a  line  of  rail- 

22  road  operated  by  the  debtor.  The  provisions  of  section  la  of 

23  the  Interstate  Commerce  Act  (49  U.S.C.  la)  and  the  time 

24  limitations  contained  in  section  17(9)  of  the  Interstate  Com- 
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1  merce  Act   (49   U.S.C.  17(9)),  except  to  the  extent  pro- 

2  vided  elsewhere  in  this  section,  shall  be  applicable. 

3  (b)  If  the  Commission  conducts  an  investigation  of  an 

4  abandonment  filed  under  section  (a)  of  this  section,  it  shall 

5  make  the  assignment  of  the  initial  disposition  of  the  pro- 

6  ceeding,  as  provided  in  section  17(9)  (b)   of  the  Interstate 

7  Commerce  Act    (49    U.S.C.  17(9)  (b))    within  30  days 

8  of  the    date    of    the   issuance    of   its   order   instituting   the 

9  investigation. 

10  If  the   Commission  finds   that   the  public   convenience 

11  and  necessity  permit  the  abandonment  of  a  rail  line  pursuant 

12  to  an  application  filed  under  subsection  (a)  of  this  section, 

13  and  further  finds  that  an  offer  of  financial  assistance  has 

14  been  made  by  a  financially  responsible  person,  it  may,  not- 

15  witlistanding  the  provisions  of  section  la(6)   of  the  Inter- 

16  state  Commerce  Act  (49  U.S.C.  la(6)),  refuse  to  postpone 

17  the  effective  date  of  the  order  authorizing  the  abandonment 

18  unless  the  person  offering  financial  assistance  agrees  to  re- 

19  imburse  the  debtor  for  the  difference  between  the  revenues 

20  attributable  to  the  line  of  railroad  and  the  avoidable  cost 

21  °f  providing  rail  service  on  that  line,  together  with  a  reason- 

22  able  return  on  this  value  of  that  line,  retroactively  to  the  date 

23  upon  which  the  order  authorizing  the  abandonment  would 

24  have   been   effective   if   it   had  not   been   postponed   by   the 

25  Commission. 
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1  (d)   If  the  court  finds  that  the  debtor  s  cash  position 

2  makes  impossible  its  continued  operation  of  all  or  a  portion 

3  of  the  lines  of  railroad  operated  by  it,  it  may  direct  the 

4  trustee  to  give  notice  of  a  pending  termination  of  rail  service, 

5  no  less  than  30  days  prior  to  the  proposed  termination  date, 

6  through  appropriate  tariff  publication  filed  pursuant  to  the 

7  regulations  of  the   Commission,   and  it  shall  cause  notice 

8  thereof  to  be  given  as  provided  in  section  1168  of  this  title. 

9  The  court  shall,  no  less  than  15  days  prior  to  the  proposed 

10  termination  date,  hold  a  public  hearing  at  which  all  inter- 

11  ested  persons,  including  the  Commission  and  other  govern- 

12  ment  entities,  may  submit  for  the  court's  consideration  al- 

13  ternative  plans  for  the  preservation  of  essential  rail  services. 

14  If  service  is  terminated  pursuant  to  this  subsection,  the  line 

15  or  lines  of  railroad  involved  may  not  be  abandoned,  nor  may 

16  the  tracks  and  related  structures  be  removed,  unless  and 

17  until  abandonment  is  authorized  under  the  applicable  provi- 

18  sions  of  the  Interstate  Commerce  Act  and  of  subsections  (a) 

19  through  (c)  of  this  section. 

20  §  1180.  Valuation 

21  If  it  shall  be  necessary  to  value  any  transportation 

22  property  of  the  debtor,  the  Commission  shall  determine  the 

23  value  and  shall  certify  it  to  the  court  concurrently  with  the 

24  submission  of  the  plan. 
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1  [§1170.  Priority  claims 

2  [  (a)  There  shall  be  paid  as  an  administrative  expense 

3  any  claim  of  an  individual  or  of  the  personal  representative  of 

4  a  deceased  individual,  against  the  debtor  or  the  estate,  for 

5  personal  injury  to  or  death  of  such  individual  arising  out  of 

6  the  operation  of  the  debtor  or  the  estate,   whether  such 

7  claim  arose  before  or  after  the  commencement  of  the  case. 

g  [(b)  Any  unsecured  claim  against  the  debtor  that  would 

9  have  been  entitled  to  priority  if  a  receiver  in  equity  of  the 

10  property  of  the  debtor  had  been  appointed  by  a  Federal  court 

H  on  the  date  of  the  order  for  relief  under  this  title  shall  be 

12  entitled  to  such  priority  in  the  case  under  this  chapter. 

13  [§  1171.  Contents  of  plan 

14  [A  plan  may  include,  in  addition  to  the  provisions  re- 

15  quired   or  permitted  under  section    1123    of  this   title,   a 

16  provision  for — 

17  [  ( 1 )  the  transfer  of  any  or  all  of  the  operating  rail- 

18  road  lines  of  the  debtor  to  another  operating  railroad; 

19  or 

20  [(-)   abandonment  of  any  railroad  line  in  accord- 
21 '  ance  with  section  1169  of  this  title. 

22  [§  1172.  Confirmation  of  plan 

23  [The  court  shall  confirm  a  plan  if — 

24  [(1)    the  applicable  requirements  of  section  1129 

25  of  this  title  have  been  met ; 


265 


263 

1  [(2)    each  creditor  or  equity  security  holder  will 

2  receive  or  retain  under  the  plan  property  of  a  value,  as 

3  of  the  effective  date  of  the  plan,  that  is  not  less  than  the 

4  value   of  property   that  each  such   creditor   or   equity 

5  security  holder  would  so  receive  or  retain  if  all  of  the 

6  operating  railroad  lines  of  the  debtor  were  sold,  and 

7  the  proceeds  of  such  sale,  and  the  other  property  of  the 

8  estate,  were  distributed  under  chapter  7  of  this  title  on 

9  such  date ;  and 

10  [('')     the    plan    is    compatible    with    the    public 

11  interest.] 

12  CHAPTER  13— ADJUSTMENT  OF  DEBTS  OF 

13  AN  INDIVIDUAL  WITH  REGULAR  INCOME 
11  SUBCHAPTER    I— OFFICERS,    ADMINISTRATION, 
15  AND  THE  ESTATE 

Sec. 

1301.  [Stay  of  action]  Action  against  codebtor. 

1302.  Trustee. 

1303.  Rights  and  powers  of  debtor. 

1304.  Debtor  engaged  in  business. 

1305.  Filing'  and  allowance  of  postpetition  claims. 
130G.  Property  of  the  estate. 

1307.  Conversion  or  dismissal. 

15  SUBCHAPTER  II— THE  PLAN 

1321.  Filing  of  plan. 

1322.  Provisions  of  plan. 

1323.  Modification  of  plan  before  confirmation. 

1324.  Confirmation  hearing. 

1325.  Confirmation  of  plan. 

1326.  Payments. 

1327.  Effect  of  confirmation. 

1328.  Discharge. 

1329.  Modification  of  plan  after  confirmation.     . 

1330.  Revocation  of  an  order  of  confirmation. 

1331.  Special  tax  provision. 
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1  SUBCHAPTER    I— OFFICERS,    ADMINISTRATION, 

2  AND  THE  ESTATE 

3  §  1301.  [Stay  of  action]  Action  against  codebtor 

4  [(a)  Except  as  provided  in  subsections  (b)  and  (c)  of 

5  this  section,  after  the  order  for  relief  under  this  chapter,  a 

6  creditor  may  not  act,  or  commence  or  continue  any  civil 

7  action,  to  collect  all  or  any  part  of  a  consumer  debt  of  the 

8  debtor  from  any  individual  that  is  liable  on  such  debt  with  the 

9  debtor,  or  that  secured  such  debt,  unless — 

10  [  ( 1 )   such  individual  became  liable  on  or  secured 

11  such  debt  in  the  ordinary  course  of  such  individual's 

12  business ;  or 

13  [  (2)  the  case  is  closed,  dismissed,  or  converted  to  a 

14  case  under  chapter  7  or  11  of  this  title. 

15  [(b)   A  creditor  may  present  a  negotiable  instrument, 

16  and  may  give  notice  of  dishonor  of  such  an  instrument. 

17  [(c)  On  request  of  a  creditor,  the  court  shall  grant  relief 

18  from  the  stay  provided  by  subsection  (a)  of  this  section  with 

19  respect  to  such  creditor,  to  the  extent  that — 

20  [  ( 1 )  as  between  the  debtor  and  the  individual  pro- 

21  tected  under  subsection    (a)    of  this  section,  such  indi- 

22  vidual  received  the  consideration  for  the  claim  held  by 

23  such  creditor; 

24  £  (2)  the  plan  filed  by  the  debtor  proposes  not  to 

25  pay  such  claim;  or 
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1  [(3)   such  creditor's  interest  would  be  irreparably 

2  harmed  by  such  stay.] 

3  After  the  order  for  relief  under  this  chapter,  a  creditor 

4  may  act,  or  commence,  or  continue  a  civil  action,  to  collect  all 

5  or  part  of  a  consumer  debt  of  the  debtor  from  any  individual 

6  that  is  liable  on  such  debt  with  the  debtor  or  that  secured  such 

7  debt.  To  the  extent  a  consumer  debt  is  collected  from  such  other 

8  individual,  such  other  individual  shall  be  a  creditor  under  this 

9  chapter. 

10  §  1302.  Trustee 

11  (a)   Creditors  may  elect,  in  the  manner  prescribed  by 

12  and  subject  to  the  provisions  of  sections  702(a),  702(b), 

13  and  702  (c)    of  this  title,  a  person  to  serve  as  trustee  in  a 

14  case  under  this  title.  If  creditors  do  not  elect  a  trustee  under 

15  this  subsection — 

16  (1)    if   the    [United    States    trustee]    court   has 

17  appointed    an    individual    under    section     [586(b)] 

18  604(e)  of  title  28  to  serve  as  standing  trustee  in  cases 

19  under  this  chapter  and  if  such  individual  qualifies  under 

20  section  322  of  this  title,  then  such  individual  shall  serve 

21  as  trustee  in  the  case[;  and 

22  [  (2)    the    United    States    trustee    shall   serve    as 

23  trustee  in  the  case  otherwise], 

24  (b)  The  trustee  shall— 

25  .  (i)    perform    the    duties    specified    m    sections 
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t  704(2),   704(3),   704(4),   704(5),   704(6),   [and] 

2  704  (8) ,  and  704(0)  of  this  title;  and 

3  (2)    appear  and   be   heard   at  any   hearing   that 

4  concerns — 

5  (A)  the  value  of  property  subject  to  a  lien ; 
G  ( B )  confirmation  of  a  plan ;  or 

7  (O)    modification  of  the  plan  after  eonfirma- 

8  tion. 

9  [(c)   If  an  individual  appointed  under  section  .586  (b) 

10  of  title  28  to  serve  as  standing  trustee  in  cases  under  this 

11  chapter  is   serving  as   trustee  in  the   case,    then   such   in- 

12  dividual  shall  advise,  other  than  on  legal  matters,  and  assist 

13  the  debtor  in  performance  under  the  plan.  If  such  an  in- 

14  dividual  is   not  serving  as    trustee   in   the   case,    then   the 

15  United  States  trustee  shall  so  advise  and  assist  the  debtor.] 

16  [(d)]    (c)  If  the  debtor  is  engaged  in  business,  then 

17  in  addition  to  the  duties  specified  in  subsection   (b)   of  this 

18  section,  the  trustee  shall  perform  the  duties  specified  in  sec- 

19  tions  1106(a)  (3)    and  1106(a)  (4)    of  tins  title. 

20  §  1303.  Rights  and  powers  of  debtor 

21  Subject  to  any  limitations  on  a  trustee  under  this  chap- 

22  ter,  the  debtor  shall  have,  exclusive  of  the  trustee,  the  rights 

23  and  powers  of  a  trustee  under  sections  363(b),   363(d), 

24  363(c),  363(f),  and  363  (k)   of  this  title. 
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1  §  1304.  Debtor  engaged  in  business 

2  (a)    A  debtor  that  is  self-employed  and  incurs  trade 

3  credit  in  the  production  of  income  from  such  employment 

4  is  engaged  in  business. 

5  (b)  Unless  the  court  orders  otherwise,  a  debtor  engaged 

6  in  business  may  operate  the  business  of  the  debtor,  and  shall 

7  have  the  rights  and  powers  of  the  trustee  under  sections 

8  363  (c)  and  364  of  this  title,  exclusive  of  the -trustee. 

9  (c)    A  debtor  engaged  in  business  shall  perform  the 

10  duties  of  the  trustee  specified  in  section  704  (7)  of  this  title. 

11  §  1305.  Filing  and  allowance  of  postpetition  claims 

12  (a)    A  proof  of  claim  may  be  filed  by  any  entity  that 

13  holds  a  claim  against  the  debtor — 

14  (1)    for  taxes  that  becomes  payable  to  a  govern- 

15  mental  unit  while  the  case  is  pending;  or 

16  (2)    arising  after  the  date  of  the  order  for  relief 

17  under  this  chapter  for  property  or  services  necessary 

18  for  the  debtor's  performance  under  the  plan. 

19  (b)    Except  as  provided  in  subsection    (c)    of  this  sec- 

20  tion,  a  claim  filed  under  subsection   (a)   of  this  section  shall 

21  be  allowed  or  disallowed  under  section  502  of  this  title,  but 

22  shall  be  determined  as  of  the  date  of  allowance  of  such  claim. 

23  (c)    A  claim  filed  under  subsection    (a)  (2)    of  this 

24  section  shall  be  disallowed  if  the  holder  of  such  claim  knew 
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1  or  should  have  known  that  prior  approval  by  the  trustee  oi 

2  the  debtor's  incurring  the  obligation  was  practicable  and  was 

3  not  obtained. 

4  §  1306.  Property  of  the  estate 

5  (a)   Property  of  the  estate  includes,  in  addition  to  the 

6  property  specified  in  section  541  of  this  title — 

7  (1)   all  property  of  the  kind  specified  in  such  sec- 

8  tion  that  the  debtor  acquires  after  the  commencement  of 

9  the  case  but  before  the  case  is  closed,  dismissed,  or  con- 

10  verted  to  a  case  under  chapter  7  or  11  of  this  title,  which- 

11  ever  occurs  first ;  and 

12  (2)  earnings  from  services  performed  by  the  debtor 

13  after  the  commencement  of  the  case. 

14  (b)    Except  as  provided  in  a  confirmed  plan  or  order 

15  confirming  a  plan,  the  debtor  shall  remain  in  posession  of  all 

16  property  of  the  estate. 

17  §  1307.  Conversion  or  dismissal 

18  (a)   The  debtor  may  convert  a  case  under  this  chapter 

19  to  a  case  under  chapter  7  of  this  title  at  any  time.  Any 

20  waiver   of   the   right   to   convert   under   this  subsectian    is 

21  unenforceable. 

22  (b)    On  request  of  the  debtor  at  any  time  if  the  case 

23  has  not  been  converted  under  section  706  or  1112  of  this 

24  title,  the  court  shall  dismiss  a  case  under  this  chapter.  Any 
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1  waiver  of  the  right  to  dismiss  a  case  under  this  subsection 

2  is  unenforceable. 

3  (c)   Except  as  provided  in  subsection   (e)   of  this  sec- 

4  tion,  the  court  may  convert  a  case  under  this  chapter  to 

5  a  case  under  chapter  7  of  this  title,  or  may  dismiss  a  case 

6  under  this  chapter,   whichever  is  in  the  best  interests  of 

7  creditors  and  the  estate,  for  cause,  including — 

8  (1)  unreasonable  delay  by  the  debtor  that  is  prej- 

9  udicial  to  creditors; 

10  (2)  nonpayment  of  any  fees  and  charges  required 

11  under  chapter  123  of  title  28; 

12  (3)  failure  to  file  a  plan  timely  under  section  1321 

13  of  this  title; 

14  (4)   denial  of  confirmation  of  a  plan  under  section 

15  1325  of  this  title  and  denial  of  additional  time  for  filing 

16  another  plan  or  a  modification  of  a  plan ; 

17  (5)  material  default  by  the  debtor  with  respect  to 

18  a  term  of  a  confirmed  plan ; 

19  (6)   revocation  of  the  order  of  confirmation  under 

20  section  1330  of  this  title,  and  denial  of  confirmation  of  a 

21  modified  plan  under  section  1329  of  this  title;  and 

22  (7)    termination  of  a  confirmed  plan  by  reason  of 

23  the  occurrence  of  a  condition  specified  in  the  plan. 

24  (d)   Except  as  provided  in  subsection   (e)   of  this  sec- 
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1  tion,  at  any  time  before  the  confirmation  of  a  plan  under 

9  section  1325  of  this  title,  the  court,  on  request  of  a  party  in 

3  interest,  may  convert  a  case  under  this  chapter  to  a  case 

4  under  chapter  1 1  of  this  title. 

5  (e)     The    court   may   not   convert   a   case   under  this 

6  chapter  to  a  case  under  chapter  7  or  11  of  this  title  if  the 

7  debtor  is  a  farmer,  unless  the  debtor  requests  such  con- 

8  version. 

9  (f)  Notwithstanding  any  other  provision  of  this  section, 

10  a  case  may  not  be  converted  to  a  case  under  another  chapter 

11  of  this  title  unless  the  debtor  may  be  a  debtor  under  such 

12  chapter. 

13  SUBCHAPTER  II— THE  PLAN 

14  §  1321.  Filing  of  plan 

15  The  debtor  shall  file  a  plan. 

16  §  1322.  Provisions  of  plan 

17  (a)    The  plan  shall— 

18  (1)    provide   for   the   submission   of   all   or   such 

19  portion  of  future  earnings  or  other  future  income   of 

20  the  debtor  to  the  supervision  and  control  of  the  trustee 

21  as  is  necessary  for  the  execution  of  the  plan ; 

22  (2)   provide  for  the  full  payment  of  all  claims  en- 

23  titled  to  priority  under  section  507  of  this  title;  and 

24  (3)   if  the  plan  classifies  claims,  provide  the  same 

25  treatment  for  each  claim  within  a  particular  class. 
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1  (b)   Subject  to  subsections  (a)  and  (c)  of  this  section, 

2  the  plan  may — 

3  (1)  designate  a  class  or  classes  of  unsecured  claims 

4  other  than  claims  of  the  kind  specified  in  section  507 

5  of  this  title,  as  provided  in  section  1122  of  this  title,  but 
G  may   not    discriminate    unfairly    against    any    class    so 

7  designated; 

8  (2)   modify  the  rights  of  holders  of  secured  claims 

9  (other  than  claims  wholly  secured  by  mortgages  on  real 

10  property)  or  of  holders  of  unsecured  claims ; 

11  (3)    provide   for   the    curing   or   waiving   of   any 

12  default; 

13  (4)   provide  for  payments  on  any  unsecured  claim 

14  to  be  made  concurrently  with  payments  on  any  secured 

15  claim  or  any  unsecured  claim; 

16  (5)   provide  for  the  curing  of  any  default  within  a 

17  reasonable  time  and  maintenance  of  payments  while  the 

18  case  is  pending  on  any  unsecured  claim  or  secured  claim 

19  on  which  the  last  payment  is  due  after  the  date  on  which 

20  the  final  payment  under  the  plan  is  due; 

21  (6)   provide  for  the  payment  of  all  or  any  part  of 

22  any  claim  allowed  under  section  1305  of  this  title; 

23  (7)   provide  for  the  assumption  or  rejection  of  any 

24  executory  contract  or  unexpired  lease  of  the  debtor  not 

25  previously  rejected  under  section  365  of  this  title; 
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1  (8)  provide  for  the  payment  of  all  or  any  part  of  a 

2  claim  against  the  debtor  from  property  of  the  estate  or 

3  property  of  the  debtor; 

4  (9)    provide  for  the  vesting  of  property   of  the 

5  estate,  on  confirmation  of  the  plan  or  at  later  time. 

6  in  the  debtor  or  in  any  other  entity;  and 

7  (10)    include  any  other  appropriate  provision  not 

8  inconsistent  with  this  title. 

9  (c)    The  plan  may  not  provide  for  payments  over  a 

10  period  that  is  longer  than  three  years,  unless  the  court,  for 

11  cause,  approves  a  longer  period,  but  the  court  may  not  ap- 

12  prove  a  period  that  is  longer  than  [five]  four  years. 

13  §  1323.  Modification  of  plan  before  confirmation 

14  (a)   The  debtor  may  modify  the  plan  at  any  time  be- 

15  fore  confirmation,  but  may  not  modify  the  plan  so  that  the 

16  plan  as  modified  fails  to  meet  the  requirements  of  section 

17  1322  of  this  title. 

18  (b)    After  the  debtor  files  a  modification  under  this 

19  section,  the  plan  as  modified  becomes  the  plan. 

20  (c)  Any  holder  of  a  secured  claim  that  has  accepted  or 

21  rejected  the  plan  is  deemed  to  have  accepted  or  rejected, 

22  as  the  case  may  be,  the  plan  as  modified,  unless  the  modifi- 

23  cation  provides  for  a  change  in  the  rights  of  such  holder 

24  from  what  such  rights  were  under  the  plan  before  modifica- 
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1  tion,  and  such  holder  changes  such  holder's  previous  accept- 

2  ance  or  rejection. 

3  §  1324.  Confirmation  hearing 

4  After  notice  to  all  parties  in  interest,   the  court  shall 

5  hold  a  hearing  on  the  confirmation  of  the  plan.  A  party  in 

6  interest  may  ohject  to  the  confirmation  of  the  plan. 

7  §  1325.  Confirmation  of  plan 

8  (a)  The  court  shall  confirm  a  plan  if — 

9  (1)    the  plan  complies  with  the  provisions  of  this 

10  chapter  and   with   other  applicable  provisions   of   this 

11  title; 

12  (2)    any   fee,   charge,   or  amount  required   under 

13  chapter  123  of  title  28,  or  by  the  plan,  to  be  paid  be- 

14  fore  confirmation,  has  been  paid; 

15  (3)    the  plan  has  been  proposed  in  good  faith  and 

16  not  by  any  means  forbidden  by  law; 

17  (4)   the  value,  as  of  the  effective  date  of  the  plan, 

18  of  property  to  be  distributed  under  the  plan  on  account 

19  of  each  allowed  unsecured  claim  is  not  less  than  the 

20  amount  that  would  be  paid  on  such  claim  if  the  estate 

21  of  the  debtor  were  liquidated  under  chapter  7  of  this 

22  title  on  such  date; 

23  (5)    with  respect  to  each  allowed  secured  claim 

24  provided  for  by  the  plan — 
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1  (A)    the  bolder  of  such  claim  has  accepted 

2  the  plan ; 

3  (B)    the  value,  as  of  the  effective  date  of  the 

4  plan,  of  property  to  be  distributed  under  the  plan  on 

5  account  of  such  claim  is  not  less  than  the  allowed 
y  amount  of  such  claim ;  or 

7  (C)   the  debtor  surrenders  the  property  secur- 

g  ing  such  claim  to  such  holder;  and 

9  (6)   the  debtor  will  be  able  to  make  all  payments 

10  under  the  plan  and  to  comply  with  the  plan. 

H  ()))   After  confirmation  of  a  plan,  the  court  may  order 

12  any  entity  from  whom  the  debtor  receives  income  to  pay 

13  all  or  any  part  of  such  income  to  the  trustee. 

11  (c)  Notwithstanding  any  other  provision  of  this  chap- 

15  ter,  the  court  shall  not  confirm  a  plan  which  provides  for 

16  payment  of  a  tax  claim  of  the   United  States  in  property 

17  other  than  cash  or  over  a  period  which   ends  more   than 

18  60  days  after  confirmation  of  such  plan,  unless  the  Secretary 

19  of  the  Treasury  agrees  to  the  terms  of  payment. 

20  §  1326.  Payments 

21  (a)   Before  or  at  the  time  of  each  payment  to  creditors 

22  imder  the  plan,  there  shall  be  paid — 

23  (1)   any  unpaid  claim  of  the  kind  specified  in  sec- 

24  tion  507  ( 1 )  of  this  title ;  and 

25  (2)    if  a  standing  trustee  appointed  under  section 
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1  [586  (b)  J  604(e)  of  title  28  is  serving  in  the  case,  the 

2  percentage  fee  fixed  for  such  standing  trustee  under  sec- 

3  tian  [586(e)]  (1)   (B)  of  title  28. 

4  (I))  Except  as  otherwise  provided  in  the  plan  or  in  the 
-  order  confirming  the  plan,  the  trustee  shall  make  pa}mients 
(j  to  creditors  under  the  plan. 

7  §  1327.  Effect  of  confirmation 

g  (a)  The  provisions  of  a  confirmed  plan  bind  the  debtor 

9  and  each  creditor,  whether  or  not  the  claim  of  such  creditor 

10  is  provided  for  by  the  plan,  and  whether  or  not  such  creditor 

H  has  objected  to,  has  accepted,  or  has  rejected  the  plan. 

12  (b)    Except  as  otherwise  provided  in  the  plan  or  the 

13  order  confirming  the  plan,  the  confirmation  of  a  plan  vests 
24  all  of  the  property  of  the  estate  in  the  debtor. 

15  (c)   Except  as  otherwise  provided  in  the  plan  or  in  the 

16  order  confirming  the  plan,  the  property  vesting  in  the  debtor 

17  under  subsection  (b)   of  this  section  is  free  and  clear  of.  any 

18  claim  or  interest  of  any  creditor  provided  for  by  the  plan. 

19  §1328.  Discharge 

20  (a)    As  soon  as  practicable  after  completion  by  the 
2i  debtor  of  all  payments  under  the   plan,   unless  the  court 

22  approves   a   waiver  of  disclmrr/e  hy  the  debtor,   the   court 

23  shall  grant  the  debtor  a  discharge  of  all  debts  provided  for  by 

24  the  plan  or  disallowed  under  section  502  of  this  title,  except 

25  any  debt — 
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1  (1)    provided  for  under  section   1322(b)  (5)    of 

2  this  title;  or 

3  (2)    of  the  kind  specified  in  section  523(a)  (5) 

4  of  this  title. 

5  (b)  At  any  time  after  the  confirmation  of  the  plan,  and 
q  after  notice  and  a  hearing,  the  court  may  grant  a  discharge 

7  to  a  debtor  that  has  not  completed  payments  under  the  plan 

8  only  if— 

9  ( 1 )  the  debtor's  failure  to  complete  such  payments 

10  is  due  to  circumstances  for  which  the  debtor  should  not 

11  justly  be  held  accountable ; 

12  (2)   the  value,  as  of  the  effective  date  of  the  plan, 

13  of  property  actually  distributed  under  the  plan  on  ac- 

14  count  of  each  allowed  unsecured  claim  is  not  less  than 

15  the  amount  that  would  have  been  paid  on  such  claim 

16  if  the  estate  of  the  debtor  had  been  liquidated  under 

17  chapter  7  of  this  title  on  such  date ;  and 

18  (3)    modification  of  the  plan  under  section  1329 

19  of  this  title  is  not  practicable. 

20  (c)   A  discharge  granted  under  subsection    (b)    of  this 

21  section  discharges  the  debtor  from  all  unsecured  debts  pro- 

22  vided  for  by  the  plan  or  disallowed  under  section  502  of  this 

23  title,  except  any  debt — 

24  (1)    provided  for   under   section    1322(b)  (5)    of 

25  this  title ;  or 
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1  (2)    of  a  kind  specified  in  section  523(a)    of  this 

o  title. 

3  (d)  Notwithstanding  any  other  provision  of  this  section, 

4  a  discharge  granted  under  this  section  docs  not  discharge  the 

5  debtor  from  any  debt  based  on  an  allowed  claim  filed  under 
q  section  1305(a)  (2)    of  this  title  if  prior  approval  by  the 

7  trustee  of  the  debtor's  incurring  such  debt  was  practicable 

8  and  was  not  obtained. 

9  (e)     On    request    of   a   party    in    interest   before    one 

10  year  after  a  discharge  under  this  section  is  granted,  and 

11  after  notice  and  a  hearing,  the  court  may  revoke  such  dis- 

12  charge  only  if — 

13  (1)    such  discharge  was  obtained  through  fraud; 

14  and 

15  (2)   knowledge  of  such  fraud  came  to  the  request- 

16  ing  party  after  such  discharge  was  granted. 

17  §  1329.  Modification  of  plan  after  confirmation 

18  (a)    At  any  time   after  confirmation  but  before  the 

19  completion  of  payments  under  a  plan,  the  plan  may  be 

20  modified,  after  notice  and  a  hearing,  to — 

21  ( 1 )  increase  or  reduce  the  amount  of  payments  on 

22  claims  of  a  particular  class  provided  for  by  the  plan; 

23  (2)   extend  or  reduce  the  time  for  such  payments; 

24  or 
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1  (3)   alter  the  amount  of  the  distribution  to  a  credi- 

2  tor  whose  claim  is  provided  for  by  the  plan,  to  the 

3  extent  necessary  to  take  account  of  any  payment  of  such 

4  claim  other  than  under  the  plan. 

5  (b)  (1)   Sections  1322(a),  1322(b),  and  1323(c)    of 

6  this  title  and  the  requirements  of  section  1325(a)    of  this 

7  title  apply  to  any  modification  under  subsection   (a)   of  this 

8  section. 

9  (2)   The  plan  as  modified  becomes  the  plan  unless  such 

10  modification  is  disapproved. 

11  (c)  A  plan  modified  under  this  section  may  not  provide 

12  for  payments  over  a  period  that  expires  after  three  years 

13  after  the  time  that  the  first  payment  under  the  original  con- 
^  firmed  plan  was  due,  unless  the  court,  for  cause,  approves  a 
1?  longer  period,  but  the  court  may  not  approve  a  period  that 
^    expires  after  [five]  four  years  after  such  time. 

^    §  1330.  Revocation  of  an  order  of  confirmation 

18  (a)  On  request  of  a  party  in  interest  at  any  time  within 

™     180  days  after  the  date  of  the  entry  of  an  order  of  con- 

firmation  under  section  1325  of  this  title,  and  after  notice 

and  a  hearing,  the  court  may  revoke  such  order  if  such 
*""    order  was  procured  by  fraud. 

(b)  If  the  court  revokes  an  order  of  confirmation  under 

subsection   (a)   of  this  section,  the  court  shall  dispose  of  the 
"°     case  under  section  1307  of  this  title,  unless,  within  the  time 

fixed  by  the  court,  the  debtor  proposes  and  the  court  con- 
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1  firms  a  modification  of  the  plan  under  section  1329  of  this 

2  title. 

3  §  1331.  Special  tax  provision 

4  Any   [State  or  local]   tax  entitled  to  priority  under 

5  section  [507  (6)  ]  507(5)  of  this  title  that  is  assessed  after 

6  confirmation  of  a  plan  under  section  1325  of  this  title  but 

7  before  one  year  after  the  date  of  the  filing  of  the  petition, 

8  or  any  [State  or  local]   tax  payable  by  the  debtor  that 

9  arises  out  of  a  taxable  event  that  occurs  after  the  commence- 

10  ment  of  the  case,  may  be  assessed  against  and  collected  from 

11  the  debtor,  but  the  government  unit  to  which  such  tax  is 

12  owing  may  accept  the  provisions  of  such  plan  dealing  with 

13  the  assumption,  settlement,  or  payment  of  any  such  tax. 

14  TITLE  II— AMENDMENTS  TO  TITLE  28  OF  THE 

15  UNITED  STATES  CODE  AND  TO  THE  FED- 

16  ERAL  RULES  OF  EVIDENCE 

17  [Sec.  201.    (a)   Title  28  of  the  United  States  Code  is 

18  amended    by    inserting    immediately    after    chapter    5    the 

19  following: 

20  ["CHAPTER  6— BANKRUPTCY  COURTS 

["Sec. 

["151.  Creation  and  composition  of  bankruptcy  courts. 

["152.  Appointment  of  bankruptcy  judges. 

["153.  Tenure  and  residence  of  bankruptcy  judges. 

["154.  .Salaries  of  bankruptcy  judges. 

[••  1 55.  Chief  judge :  precedence  of  bankruptcy  judges. 

["156.  Division  of  business  among  bankruptcy  judges. 

["157.  Times  for  holding  regular  sessions. 

["158.  Adjournment. 

["159.  Special  sessions;  places;  notice. 

["160.  Accommodations  at  places  for  holding  court. 

["161.  Vacant  judgeship  as  affecting  proceedings- 

["162.  Bias  or  prejudice  of  judge. 
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1  ["§  151.  Creation  and  composition  of  bankruptcy  courts 

2  ["  (;1)    There  shall  be  in  each  judicial  district  a  bank- 

3  ruptey  court   which  shall  be  a  court  of  record  known   as 

4  the  United  States  Bankruptcy  Court  for  the  district. 

5  ["  (b)  Each  bankruptcy  court  shall  consist  of  the  bank- 

6  ruptey  judge  or  judges  for  the  district  in  regular  active  serv- 

7  ice.  Justices  or  judges  designated  or  assigned  shall  be  com- 

8  potent  to  sit  as  judges  of  the  bankruptcy  court. 

9  ["(f)   Except  as  otherwise  provided  by  law,  or  rule  or 

10  order  of  court,  the  judicial  power  of  a  bankruptcy  court  with 

11  respect  to  any  action,  suit  or  proceeding  may  be  exercised 

12  by  a  single  bankruptcy  judge,  who  may  preside  alone  and 

13  hold  a  regular  or  special  session  of  court  at  the  same  time 

14  other  sessions  are  held  by  other  bankruptcy  judges. 

15  ["§  152.  Appointment  of  bankruptcy  judges 

16  ["The  President  shall  appoint,  by  and  with  the  advice 

17  and  consent  of  the  Senate,  bankruptcy  judges  for  the  several 

18  judicial  districts. 

19  ["§  153.  Tenure  and  residence  of  bankruptcy  judges 

20  M  (a)    The  bankruptcy  judges  shall  hold  office  during 

21  good  behavior. 

22  "(b)  Each  bankruptcy  judge  shall  reside  in  the  district 

23  or  one  of  the  districts  for  which  he  is  appointed. 

24  "  (c)   If  the  public  interest  and  the  nature  of  the  bnsi- 

25  ness  of  a  bankruptcy  court  require  that  a  bankruptcy  judge 
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1  should  maintain  his  abode  at  or  near  a  particular  place  for 

2  holding  court  in  the  district  or  within  a  particular  part  of  (he 

3  district  the  judicial  council  of  the  circuit  may  so  declare  and 

4  may  make  an  appropriate  order.  If  the  bankruptcy  judges 

5  of  such  a  district  are  unable  to  agree  as  to  which  of  them 

6  shall  maintain  his  abode  at  or  near  the  place  or  within  the 

7  area  specified  in  such  an  order  the  judicial  council  of  the  cir- 

8  cuit  may  decide  which  of  them  shall  do  so. 

9  ["§  154.  Salaries  of  bankruptcy  judges 

10  ["Each  bankruptcy  judge  shall  receive  the  same  salary 

11  as  ma}'  from  time  to  time  be  in  effect  for  a  judge  of  a  district 

12  court  of  the  United  States  other  than  the  chief  judge  of 

13  the  United  States  District  Court  for  the  District  of  Columbia. 

14  ["§  155.  Chief  judge;  precedence  of  bankruptcy  judges 

15  ["  (a)  In  each  district  having  more  than  one  judge  the 

16  bankruptcy  judge  in  regular  active  service  who  is  senior  in 

17  commission  and  under  seventy  years  of  age  shall  be  the  chief 

18  judge  of  the  bankruptcy  court.  If  all  the  bankruptcy  judges 

19  in  regular  active  service  are  seventy  years  of  age  or  older 

20  the  youngest  shall  act  as  chief  judge  until  a  judge  has  been 

21  appointed  and  qualified  who  is  under  seventy  years  of  age, 

22  but  a  judge  may  not  act  as  chief  judge  until  he  has  served  as 

23  a  bankruptcy  judge  for  one  year. 

24  ["(b)   The  chief  judge  shall  have  precedence  and  pre- 

25  side  at  any  session  which  he  attends. 
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1  ["Other  bankruptcy  judges  shall  have  precedence  and 

o  preside   according    to    the   seniority    of    their   commissions. 

3  Judges  whose  commissions  bear  the  same  date  shall  have 

a  precedence  according  to  seniority  in  age. 

5  ["  (c)    A  judge  whose  commission  extends  over  more 

G  than  one  district  shall  be  junior  to  all  bankruptcy  judges 

7  except  in  the  district  in  which  he  resided  at  the  time  he  en- 

g  tered  upon  the  duties  of  his  office. 

9  ["(d)    If  the  chief  judge  desires  to  be  relieved  of  his 

10  duties  as  chief  judge  while  retaining  his  active  status  as  a 

11  bankruptcy  judge,  he  may  so  certify  to  the  Chief  Justice  of 

12  the  United  States,  and  thereafter  the  bankruptcy  judge  in 

13  active  service  next  in  precedence  and  willing  to  serve  shall 

14  be  designated  by  the  Chief  Justice  as  the  chief  judge  of  the 

15  bankruptcy  court. 

16  ["  (e)  If  a  chief  judge  is  temporarily  unable  to  perform 

17  his  duties  as  such,  they  shall  be  performed  by  the  bankruptcy 

18  judge  in  active  service,  present  in  the  district  and  able  and 

19  qualified  to  act,  who  is  next  in  precedence. 

20  ["§  1^6.  Division   of  business   among  bankruptcy   judges 

21  ["  (a)  The  business  of  a  bankruptcy  court  having  more 

22  than  one  judge  shall  be  divided  among  the  judges  as  provided 

23  by  the  rules  and  orders  of  the  court. 

24  ["  (b)  The  chief  judge  of  the  bankruptcy  court  shall  be 

25  responsible  for  the  observance  of  such  rules  and  orders,  and 
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1  shall  divide  the  business  and  assign  the  cases  so  far  as  such 

2  rules  and  orders  do  nol  otherwise  prescribe. 

:*,  ["  (e)   If  the  bankruptcy  judges  in  any  district  are  nn- 

4  able  to  agree  upon  the  adoption  of  rules  or  orders  for  that 

5  purpose  the  judicial  council   of  the  circuit  shall  make  the 

6  necessary  orders. 

7  ["§  157.  Times  for  holding  regular  sessions 

8  ["The   times   for   commencing'  regular  sessions   of   the 
f>  bankruptcy   court   for   transacting   judicial    business    at   the 

10  places  fixed  by  this  chapter  and  chapter  5  of  this  title  shall 

11  be  determined  by  the  rules  or  orders  of  the  bankruptcy  court. 

12  Such  rules  or  orders  ma}7  provide  that  at  one  or  more  of  such 

13  places  the  court  shall  be  in  continuous  session  for  such  pur- 
11  poses  on  all  business  days  throughout  the  year.  At  other 
1;">  places  a  session  of  the  court  shall  continue  for  such  purposes 

16  until  terminated  by  order  of  final  adjournment  or  by  com- 

17  mencement  of  the  next  regular  session  at  the  same  place. 

18  ["§158.  Adjournment 

19  "  (a)  Any  hankruptcy  court  may,  by  order  made  any- 

20  where  within  its  district,  adjourn  or.  with  the  consent  of  the 

21  judicial  council  of  the  circuit,  pretermit  any  regular  session 

22  of  court  for  insufficient  business  or  other  good  cau-e. 

23  ["  (b)  If  the  judge  of  a  bankruptcy  court  is  unable  to  at- 

24  tend  and  unable  to  make  an  order  of  adjournment,  the  clerk 
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1  may  adjourn  the  court  to  the  next  regular  session  or  to  any 

2  earlier  date  which  he  may  determine. 

3  ["§159.  Special  sessions;  places;  notice 

4  ["  (a)  Special  sessions  of  the  bankruptcy  court  may  be 

5  held  at  such  places  in  the  district  as  the  nature  of  the  business 

6  may  require,  and  upon  such  notice  as  the  court  orders. 

7  ["(b)    Any  business  may  be  transacted  at  a  special 

8  session  which  might  be  transacted  at  a  regular  session. 

9  ["§  160.  Accommodations  at  places  for  holding  court 

10  ["Court  shall  be  held  only  at  places  where  Federal 

11  quarters  and  accommodations  are  available,  or  suitable  quar- 

12  ters  and  accommodations  are  furnished  without  cost  to  the 

13  United  States.  The  foregoing  restrictions  shall  not,  however 

14  preclude  the  Administrator  of  General  Services,  at  the  re- 

15  quest  of  the  Director  of  the  Administrative  Office  of  the 

16  United  States  Courts,  from  providing  such  court  quarters 

17  and  accommodations  as  the  Administrator  determines  can 

18  appropriately  be  made  available  at  places  where  court  is 

19  authorized  by  law  to  be  held,  but  only  if  such  court  quarters 

20  and  accommodations  have  been  approved  as  necessary  by 

21  the  judicial  council  of  the  appropriate  circuit. 

22  ["§  161.  Vacant  judgeship  as  affecting  proceedings 

23  ["When  the  office  of  a  bankruptcy  judge  becomes  va- 

24  cant,  all  pending  process,  pleadings  and  proceedings  shall, 
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.  when  necessaiy,  be  continued  by  the  clerk  until  a  judge  is 

2  appointed  or  designated  to  hold  such  court, 

r.  ["§  162.  Bias  or  prejudice  of  judge 

4  ["  (a)  Whenever  a  party  to  any  proceeding  in  a  bank- 
,-  ruptcy  court  makes  and  files  a  timely  and  sufficient  affidavit 
q  that  the  judge  before  whom  the  matter  is  pending  has  a  per- 
ry sonal  bias  or  prejudice  either  against  him  or  in  favor  of  any 
g  adverse  party,  such  judge  shall  proceed  no  further  therein, 
g  but  another  judge  shall  be  assigned  to  hear  sueh  proceeding. 
jq  "  (b)  The  affidavit  shall  state  the  facts  and  the  reasons 
-ji  for  the  belief  that  bias  or  prejudice  exists,  and  shall  be  filed 
22  not  less  than  ten  days  before  the  proceeding  is  to  be  heard, 

13  or  g°°d  cause  shall  be  shown  For  failure  to  file  it  within 

14  sueh  time.  A  party  may  file  only  one  such  affidavit  in  any 

15  case.  It  shall  be  accompanied  by  a  certificate  of  counsel  of 

16  record  stating  that  it  is  made  in  good  faith.". 

17  [(b)   The  table  of  chapters  of  part  I  of  title  28  of  the 

18  United  States  Code  is  amended  by  inserting  immediately 

19  after   the    item    relating    to    chapter    5    of    such    title    the 

20  following : 

"6.  Bankruptcj-  courts 151". 

21  [Sec,  202.  Section  291  (c)    of  title  28  of  the  United 

22  States  Code  is  amended  by  inserting  "or  bankruptcy"  im- 

23  mediately  after  "to  hold  a  district". 
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4  [Sec.  203.  Section  292  (b)    of  title  28  of  the  United 

2  States  Code  is  amended  by  inserting  "or  a  bankruptcy  court" 

3  immediately  after  "to  hold  a  district  court". 

4  [Sec.  204.  Section  292(d)    of  title  28  of  the  United 

5  States  Code  is  amended — 

q  [  ( 1 )  by  striking  out  "either" ; 

7  C  (2)  by  inserting  "bankruptcy  court,"  immediately 

8  after  "in  a";  and 

9  [(3)  by  inserting  a  comma  immediately  after  "dis- 

10  trict  court". 

11  [Sec.  205.  Section  293  of  title  28  of  the  United  States 

12  Code  is  amended  by  adding  at  the  end  thereof  the  following : 

13  [''  (e)  (1)   The  Chief  Justice  of  the  United  States  may 

14  designate  and  assign  temporarily  a  bankruptcy  judge  of  one 

15  circuit  for  service  in  another  circuit,  either  in  a  bankruptcy 

16  court  or  a  district  court  upon  presentation  of  a  certificate  of 

17  necessity  by  the  chief  judge  or  circuit  justice  of  the  circuit 

18  wherein  the  need  arises. 

19  C"  (2)   The  chief  judge  of  a  circuit  may  designate  and 

20  assign  one  or  more  bankruptcy  judges  within  the  circuit  to 
2i  sit  upon  the  court  of  appeals  or  a  division  thereof  when- 

22  ever  the  business  of  that  court  so  requires.  Such  designations 

23  or  assignments  shall  be  in  conformity  with  the  rules  or  orders 

24  of  the  court  of  appeals  of  the  circuit. 

25  t"  (3)   The  chief  judge  of  a  circuit  may,  in  the  public 
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1  interest,  designate  and  assign  temporarily  a  bankruptcy  judge 

2  of  the  circuit  to  hold  a  district  court  in  any  district  within 

3  the  circuit. 

4  ["  (4)   The  chief  judge  of  a  circuit  may,  in  the  public 

5  interest,  designate  and  assign  temporarily  a  bankruptcy  judge 
U  of  the  circuit  to  hold  a  bankruptcy  court  in  any  district 

7  within  the  circuit.". 

8  [Sec.  206.  Section  294  of  title  28  of  the  United  States 

9  Code  is  amended — 

10  [  ( 1 )  in  subsection  (c) ,  by  striking  out  "or  district" 

11  and  inserting  in  lieu  thereof  ",  district,  or  bankruptcy" ; 

12  [  (2)  in  the  second  sentence  of  subsection   (d),  by 

13  inserting  "in  a  circuit,  district,  or  bankruptcy  court  out- 
1 1  side  his  own  district,  in  the  case  of  a  retired  bankruptcy 
15  judge,"  immediately  after  "retired  circuit  or  district 
Hi  judge,";  and 

17  [  (3)  in  subsection  (d),  by  striking  out  "or  district 

18  court"  and  inserting  in  lieu  thereof  ",  district  court,  or 

19  bankruptcy  court". 

20  [Sec.  207.  Section  295  of  title  28  of  the  United  States 

21  Code  is  amended  by  striking  out  "or  district"  and  inserting 

22  in  lieu  thereof  "district,  or  bankruptcy". 

23  [Sec.  208.  Section  331  of  title  28  of  the  United  States 

24  Code  is  amended — 

25  [  ( 1 )    by  inserting  "and  a  bankruptcy  judge"  im- 
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1  mediately  after  "and  a  district  judge"  in  the  first  sentence 

2  in  the  first  paragraph ; 

3  [  (2)  hy  inserting  "circuit  and  district"  in  the  sec- 

4  ond  paragraph — 

5  [  (A)     immediately    after    "amended    section 

6  the"; 

7  [(B)    immediately  after  "for  one  year,  the"; 

8  and 

9  [(C)   immediately  after  "two  years  and  the"; 

10  [(3)   by  inserting  at  the  end  of  the  second  para- 

11  graph  the  following:  "The  bankruptcy  judge  to  be  sum- 

12  moned  from  each  judicial  circuit  shall  be  chosen  by  the 

13  circuit  and  bankruptcy  judges  of  the  circuit  at  the  annual 

14  judicial  conference  of  the  circuit  held  pursuant  to  section 
l-r'  333  of  this  title  and  shall  serve  as  a  member  of  the  con- 

16  ference  for  three  successive  years,  except  that  in  the  year 

17  following;  the  effective  date  of  this  sentence  the  circuit 

18  and  bankruptcy  judges  in  the  first,  fourth,  seventh,  and 

19  tenth  circuits  shall  choose  a  bankruptcy  judge  to  serve 

20  for  one  year,  the  circuit  and  bankruptcy  judges  in  the 

21  second,  fifth,  and  eighth  circuits  shall  choose  a  bank- 

22  ruptcy  judge  to  serve  for  two  years  and  the  circuit  and 

23  bankruptcy  judges  in  the  third,  sixth,  ninth,  and  District 

24  of  Columbia  circuits  shall  choose  a  bankruptcy  judge  to 

25  serve  for  three  years." ; 
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1  [  (4)   by  inserting  "or  the  bankruptcy  judge"  im- 

2  mediately  after  "or  the  district  judge"  in  the  first  sen- 

3  tence  in  the  third  paragraph;  and 

4  C(5)   by  striking  out  "or  district"  and  inserting  in 

5  lieu   thereof   ",    district,    or   bankruptcy"    in    the    first 

6  sentence  in  the  third  paragraph. 

7  [Sec.  209.  Section  332  (d)   of  title  28  of  the  United 

8  States    Code    is    amended    by    inserting    "and   bankruptcy 

9  judges"  immediately  after  "The  district  judges". 

10  [Sec.  210.  Section  333  of  title  28  of  the  United  States 

11  Code  is  amended  b}'  striking  out  "and  district"  and  inserting 

12  in  lieu  thereof  ",  district,  and  bankruptcy". 

13  [Sec.  211.  Section  372(a)    of  title  28  of  the  United 

14  States  Code  is  amended  by  striking  out  "or  district"  in  the 

15  fourth  paragraph  and  inserting  in  lieu  thereof  ",  district,  or 

16  bankruptcy". 

17  [Sec.  212.  Section  372(b)    of  title  28  of  the  United 

18  States  Code  is  amended  by  striking  out  "or  district"  and 

19  inserting  in  lieu  thereof  ",  district,  or  bankruptcy". 

20  [Sec.  213.  Section  451  of  title  28  of  the  United  States 

21  Code  is  amended — 

22  [  ( 1 )   by  inserting  ",  bankruptcy  courts"  immedi- 

23  ately   after   "the    Customs    Court"    in    the    paragraph 

24  beginning  with  "The  tenn  'court  of  the  United  States'  "; 

25  and 
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1  [(2)    by  inserting  "bankruptcy  courts,"  immedi- 

2  ately  after  "district  courts,"  in  tbe  paragraph  beginning 

3  with  "The  term  'judge  of  the  United  States' ".] 

4  Sec.  201.  Title  28,  United  States  Code,  is  amended  by 

5  inserting  immediately  after  chapter  49  thereof  the  following 

6  new  chapter: 

7  "Chapter  50.— BANKRUPTCY  JUDGES 

"Sec. 

"771.  Appointment ;  qualifications ;  tenure;  oath;  removal. 

"772.  Practice  of  law. 

"773.  Numbers  and  locations  of  bankruptcy  judges. 

"77 '4-  Compensatian;  benefits. 

"775.  Powers  of  bankruptcy  judges. 

"776.  Temporary  assignment  of  bankruptcy  judges. 

"777.  Employees  of  bankruptcy  judges. 

"778.  Expenses;  facilities. 

8  "§  771.  Appointment;  qualifications;  tenure;  oath;  removal 

9  "( a)  Appointment.— The  Judicial  Council  of  each  cir- 

10  cuit  shall  appoint  bankruptcy  judges  to  serve  in  each  district 

11  court  of  the  circuit,  including  territorial  district  courts,  in 

12  such  numbers  and  at  such  locations  within  each  district  as  the 

13  Judicial  Conference  of  the  United  States  may  determine 
"=  pursuant  to  this  chapter.  The  appointment,  whether  an 
-^  original  appointment  or  a  reappointment,  shall  be  by  the 
1"  concurrence  of  a  majority  of  all  the  judges  of  the  Judicial 
*'  Council.  If  there  is  no  majority,  appointment  shall  be  made 
*°  by  the  chief  judge  of   the  circuit.    Where   the   Conference 

^    deems  it  desirable  for  the  expeditious  and  effective  adminis- 
tration  of  the  bankruptcy  laws,   a  bankruptcy  judge  may 
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1  be  appointed  to  serve  in  more  than  one  judicial  district  within 

2  the  circuit.  An  appointment  of  a  bankruptcy  judge  to  serve  in 

3  two  or  more  circuits  shaJl  be  made  by  a  majority  role  of 

4  the  judges  of  the  Judicial  Council  of  each  circuit  in  which 

5  the  bankrupty  judge  is  appointed  to  serve. 

6  "(b)    Qualifications. — No   individual  may  be  ap- 

7  pointed   or   reappointed    to    serve    as    a    bankruptcy   judge 

8  unless — 

9  "(1)  he  has  been  a  member  of  the  bar  for  at  least 

10  five  years  and  is  currently  a  member  in  good  standing  of 

11  the  bar  of  the  highest  court  of  the  State  in  which  he  is 

12  to  serve,  or,  in  the  case  of  an  individual  appointed  to 

13  serve — 

14  "(A)  in  the  District  of  Columbia,  a  member  in 
1°  good  standing  of  the  bar  of  the  United  States  Dis- 

16  trict  Court  for  the  District  of  Columbia; 

17  "(B)  in  the  Commonwealth  of  Puerto  Pico,  a 

18  member  in  good  standing  of  the  bar  of  the  Supreme 

19  Court  of  Puerto  Pico,   and  in   territorial  district 

20  courts,  a  member  in  good  standing  of  the  bar  of  the 

21  district  court  of  the  territory;  or 

22  "(C)    in   two  or  more  districts  extending  into 

23  tw0  or  more  States,  a  member  in  good  standing  of 

24  the  bar  of  the  highest  court  of  one  of  those  States; 
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X  "(2)  he  is  determined  by  the  judicial  council  of  the 

2  circuit  to  be  competent  to  perform  the  duties  of  the  office; 

3  "(3)  he  is  not  related  by  blood  or  marriage  at  the 

4  time  of  original  appointment  to  a  judge  of  the  court  of 

5  appeals  of  the  circuit,  or  to  a  judge  of  the  district  court 
q  in  which  he  is  appointed  to  serve;  and 

7  "(4)  he  meets  such  other  qualification  standards  as 

8  may  be  prescribed  from  time  to  time  by  the  Judicial 

9  Conference  of  the  United  States. 

10  "(c)  Tenure. — Each  individual  appointed  as  a  bank- 

11  ruptcy  judge  under  this  chapter  shall  serve  for  a  term  of 

12  twelve  years  and  may  hold  no  other  civil  or  military  office  or 

13  employment  under  the   United  States:  Provided,   however, 

14  That  retired  officers  and  retired  enlisted  personnel  of  the 

15  Regular  and  Reserve  components  of  the  Army,  Navy,  Air 

16  Force,  Marine  Corps,  and  Coast  Guard,  members  of  the 

17  Reserve  components  of  the  Army,  Navy,  Air  Force,  Marine 

18  Corps,  and  Coast  Guard,  and  members  of  the  Army  Na- 

19  tional  Guard  of  the  United  States,  the  Air  National  Guard 

20  of  the  United  States,  and  the  Naval  Militia  and  of  the  Na~ 

21  tional  Guard  of  a  State,  territory,  or  the  District  of  Co- 

22  lumbia,  except  the  National  Guard  disbursing  officers  who 

23  are  on  a  full-time  salary  basis,  may  be  appointed  and  serve  as 

24  bankruptcy  judges.  An  individual  appointed  as  a  bankruptcy 

25  judge  may  not  serve  under  this  chapter  after  having  attained 
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1  the  age  of  seventy  years:  Provided,  however,  That  upon  the 

2  unanimous  vote  of  all  the  judges  of  the  judicial  council  of  the 

3  circuit,  a  bankruptcy  judge  who  has  attained  the  age  of 

4  seventy  may  continue  to  serve  for  the  remainder  of  his  term, 

5  or  for  such  portion  thereof  as  the  council  may  deem  appropri- 

6  ate,  and  may  be  reappointed  under  this  chapter. 

7  "(d)  Oath  of  Office. — Each  individual  appointed  as 

8  a  bankruptcy  judge  under  this  section  shall  before  perform- 
ed ing  the  duties  of  his  office  take  the  same  oath  of  office  as  a 

10  district  court  judge.   The  appointment  shall  be  entered  of 

11  record  in  the  district  court,  and  notice  of  the  appointment 

12  shall  be  given  to  the  Director  of  the  Administrative  Office  of 

13  the  United  States  Courts  by  the  clerk  of  that  court. 

14  "(e)  Removal  of  a  Bankruptcy  Judge.— Removal 

15  of  a  bankruptcy  judge  during  the  term  for  which  he  is  ap- 

16  pointed  shall  be  only  for  incompetency,  misconduct,  neglect 

17  of  duty,   or  physical  or  mental  disability.   Removal  shall 

18  be  by  the  judicial  council  of  the  circuit  in  which  the  bank- 

19  ruptcy  judge  serves,   but  removal  shall  not   occur  unless 

20  a  majority  of  all  the  judges  of  such  circuit  council  concur 

21  in  the  order  of  removal.  Before  any  order  of  removal  shall 

22  be  entered,  a  full  specification  of  the  charges  shall  be  fur- 

23  nished  to  the  bankruptcy  judge,  and  he  shall  be  accorded 

24  an  opportunity  to  be  heard  on  the  charges.  Any  cause  for 
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1  removal   of   any   bankruptcy  judge   coming   to   the   knowl- 

2  edge  of  the  Director  shall  be  reported  by  him  to  the  chief 

3  judge  of  the  circuit  in  which  he  serves,  and  a  copy  of  the 

4  report  shall  at  the  same  time  be  transmitted  to  the  circuit 

5  council,  to  the  judges  of  the  district  court  concerned  and  to 

6  the  bankruptcy  judge. 

7  "§  772.  Practice  of  law 

8  "(A)  bankruptcy  judge  may  not  engage  in  the  practice 

9  of  law  and  may  not  engage  in  any  other  business,  occupa- 

10  tion,     or    employment    inconsistent    with     the    expeditious, 

11  proper,  and  impartial  performance  of  the  duties  of  the  office. 

12  "§  773.  Numbers  and  locations  of  bankruptcy  judges 

13  "(a)  Surveys  by  the  Director. — 

14  "(1)   The  Director  of  the  Administrative  Office  of 

15  the  United  States  Courts  shall  make  continuing  studies 

16  and  surveys  of  conditions   in   the  judicial  districts   to 

17  determine — 

18  "(A)    the   number   of   appointments   of   bank- 

19  ruptcy  judges  required  to  be  made  under  this  chapter 

20  to  provide  for  the  expeditious  and  effective  admin- 

21  istration  of  justice,  and 

22  "(B)   the  locations  at  which  such  officer  shall 

23  serve. 

24  "(2)  In  the  course  of  any  survey,  the  Director  shall 

25  take  into  account  local  conditions  in  each  judicial  dis- 
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1  trict,  including  the  areas  and  the  population  to  be  served, 

2  the  transportation  and  communications  facilities  avail- 

3  able,  the  numbers  and  types  of  bankruptcy  cases  filed, 

4  and  any  other  material  factors.  The  Director  shall  give 

5  consideration  to  suggestions  from  any  interested  parties. 
q  "(b)  Determination  by  the  Conference. — Upon 

7  the  completion  of  the  surveys  required  by  subsection  (a)  of 

8  this  section,  the  Director  shall  report  to  the  district  courts, 

9  the  judicial  councils,   and  the  Judicial  Conference  of  the 

10  United  States  his  recommendations  concerning  the  number 

11  of   bankruptcy  judges  and   their   respective   locations.    The 

12  district  courts  shall  advise  their  respective  judicial  councils, 

13  stating  their  recommendations  and  the  reasons  therefor;  the 

14  judicial  councils  shall  advise  the  Conference,  stating  their 

15  recommendations  and  the  reasons  therefor,   and  shall  also 

16  report  to  the  Conference  the  recommendations  of  the  district 

17  courts.  The  Conference  shall  determine,  in  the  light  of  the 

18  recommendations  of  the  Director,  the  district  courts,  and  the 

19  judicial  councils,   the  number  of  bankruptcy  judges  to  be 

20  appointed  in  each  district  court  and  the  locations  at  which 

21  they  shall  serve. 

22  "(c)  Changes  in  Number  and  Locations.— Except 

23  as  otherwise  provided  in  this  chapter,  the  Conference  may, 

24  from  time  to  time,  in  the  light  of  the  recommendations  of 
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1  the  Director,  the  district  courts,  and  the  judicial  councils, 

2  change   the   numbers   and   locations   of   bankruptcy   judges 

3  as  the  expeditious  administration    of  justice   may  require. 
4t  "(d)    Vacancies. — A  vacancy  in  the  office  of  bank- 

5  ruptcy  judge   may   be   filled   by    the   circuit   council   after 

6  approval  of  the  position  by  the  Judicial  Conference  or  a 

7  recommendation    by    the    Director    that    the    position    be 

8  continued. 

9  "§  774.  Compensation;  benefits 

10  "(a)    Compensation.— Each  bankruptcy  judge  shall 

11  receive  as  full  compensation  for  his  services  a  salary  of 

12  $48,500  per  annum,  subject  to  adjustment  in  accordance 

13  imth  section  225  of  the  Federal  Employees  Salary  Act  of 

14  1967  and  section  461  of  this  title. 

15  "(b)  Benefits.— AH  bankruptcy  judges,  and  all  clerical 

16  and  secretarial  assistants  employed  in  the  office  of  a  bank- 

17  ruptcy  judge,  shall  be  deemed  to  be  officers  and  employees  in 

18  the  judicial  branch  of  the  United  States  Government  within 

19  the  meaning   of  subchapter   III    (relating   to   civil  service 

20  retirement)  of  chapter  83,  chapter  87  (relating  to  Federal 

21  employee's  group  life  insurance) ,  and  chapter  89  (relating 

22  to  Federal  employee's  health  benefits  program)   of  title  5. 

23  "§  775.  Powers  of  bankruptcy  judges 

24  "(&)  Powers. — Each  bankruptcy  judge  serving  under 

25  this  chapter  shall  have — 
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1  "(1)   the  power  to  conduct  all  proceedings  under 

2  title  11; 

3  "(2)   to  the  c.rteut  authorized  by  rule  or  order  of 

4  the  district  court,  the  power  to  conduct  trials  and  other 

5  proceedings  in   actions  under  section  1334(b)    of  this 

6  title;  and 

7  "(3)  the  power  to  administer  oaths  and  affirmations. 

8  "(b)  Appeals. — A  person  aggrieved  by  an  order  or 

9  judgment  of  a  bankruptcy  judge  in  a  case  or  proceeding 

10  under  title  11  or  aggrieved  by  a  judgment  entered  in  a  case 

11  heard  by  a  bankruptcy  judge  under  subsection  (a)  (2)   of 

12  this  section,  mag,  within  ten  days  after  the  entry  thereof  or 

13  within  such  extended  time  as  the  court  may  allow  for  good 

14  cause  shown  upon  applications  filed  within  such   ten-day 

15  period,  file  with  the  bankruptcy  judge  a  notice  of  appeal  of 

16  such  order  or  judgment  to  a  judge  of  the  district  court  and 

17  serve  a  copy  of  such  notice  of  appeal  upon  the  adverse  parties 

18  who  were  represented  at  the  hearing  or  trial.    Unless  the 

19  person  aggrieved  shall  file  his  notice  of  appeal  of  such  order 

20  or  judgment  within  such  ten-day  period,  or  any  extension 

21  thereof,  the  order  of  the  bankruptcy  judge  shall  become  final. 

22  Upon  application  of  any  party  in  interest,  the  execution  or 

23  enforcement  of  the  order  or  judgment  complained  of  may 

24  be  suspended  by  the  court  upon  such  terms  as  will  protect 

25  the  rights  of  all  parties  in  interest. 
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-,  "(c)    INJUNCTIONS. — Notwithstanding   any   oilier  pro- 

9  vision  of  law  to  the  contrary,  a  bankruptcy  'judge  may  not 

o  enjoin  a  court. 

4  "(d)    Contempt. — In   a   proceeding   before    a    bank- 

5  ruptcy  judge,  any  of  the  following  acts  or  conduct  shall  con- 
q  stitute  a  contempt  of  a  district  court  for  the  district  in  which 
7  the  bankruptcy  judge  is  sitting: 

g  "(I)  disobedience  or  resistance  to  any  lawful  order, 

9  process,  or  writ; 

10  "(2)  misbehavior  at  a  hearing  or  other  proceeding, 

H  or  so  near  the  place  thereof  as  to  obstruct  the  same; 

12  "(3)  failure  to  produce,  after  having  been  ordered 

13  to  do  so,  any  pertinent  document; 

14  "(4)  refusal  to  appear  after  having  been  subpenaed 

15  or,  upon  appearing,  refused  to  take  the  oath  or  affirma- 

16  tion  as  a  witness,  or,  having  taken  the  oath  or  affirmation, 

17  refusal  to  be  examined  according  to  law;  or 

18  "(5)  any  other  act  or  conduct  which  if  committed 

19  before   a  judge   of   the   district   court   would  constitute 

20  contempt  of  the  court. 

21  A   bankruptcy  judge  may  impose  a  fine  for  contempt   of 

22  court  not  in  excess  of  $250.  Upon  the  commission  of  any  act 

23  warranting  imprisonment  or  a  fine  in  excess  of  $250,  the 

24  bankruptcy  judge  shall  forthwith  certify  the  facts  to  a  judge 
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1  of  a  district  court.  On  such  certification  the  district  judge 

2  shall  proceed  as  for  a  contempt  not  committed  in  his  presence. 

3  "§  776.  Temporary  assignment  of  bankruptcy  judges 

4  "(a)  INTRACIRCUIT.—The  chief  judge  of  a  circuit  man 

5  temporarily  assign  a  bankruptcy  judge  appointed  to  serve 

6  in  a  distinct  court  within  the  circuit  to  perform  duties  in  any 

7  other  district  within   the  circuit.    The   assignment  shall  be 

8  entered  of  record  in  the  office  of  the  clerk  of  the  district  court 

9  to  which  the  bankruptcy  judge  is  assigned. 

10  "(b)  INTERCIRCUIT.—The  chief  judge  of  a  circuit  may, 

11  ivith  the  consent  of  the  chief  judge  of  another  circuit,  tempo- 

12  rarity  assign   a   bankruptcy  judge   appointed   in   the   other 

13  circuit  to  perform  duties  in,  any  district  court  within  the 
H  circuit.    The  assignment  shall  be  entered  of  record  in   the 

15  office  of  the  clerk  of  the  district  court  to   which   the  bank- 

16  ruptey  judge  is  assigned. 

17  "(c)    Assignment    of    a    Betired    Bankruptcy 
1^  Judge. — The  chief  judge  of  a  circuit,  with  the  approval  of 

19  the  Director,  may  temporarily  assign  a  retired  bankruptcy 

20  judge  to  perform  the  duties  of  bankruptcy  judge   in   any 

21  judicial  district  when  there  is  a  vacancy  in  the  office  of  a 

22  bankruptcy  judge,  a  bankruptcy  judge  is  absent,  or  when  the 

23  expeditious  transaction   of   the   business  of   the   court   may 

24  require.  The  retired  bankruptcy  judge  shall  be  considered  a 
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1  reemployed  annuitant  within  the  meaning  of  the  civil  service 

2  laws  and  during  the  period  of  his  service  shall  not  engage 

3  in  any  other  activity  inconsistent  with  the  performance  of 

4  the  duties  of  the  office. 

5  "(d)   A  bankruptcy  judge  shall  discharge  all  judicial 

6  duties  for  which  he  is  designated  and  assigned  under  this 

7  section.  He  shall  have  all  the  powers  of  a  bankruptcy  judge 

8  for  the  district  to  which  he  is  assigned  for  the  period  of  such 

9  assignment. 

10  "§  777.  Employees  of  bankruptcy  judges 

11  "The  Director  shall  furnish  bankruptcy  judges  with  the 

12  necessary  stenographic,  clerical,  or  other  assistance  needed 

13  for  the  performance  of  their  duties.  Such  personnel  shall  be 

14  employed  by  the  bankruptcy  judge  and  subject  to  his  con- 

15  trol,  supervision,  and  removal. 

16  "§  778.  Expenses;  facilities 

17  "Bankruptcy  judges  serving  under  this  chapter  shall  be 

18  allowed  their  actual  and  necessary  expenses  incurred  in  the 

19  performance  of  their  duties,  including  the  compensation  for 

20  necessary  secretarial  and  other  necessary  supporting  person- 

21  nel.  Such  expenses  and  compensation  shall  be  determined  and 

22  paid  by  the  Director  under  such  regulations  as  the  Director 

23  shall  prescribe  with  the  approval  of  the  Judicial  Conference. 

24  The  Administrator  of  General  Services  shall  provide  bank- 
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1  ruptcy  judges  with  necessary  courtrooms,  office  space,  furni- 

2  ture,  and  facilities  in  buildings  owned  or  occupied  by  depart- 

3  ments  and  agencies  of  the  United  States,  or  should  suitable 

4  courtroom  and  office  space  not  be  available,  the  Administrator 

5  of  General  Services,  at  the  request  of  the  Director,  shall  pro- 
q  cure  and  pay  for  suitable  courtroom  and  office  space,  furni- 
rj  ture,  and  facilities  in  another  building,  but  only  if  such 
g  request  has  been  approved  as  necessary  by  the  judicial  coun- 
9  cil  of  the  appropriate  circuit." 

10  [Sec.  215.  Section  456  of  title  28  of  the  United  Slates 

11  Code  is  amended — 

12  [  ( 1)  by  striking  out  "and  the  United  States  District 

13  Court  for  the  District  of  Columbia,"  and  inserting  in 

14  lieu  thereof  "the  United  States  District  Court  for  the 

15  District  of  Columbia,  and  the  United  States  Bankruptcy 

16  Court  for  the  District  of  Columbia," ; 

17  [  (2)  by  striking  out  "and  district"  and  inserting  in 

18  lieu  thereof  ",  district,  and  bankruptcy";  and 

19  [  (3)  by  striking  out  "and  each  district  judge"  and 

20  inserting  in  lieu  thereof  ",  each  district  judge,  and  each 

21  bankruptcy  judge". 

22  [Sec.  216.  Section  457  of  title  28  of  the  United  States 

23  Code  is  amended  by  inserting  "of  bankruptcy  courts,"  im- 

24  mediately  after  "The  records".] 
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1  Sec.  [217  J  206.  (a )  The  heading  for  section  400  of  title 

2  28  of  the  United  States  Code  is  amended  by  striking  out 

3  "Alaska,". 

4  (b)  The  item  relating  to  section  460  in  the  table  of  sec- 

5  tions  of  chapter  21  of  title  28  of  the  United  States  Code  is 

6  amended  by  striking  out  "Alaska,". 

7  [Sec.  218.  Section  506  of  title  28  of  the  United  States 

8  Code  is  amended  by  striking  out  "nine"  and  inserting  in 

9  lieu  thereof  "ten". 

10  [Sec.  219.   (a)   Section  526(a)  (1)   of  title  28  of  the 

11  United    States    Code    is    amended    by    striking    out    "and 

12  marshals"  and  inserting  in  lieu  thereof  ",   marshals,   and 

13  trustees". 

14  [(b)    The  heading  for  section  526  of  title  28  of  the 

15  United    States    Code    is    amended    by    striking    out    "and 

16  marshals"  and  inserting  in  lieu  thereof  ",  marshals,  and 

17  trustees". 

18  [(c)   The  item  relating  to  section  526  in  the  table  of 

19  sections  of  chapter  31  of  title  28  of  the  United  States  Code 

20  is  amended  by  striking  out  "and  marshals"  and  inserting  in 

21  Heu  thereof  ",  marshals,  and  trustees".] 

22  Sec.  [220]  207.  Section  526(a)  (2)   of  title  28  of  the 

23  United  States  Code  is  amended — 

24  (1)  by  striking  out  "referees,"  and  inserting  in  lieu 

25  thereof  "bankruptcy  judges' ;  and 
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-  (2)  by  striking  out  "and  receivers  in  bankruptcy" 

2  and  inserting  in  lieu  thereof  "in  cases  under  title  11". 

3  [Sec.  221.  Section  569(a)  of  title  28  of  the  United 
.  States  Code  is  amended  by  striking  out  "of  the  district  court" 
,-  and  inserting  in  lieu  thereof  "of  the  bankruptcy  court,  of  the 

6  district  court,". 

7  [Sec.  222.  Section  571  (a)  of  title  28  of  the  United 
o  States  Code  is  amended — 

9  [(1)    by  striking  out  "and  of  the  marshals"  and 

2Q  inserting  in  lieu  thereof  "of  the  marshals";  and 

22  [  (2)  by  inserting  ",  and  of  the  United  States  trust- 

22  ees,  their  assistants,  staff  and  other  employees"  immedi- 

23  ately  after  "clerical  assistants". 

14  [Sec.  223.  Section  571  (b)   of  title  28  of  the  United 

15  States  Code  is  amended  by  striking  out  "and  district"  and 

16  inserting  in  lieu  thereof  ",  district,  and  bankruptcy". 

17  [Sec.  224.    (a)   Title  28  of  the  United  States  Code  is 

18  amended   by   inserting  immediately   after   chapter   37   the 

19  following : 

20  ["CHAPTER  39— UNITED  STATES  TRUSTEES 

["Sec. 

["581.  United  States  trustees. 

["582.  Assistant  United  States  trustees. 

["583.  Oath  of  office. 

["584.  Official  stations. 

["585.  Vacancies. 

["586.  Duties;  supervision  by  Attorney  General. 

["587.  Salaries. 

["588.  Expenses. 

["589.  Staff  and  other  employees. 
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1  ["§  581.  United  States  trustees 

2  ["  (a)    The  Attorney  General  shall  appoint  a  United 

3  States  trustee  for  each  judicial  district.  The  Attorney  General 

4  may  appoint  the  same  individual  to  serve  as  United  States 

5  trustee  for  more  than  one  judicial  district. 

6  ["(h)    Each  United  States  trustee  shall  be  appointed 

7  for  a  term  of  seven  years.  On  the  expiration  of  his  term,  a 

8  United  States  trustee  shall  continue  to  perform  the  duties 

9  of  his  office  until  his  successor  is  appointed  and  qualifies. 

10  ["  (c)   Each  United  Slates  trustee  is  subject  to  removal 

11  for  cause  by  the  Attorney  General. 

12  ["§582.  Assistant  United  States  trustees 

13  ["  (a)  The  Attorney  General  may  appoint  one  or  more 
H  assistant  United  States   trustees  in  any  district  when  the 

15  public  interest  so  requires. 

16  ["(b)  Each  assistant  United  States  trustee  is  subject  to 

17  removal  for  cause  by  the  Attorney  General. 

18  ["§  583.  Oath  of  office 

19  ["Each    United    States    trustee    and   assistant   United 

20  States   trustee  before  taking  office,   shall  take  an  oath  to 

21  execute  faithfully  his  duties. 

22  ["§  584.  Official  stations 

23  ["The   Attorney   General   may   determine   the   official 

24  stations  of  the  United  States  trustees  and  assistant  United 
2^  States  trustees  within  the  districts  for  which  they  were 
26  appointed. 
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1  ["§  585.  Vacancies 

2  ["The  Attorney  General  may  appoint  an  acting  United 

3  States  trustee  for  a  district  in  which  the  office  of  United 

4  States  trustee  is  vacant,  or  may  designate  a  United  States 

5  trustee  for  another  judicial  district  to  serve  as  trustee  for 

6  the  district  in  which  such  vacancy  exists.  The  individual  so 

7  appointed  or  designatedd  may  serve  until  the  earlier  of  90 

8  days  after  such  appointment  or  designation,  as  the  case  may 

9  be,  or  the  date  on  which  the  vacancy  is  filled  by  appoint- 

10  ment  under  section  581  of  this  title. 

11  ["§586.  Duties;  supervision  by  Attorney  General 

12  ["  (a)    Each  United  States  trustee,  within  his  district, 

13  shall— 

14  ["  (1)   establish,  maintain,  and  supervise  a  panel  of 

15  private  trustees  that  are  eligible  and  available  to  serve 

16  as  trustees  in  cases  under  chapter  7  of  title  1 1 ; 

17  ["  (2)   serve  as  and  perform  the  duties  of  a  trustee 

18  in  a  case  under  title  11  when  required  under  title  11 

19  to  serve  as  trustee  in  such  a  case ; 

20  ["  (3)  deposit  or  invest  under  section  345  of  title  11 

21  money  received  as  trustee  in  cases  under  title  1 1 ; 

22  ["  (4)  perform  the  duties  prescribed  for  the  United 

23  States  trustee  under  title  1 1 ;  and 

24  ["  (5)   make  such  reports  as  the  Attorney  General 

25  directs. 
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1  ["(b)    If  the  number  of  cases  under  chapter  13  of 

2  title  11  commenced  in  a  particular  judicial  district  so  war- 

3  rant,  the  United  States  trustee  for  such  district  may,  subject 

4  to  the  approval  of  the  Attorney  General,   appoint  one  or 

5  more  individuals  to  serve  as  standing  trustee,  or  designate 

6  one  or  more  assistant  United  States  trustees  for  such  district 

7  to  perform  the  duties  of  the  United  States  trustee,  in  cases 

8  under  such  chapter.   The   United  States   trustee   for  such 

9  district   shall  supervise  any   such   individual   appointed   as 

10  standing  trustee  in  the  performance  of  the  duties  of  standing 

11  trustee. 

12  ["(c)   Each  United  States  trustee  shall  be  under  the 

13  general   supervision   of  the   Attorney   General,    who   shall 

14  provide  general  coordination  and  assistance  to  the  United 

15  States  trustees. 

16  ["  (d)    The  Attorney  General  shall  prescribe  by  rule 

17  qualifications  for  membership  on  the  panels  established  by 

18  United  States   trustees   under   subsection    (a)  (1)    of   this 

19  section,  and  qualifications  for  appointment  under  subsection 

20  (b)    of  tliis  section  to  serve  as  standing  trustee  in  cases 
2i  under  chapter  13  of  title  11.  The  Attorney  General  may  not 

22  require  that  an  individual  be  an  attorney  in  order  to  qualify 

23  for  appointment  under  subsection    (b)    of  tliis   section   to 

24  serve  as  standing  trustee  in  cases  under  chapter  13  of  title 

25  11. 
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1  t"(e)(l)    The   Attorney   General,   after   consultation 

2  with  a  United  States  trustee  that  has  appointed  an  individ- 

3  ual  under  subsection  (b)  of  this  section  to  serve  as  standing 

4  trustee  in  cases  under  chapter  13  of  title   11,  shall  fix — 

5  ["  (A)  a  maximum  annual  compensation  for  such 

6  individual,  not  to   exceed  the  lowest  annual  rate   of 

7  basic  pay  in  effect  for  grade  GS-16  of  the  General 

8  Schedule  prescribed  under  section  5332  of  title  5;  and 

9  ["  (B)  a  percentage  fee,  not  to  exceed  ten  percent, 

10  based  on  such  maximum  annual  compensation  and  the 

11  actual,  necessary  expenses  incurred  by  such  individual 

12  as  standing  trustee. 

13  ["  (2)  Such  individual  shall  collect  such  percentage  fee 

14  from  all  payments  under  plans  in  the  cases  under  chapter  13 

15  of  title   11   for  which  such  individual  serves  as  standing 

16  trustee.  Such  individual  shall  pay  annually  to  the  United 

17  States  trustee,  and  the  United  States  trustee  shall  pay  to  the 

18  Treasury — 

19  ["  (A)  any  amount  by  which  the  actual  compensa- 

20  tion  of  such  individual  exceeds  five  percent  upon  all  pay- 

21  ments  under  plans  in  cases  under  chapter  13  of  title  11 

22  for  which  such  individual  serves  as  standing  trustee ;  and 

23  ["(B)   any  amount  by  which  the  percentage  fee 

24  fixed  under  paragraph    (1)  (B)    of  this  subsection  for 

25  all  such  cases  exceeds — 
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2  ["  (i)  such  individual's  actual  compensation  for 

2  such  cases,  as  adjusted  under  subparagraph  (A)   of 

3  this  paragraph ;  plus 

4  ["  (ii)  the  actual,  necessary  expenses  incurred 

5  by  such  individual  as  standing  trustee  in  such  cases. 

6  ["§  587.  Salaries 

7  ["The  Attorney  General  shall  fix  the  annual  salaries  of 

8  United  States  trustees  and  assistant  United  States  trustees  at 

9  rates  of  compensation  not  to  exceed  the  lowest  annual  rate 

10  of  basic  pay  in  effect  for  grade  GS-16  of  the  General  Sched- 

11  ule  prescribed  under  section  5332  of  title  5. 

12  ["§  588.  Expenses 

13  ["Necessary  office  expenses  of  the  United  States  trustee 

14  shall  be  allowed  when  authorized  by  the  Attorney  General. 

15  ["§  589.  Staff  and  other  employees 

16  ["The  United  States  trustee  may  employ  staff  and  other 
M    employees  on  approval  of  the  Attorney  General.". 

18  [  (b)  The  table  of  chapters  of  part  II  of  title  28  of  the 

19  United  States  Code  is  amended  by  inserting  at  the   end 

20  thereof  the  following : 

["39.  United  States  Trustees 581".] 

21  Sec.   [225]  208.  Section  604(a)    of  title  28  of  the 

22  United  States  Code  is  amended — 

23  (1)    by  redesignating   paragraph    (13)    as   para- 

24  graph  (14)  ;  and 


311 


309 

1  (2)  by  inserting  immediately  after  paragraph  (12) 

2  the  following : 

3  "(13)    Lay  before  Congress,   annually,   statistical 

4  tables  that  will  accurately  reflect  the  business  transacted 

5  [by  the  several  bankruptcy  courts,  and  all  other  perti- 

6  nent  data  relating  to  such  courts]  in  cases  and  proceed- 

7  ings  under  title  11  or  actions  related  thereto;". 

8  Sec.  209.  Section  604  of  title  28,  United  States  Code,  is 

9  amended  by  adding  at  the  end  thereof  the  following: 

10  "(e)    Panel   of   Trustees. — For   each   bankruptcy 

11  court,  the  Director  shall  name  qualified  persons  to  member- 

12  ship  on  the  panel  of  trustees.  The  number  and  qualifications 

13  of  persons  named  to  membership  on  the  panel  of  trustees 

14  shall  be  determined  by  rules  and  regulations  to  be  adopted 

15  by  the  Director.  An  individual  named  to  membership  on  the 

16  panel  of  trustees  shall  have  a  residence  or  office  in  the  State 

17  served  by  the  court  or  in  any  adjacent  State.  A  corporation 

18  named  to  membership  on  the  panel  of  trustees  shall  be  author- 

19  ized  by  its  charter  or  by  law  to  act  as  trustee  and  shall  have 

20  an  office  in  the  State  served  by  the  court.  The  Director  on  his 

21  own  initiative  may  at  any  time  remove  a  person  named  to  a 

22  panel  of  trustees  or  remove  a  trustee  appointed  from   the 

23  panel.". 

24  [Sec.  226.  Section  610  of  title  28  of  the  United  States 

25  Code  is  amended  by  striking  out  "and  district  courts"  an4 
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1  inserting  in  lieu  thereof  ",  district  courts,  and  bankruptcy 

2  courts".] 

3  Sec.  [227J  210.  Section  620(b)  (3)  of  title  28  of  the 

4  United  States  Code  is  amended  by  striking  out  "referees," 

5  and  inserting  in  lieu  thereof  "bankruptcy  judges". 

6  Sec.  [228]  211.  Section  621  (a)  (2)  of  title  28  of  the 

7  United  States  Code  is  amended  by  striking  out  "and  three 

8  active  judges  of  the  district  courts  of  the  United  States"  and 

9  inserting  in  lieu  thereof  ",  three  active  judges  of  the  district 

10  courts  of  the  United  States,  and  [two]  one  active  bankruptcy 

11  judge[s  of  the  bankruptcy  courts]  of  the  United  States  and 

12  one  magistrate". 

13  Sec.   [229]  212.  Section  621  (b)    of  title  28  of  the 

14  United  States  Code  is  amended — 

15  ( l )   by  inserting  "  ( 1 )  "  immediately  after  "(b)"; 

16  (2)  by  striking  out  "The"  and  inserting  in  lieu 

17  thereof  "Except  as  provided  in  paragraph    (2)    of  this 

18  subsection,  the" ; 

19  (3)   by  striking  out  everything  after  "years"  down 

20  through  "That  a"  and  inserting  in  lieu  thereof  ".  A"; 

21  and 

22  (4)  by  adding  at  the  end  thereof  the  following : 

23  « (2)   Members  first  elected  to  the  Board  from  among 

24  bankruptcy  judges  shall  continue  in  office  for  terms  of  [two 

25  and]  four  years,  [respectively,]  the  term  of  each  to  be  desig- 
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1  nated  by  the  Judicial  Conference  of  the  United  States  at  the 

2  time  of  his  election.". 

3  [Sec.  230.  Section  621  (c)    of  title  28  of  the  United 

4  State  Code  is  amended — 

5  [  ( 1 )  by  inserting  "  ( 1 )  "  immediately  after  "(c)"; 

6  and 

7  [(2)  hy  adding  at  the  end  thereof  the  following: 

8  ["  (2)    The  member  first  elected  to  the  Board  from 

9  among  bankruptcy  judges  who  is  designated  by  the  Judicial 

10  Conference  of  the  United  States  to  serve  a  term  of  office 

11  of  two  years  shall  be  eligible  for  reelection  to  one  full  term 

12  of  office.".] 

13  Sec.  [231]  213.  Chapter  42  of  title  28  of  the  United 

14  States  Code  is  amended — 

15  ( 1 )  by  striking  out  section  629 ;  and 

16  (2)  by  striking  out  the  item  relating  to  section  629 

17  in  the  table  of  sections. 

18  [Sec.  232.  Section  631(c)   of  title  28  of  the  United 

19  States  Code  is  amended — 

20  [  ( 1 )  by  striking  out  "of  the  conference,  a  part-time 

21  referee  in  bankruptcy  or"  and  inserting  in  lieu  thereof 

22  "of  the  conference," ;  and 

23  [(2)    by  striking  out   "magistrate   and  part-time 

24  referee  in  bankruptcy,"   and  inserting  in  lieu   thereof 

25  "magistrate  and". 
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1  [Sec.  233,  Section  634(a)    of  title  28  of  the  United 

2  States  Code  is  amended  by  striking  out  "for  full-time  and 

3  part-time  United  States  magistrates  not  to  exceed  the  rates 

4  now  or  hereafter  provided  for  full-time  and  part-time  referees 

5  in  bankruptcy,  respectively,  referred  to  in  section  40a  of  the 

6  Bankruptcy  Act    (11  U.S.C.  68(a)),  as  amended,",  and 

7  inserting  in  lieu  thereof  "not  to  exceed  $48,500  per  annum, 

8  subject  to  adjustment  in  accordance  with  section  225  of  the 

9  Federal  Salary  Act  of  1967  and  section  461  of  this  title,". 

10  [Sec.  234.   (a)   Title  28  of  the  United  States  Code  is 

11  amended   by  inserting  immediately   after   chapter  49    the 

12  following : 

13  ["CHAPTER  50— BANKRUPTCY  COURTS 

["Sec. 

["771.  Clerks. 

["772.  Other  employees. 

["773.  Eecords  of  proceedings;  reporters. 

["774.  Power  to  appoint. 

14  ["§  771.  Clerks 

1&  ["  (a)  Each  bankruptcy  court  may  appoint  a  clerk  who 

16  shall  be  subject  to  removal  by  the  court. 

17  ["  (b)  The  clerk  may  appoint,  with  the  approval  of  the 

18  court,  necessary  deputies,  clerical  assistants  and  employees 

19  in  such  number  as  may  be  approved  by  the  Director  of  the 

20  Administrative   Office   of  the   United   States   Courts.    Such 

21  deputies,  clerical  assistants  and  employees  shall  be  subject  to 

22  removal  by  the  clerk  with  the  approval  of  the  court. 
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1  [''  (c)   The  clerk  of  each  bankruptcy  court  shall  reside 

2  in  the  district  for  which  he  is  appointed.  The  bankruptcy 

3  court  may  designate  places  within  the  district  for  the  offices 

4  of  the  clerk  and  his  deputies,  and  their  official  stations. 

5  ["(d)  A  clerk  of  a  bankruptcy  court  or  his  deputy  or 
g  assistant  shall  not  receive  any  compensation  or  emoluments 

7  through  any  office  or  position  to  which  he  is  appointed  by 

8  the  court,  other  than  that  received  as  such  clerk,  deputy  or 

9  assistant,  whether  from  the  United  States  or  from  private 

10  litigants. 

11  ["  (e)  The  clerk  of  each  bankruptcy  court  shall  pay  into 

12  the  Treasury  all  fees,  costs  and  other  mone}^s  collected  by 

13  him,  except  uncollected  fees  not  required  by  Act  of  Congress 

14  to  be  prepaid. 

15  ["He  shall  make  returns  thereof  to  the  Director  of  the 

16  Administrative  Office  of  the   United  States   Courts  under 

17  regulations  prescribed  by  him. 

18  ["§  772.  Other  employees 

19  ["Bankruptcy  judges  may  appoint  necessary  other  em- 

20  ployees,  including  law  clerks  and  secretaries,  subject  to  any 

21  limitation  on  the  aggregate  salaries  of  such  employees  which 

22  may  be  imposed  by  law. 

23  ["§773.  Records  of  proceedings;  reporters 

24  ["  (a)  The  bankruptcy  court  shall  require  a  record  to  be 

25  made,  whenever  practicable,  of  all  proceedings  in  cases  had 
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1  in  open  court.  The  court  may  provide  that  the  record  be 

2  taken  by  such  electronic  sound  recording  means  as  the  Judi- 

3  cial  Conference  shall  prescribe,  by  a  court  reporter  appointed 

4  or  employed  by  such  bankruptcy  court  to  take  a  verbatim 

5  record  by  shorthand  or  mechanical  means,  or  by  an  em- 

6  ployee  of  the  court  designated  by  the  court  to  take  such  a 

7  verbatim  record. 

8  ["(b)  On  the  request  of  a  party  to  a  proceeding  that  has 

9  been  recorded  who  has  agreed  to  pay  the  fee  for  a  transcript, 

10  or  a  judge  of  the  bankruptcy  court,  a  transcript  of  the  orig- 

11  inal  record  of  the  requested  parts  of  such  proceeding  shall 

12  be  made  and  delivered  promptly  to  such  party  or  judge.  Any 

13  such  transcript  that  is  certified  shall  be  deemed  prima  facie 

14  a  correct  statement  of  the  testimony  taken  and  proceed- 

15  ings  had.  No  transcript  of  the  proceedings  of  the  bankruptcy 

16  court  shall  be  considered  as  official  except  those  made  from 

17  certified  records. 

18  ["(c)   Fees  for  transcripts  furnished  in  proceedings  to 

19  persons  permitted  to  appeal  in  forma  pauperis  shall  be  paid 

20  by  the  United  States  out  of  money  appropriated  for  that 

21  purpose  if  the  trial  judge  or  a  circuit  judge  certifies  that  the 

22  appeal  is  not  frivolous  (but  presents  a  substantial  question) . 

23  ["§  774.  Power  to  appoint 

24  ["Whenever  a  majority  of  the  bankruptcy  judges  of  any 

25  bankruptcy  court  cannot  agree  upon  the  appointment  of  any 
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1  officer   of   such    court,    the    chief   judge    shall    make    such 

2  appointment.". 

3  [  (b)    The  table  of  chapters  of  part  III  of  title  28  of 

4  the  United  States  Code  is  amended  by  inserting  immedi- 

5  ately  after  the  item  relating  to  chapter  49  the  following: 

["50.  Bankruptcy  Courts 771". 

6  [Sec.  235.  Section  957  (a)   of  title  28  of  the  United 

7  States  Code  is  amended  by  inserting  "or  bankruptcy  court" 

8  immediately  after  "district  court".] 

9  Sec.   [236]  2U.  Section  959(b)    of  title  28  of  the 

10  United  States  Code  is  amended  by  striking  out  "A"  ancl 

11  inserting  in  lieu  thereof  "Except  as  provided  in  section  1165 

12  of  title  11,  a". 

13  [Sec.  237.  (a)  Section  1291  of  title  28  of  the  United 
States  Code  is  amended  by  inserting  "the  bankruptcy  courts 
of  the  United  States,"  immediately  after  "the  district  courts 

16  of  the  United  States,". 

17  [(b)  The  heading  for  section  1291  of  title  28  of  the 
United  States  Code  is  amended  by  inserting  "and  bank- 
ruptcy  courts"  immediately  after  "district  courts". 

[(c)  The  item  relating  to  section  1291  in  the  table  of 
sections  of  chapter  83  of  title  28  of  the  United  States  Code 
is  amended  by  inserting  "and  bankruptcy  courts"  immediately 
after  "district  courts", 
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1  [Sec.  238.  Section  1292  (a)   of  title  28  of  the  United 

2  States  Code  is  amended — 

3  [  ( 1 )    by  inserting  "the  bankruptcy  courts  of  the 

4  United  States,"  immediately  after  "the  district  courts 

5  of  the  United  States,"  in  paragraph   (1)  ; 

6  [  (2)  by  striking  out  the  period  at  the  end  of  para- 

7  graph  (4)  and  inserting  in  lieu  thereof  a  semicolon;  and 

8  [  (3)   by  adding  at  the  end  thereof  the  following: 

9  ["  (5)  Final  judgments,  orders,  and  decrees  of  the 

10  bankruptcy  courts  of  the  United  States  in  proceedings 

11  arising  under  title  1 1  or  arising  under  or  related  to  cases 

12  under  title  11.". 

13  [Sec.  239.  Section  1292  (b)   of  title  28  of  the  United 

14  States  Code  is  amended  by  inserting  immediately  after  "dis- 

15  trict"  each  place  it  appears  the  following:  "or  bankruptcy". 

16  [Sec.  240.  Section  1294  of  title  28  of  the  United  States 

17  Code  is  amended — 

18  [  ( 1 )   by  striking  out  "district  and  territorial"  and 

19  inserting  in  lieu  thereof  "district,  bankruptcy,  and  ter- 

20  ritorial";  and 

21  [(2)    by  inserting  "or  a  bankruptcy  court  of  the 

22  United  States"  immediately  after  "a  district  court  of 

23  the  United  States"  in  paragraph  ( 1 ) . 
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1  [Sec.  241.  Chapter  85  of  title  28  of  the  United  States 

2  Code  is  amended — 

3  [  ( 1 )  by  striking  out  section  1334;  and 

4  £  (2)    by  striking  out  the  item  relating  to  section 

5  1334  in  the  table  of  sections.] 

6  Sec.  202.  Section  1334  of  title  28,  United  States  Code, 

7  is  amended  to  read  as  follows: 

8  "§  1334.  Cases  and  proceedings  under  title  11;  related  civil 

9  proceedings 

10  "(a)  The  district  courts  shall  have  original  jurisdiction, 

11  exclusive  of  the  courts  of  the  States,  of  all  cases  and  proceed- 

12  ings  under  title  11. 

13  "(b)    The  district  courts  shall  have  original,   but  not 

14  exclusive,  jwisdiction  of  all  civil  proceedings  by  or  against 
1^  a  debtor  in  possession,  a  trustee,  or  other  representative  of 

16  the  estate  of  a  debtor  appointed  under  title  11  to  administer 

17  the  debtor's  estate.' '. 

18  Sec.  [242]  215.  Section  1360  (a)   of  title  28  of  the 

19  United  States  Code  is  amended  by  striking  out  "within  the 

20  Territory"  and  inserting  in  lieu  thereof  "within  the  State". 

21  [Sec.  243.   (a)  Title  28  of  the  United  States  Code  is 

22  amended  by  inserting  immediately   after  chapter  89   the 

23  following : 
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1  ["CHAPTER  90— BANKRUPTCY  COURTS 

["Sec. 

["1471.  Jurisdiction. 

["1472.  Venue  of  cases  under  title  11. 

["1473.  Venue  of  proceedings  arising  under  or  related  to  cases  under 

title  11. 
["1474.  Venue  of  cases  ancillary  to  foreign  proceedings. 
["1475.  Change  of  venue. 

["1476.  Creation  or  alteration  of  district  or  division. 
["1477.  Cure  or  waiver  of  defects. 
["1478.  Removal  to  the  bankruptcy  courts. 
["1479.  Provisional  remedies;  security. 
["1480.  Jury  trials. 
["1481.  Powers  of  bankruptcy  court. 

2  ["§  1471.  Jurisdiction 

3  ["  (a)    Except  as  provided  in  subsection    (b)    of  this 

4  section,  the  bankruptcy  courts  shall  have  original  and  ex- 

5  elusive  jurisdiction  of  all  cases  under  title  11. 

6  ["(b)  Notwithstanding  any  Act  of  Congress  that  con- 

7  fers  exclusive  jurisdiction  on  a  court  or  courts  other  than 

8  the  bankruptcy  courts,   the  bankruptcy  courts   shall  have 

9  original  but  not  exclusive  jurisdiction  of  all  civil  proceedings 

10  arising  under  title  11  or  arising  under  or  related  to  cases 

11  under  title  11. 

12  ["  (c)   Subsection   (b)  of  this  section  does  not  prevent 

13  a  bankruptcy  court,  in  the  interest  of  justice,  from  abstaining 
l*  from  hearing  a  particular  proceeding  arising  under  title  11 

15  or  arising  under  or  related  to  a  case  under  title  11.  Such 

16  abstention,  or  a  decision  not  to  abstain,  is  not  reviewable  by 
1"  appeal  or  otherwise. 
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1  £ "  1472.  Venue  of  cases  under  title  11 

2  ["Except  as  provided  in  section  1474  of  this  title,  a 

3  case  under  title  11  may  be  commenced  in  the  bankruptcy 

4  court  for  a  district — 

5  ["(1)   in  which  the  domicile,  residence,  principal 

6  place  of  business,  or  principal  assets  of  the  person  or 

7  entity  that  is  the  subject  of  such  case  have  hem  located 

8  for  the  180  days  immediately  preceding  such  commence- 

9  nient,  or  for  a  longer  portion  of  such  180-day  period 

10  than  such  domicile,  residence,  principal  place  of  busi- 

11  ness,   or  principal  assets   were   located   in   any   other 

12  district ;  or 

13  ["  (2)  in  which  there  is  pending  a  case  under  title 

14  11  concerning  such  person's  affiliate,  general  partner,  or 

15  partnership. 

16  ["§  1473.  Venue  of  proceedings  arising  under  or  related  to 

17  cases  under  title  11 

18  ["(a)  Except  as  provided  in  subsections  (b)  and  (dj 

19  of  this  section,  a  proceeding  arising  under  or  related  to  a 

20  case  under  title  11  may  be  commenced  in  the  bankruptcy 

21  court  in  which  such  case  is  pending. 

22  ["  (b)  A  trustee  in  a  case  under  title  11  may  commence 

23  a  proceeding  arising  under  or  related  to  such  case  to  re- 


322 


320 

1  cover  a  money  judgment  of  less  than  $1,000  or  a  consumer 

2  debt  of  less  than  $5,000  only  in  the  bankruptcy  court  for 

3  the  district  in  which  a  defendant  resides. 

4  ["  (c)  A  trustee  in  a  case  under  title  11  may  commence 

5  a  proceeding  arising  under  or  related  to  such  case  as  statu- 

6  tory  successor  to  the  debtor  or  creditors  under  section  541, 

7  544(b) ,  or  544(c)   of  title  11  in  the  bankruptcy  court  for 

8  the  district  where  the  State  or  Feederal  court  sits  in  which, 
&  under  applicable  nonbankruptcy  venue  provisions,  the  debtor 

10  or  creditors,  as  the  case  may  be,  may  have  commenced  an 

11  action  on  which  such  proceeding  is  based  if  the  case  under 

12  title  11  had  not  been  commenced. 

13  ["  (d)    A  trustee  may  commence  a  proceeding  arising 

14  under  title  11  or  arising  under  or  related  to  a  case  under 

15  title  11  based  on  a  claim  arising  after  the  commencement 

16  of  such  case  from  the  operation  of  the  business  of  the  debtor 

17  only  in  the  bankruptcy  court  for  the  district  where  a  State  or 

18  Federal  court  sits  in  which,  under  applicable  nonbankruptcy 

19  venue  provisions,  an  action  on  such  claim  may  have  been 

20  brought. 

21  ["  (e)  A  proceeding  arising  under  or  related  to  a  case 

22  under  title  11,  based  on  a  claim  arising  after  the  commence- 

23  ment  of  such  case  from  the  operation  of  the  business  of  the 

24  debtor,  may  be  commenced  against  the  representative  of 

25  the  estate  in  such  case  in  the  bankruptcy  court  for  the  district 
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1  where  the  State  or  Federal  court  sits  in  which  the  party 

2  commencing  such  proceeding  may,  under  applicable  non- 

3  -bankruptcy  venue  provisions,  have  brought  an  action  on  such 

4  claim,  or  in  the  bankruptcy  court  in  which  such  case  is 

5  pending. 

6  ["§  1474.  Venue  of  cases  ancillary  to  foreign  proceedings 

7  £"  (a)  A  case  under  section  304  of  title  11  to  enjoin  the 

8  commencement  or  continuation  of  an  action  or  proceeding  in 

9  a  State  or  Federal  court,  or  the  enforcement  of  a  judgment, 

10  may  be  commenced  only  in  the  bankruptcy  court  for  the 

11  district  where  the  State  or  Federal  court  sits  in  which  is 

12  pending  the  action  or  proceeding  against  which  the  injunc- 

13  tion  is  sought. 

14  £"  (b)  A  case  under  section  304  of  title  11  to  enjoin  the 

15  enforcement  of  a  lien  against  property,  or  to  require  turnover 

16  of  property  of  an  estate,  may  be  commenced  only  in  the 

17  bankruptcy  court  for  the  district  in  which  such  property 

18  is  found. 

19  ["  (c)  A  case  under  section  304  of  title  11,  other  than  a 

20  case  specified  in  subsection  (a)  or  (b)  of  this  section,  may 

21  be  commenced  only  in  the  bankruptcy  court  for  the  district 

22  in  which  is  located  the  principal  place  of  business  in  the 

23  United  States,  or  the  principal  assets  in  the  United  States, 

24  of  the  estate  that  is  the  subject  of  such  case. 
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1  ["§  1475.  Change  of  venue 

2  ["A  bankruptcy  court  may  transfer  a  case  under  title  11 

3  or  a  proceeding  arising  under  or  related  to  such  a  case  to  a 

4  bankruptcy   court  for  another  district,   in   the   interest   of 

5  justice  and  for  the  convenience  of  the  parties.] 

q  VENUE 

7  Sec.  203.  Section  1391  of  title  28,  United  States  Code, 

g  is  amended  by  inserting  immediately  after  subsection    (f) 

9  thereof  the  following  new  subsections: 

10  "(ff)    Except   as   provided   in   subsection    (i)    of   this 

H  section — 


12 


"(i)(A)    a   case   under  section   1334(a)    of   this 

13  title  may  be  brought  only  in  the  judicial  district  in  which 

14  the  debtor  has  resided  or  has  had  his  domicile  or  principal 

15  place  of  business,  or  in  which  his  principal  assets  have 

16  been  located,  for  the  longest  portion  of  the  one  hundred 

17  and  eighty-day  period  immediately  preceding  the  com- 

18  mencement  of  the  case;  or 

19  "(B)  in  which  there  is  pending  a  case  under  title 

20  H   concerning  such  debtors  affiliate,  general  partner, 

21  or  partnership. 

22  "(2)  a  proceeding  under  1334(a)  of  this  title  may 

23  be  brought  in  the  judicial  district  in  which  the  case  is 

24  pending,  or  if  the  case  is  closed,  the  judicial  district  in 

25  which  the  case  was  pending  when  closed. 
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1  "(h)  A  proceeding  under  section  1334(b)  of  this  title 

2  may  be  brought  only  in  accordance  with  the  provisions  of 

3  subsections  (b)  through  (f)  of  this  section. 

4  "(i)    A   case   under  section  304   of   title  11   may   be 

5  brought  only  in  the  judicial  district  in  which  the  principal 

6  place  of   business   of  the   debtor   in   the    United  States   is 

7  located,  or  the  principal  assets  of  the  estate  in  the  United 

8  States  are  found,  except  that — 

9  "(1)   a  case  to  enjoin  the  commencement  or  con- 

10  tinuation  of  an  action  or  proceeding  in  a  State  court, 

11  or  the  enforcement  of  a  judgment,  may  be  brought  only 

12  in  the  judicial  district  embracing  the  court  in  which  is 

13  pending    the    action    against    which    the    injunction    is 
!4  sought;  and 

15  "(2)   a  case  to  enjoin  the  enforcement  of  a  lien 

16  against  property  or  to  require  the  turnover  of  property 

17  of  the  estate,  may  be  brought  only  in  the  judicial  district 

18  in  which  such  property  is  found.". 

19  ["§  1476.  Creation  or  alteration  of  district  or  division 

20  ["Cases  or  proceedings  pending  at  the  time  of  the  crea- 

21  tion  of  a  new  district  or  division  or  transfer  of  a  county  or 

22  territory  from  one  division  or  district  to  another  may  be 

23  tried  in  the  district  or  division  as  it  existed  at  the  institution 

24  of  the  case  or  proceeding,  or  in  the  district  or  division  so 
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1  created  or  to  which  the  county  or  territory  is  so  transferred 

2  as  the  parties  shall  agree  or  the  court  direct. 

3  ["§  1477.  Cure  or  waiver  of  defects 

4  £"  (a)    The  bankruptcy  court  of  a  district  in  which  is 

5  filed  a  case  or  proceeding  laying  venue  in  the  wrong  division 

6  or  district  may,  in  the  interest  of  justice  and  for  the  con- 

7  venience  of  the  parties,  retain  such  case  or  proceeding,  or 

8  may  transfer,  under  section  1475  of  this  title,  such  case  or 

9  proceeding  to  any  other  district  or  division. 

10  L"  (D)  Nothing  in  this  chapter  shall  impair  the  jurisdic- 

11  tion  of  a  bankruptcy  court  of  any  matter  involving  a  party 

12  who  does  not  interpose  timely  and  sufficient  objection  to  the 

13  venue. 

14  ["§  1478.  Removal  to  the  bankruptcy  courts 

15  £"  (a)  A  party  may  remove  any  claim  or  cause  of  action 

16  in  a  civil  action,  other  than  a  proceeding  before  the  United 

17  States  Tax  Court  or  civil  action  by  a  governmental  unit  to 

18  enforce  such  governmental  unit's  police  or  regulatory  power, 

19  to  the  bankruptcy  court  for  the  district  where  such  civil 

20  action  is  pending,  if  the  bankruptcy  courts  have  jurisdiction 

21  over  such  claim  or  cause  of  action. 

22  ["  (b)  The  court  to  which  such  claim  or  cause  of  action 

23  is  removed  may  remand  such  claim  or  cause  of  action  on 

24  any  equitable  ground.  An  order  under  this  subsection  re- 
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j  manding  a  claim  or  cause  of  action  is  not  reviewable  by 

2  appeal  or  otherwise.] 

3  REMOVAL 

4  Sec.  204.  Section  1441  of  title  28,  United  States  Code, 

5  is  amended  by  inserting  immediately  after  subsection   (d) 
q  thereof  the  following  new  subsection : 

7  "(e)   A   debtor  in  possession,   trustee,  or  other  repre- 

8  sentative  of  the  estate  of  the  debtor,   appointed  in  a  pro- 

9  ceeding  under  title  11,  may  in  accordance  with  subsection 

10  (b)  of  this  section  remove  a  civil  action  of  which  the  district 

11  courts  have  original  jurisdiction  under  subsection  1334(b) 

12  of  this  title  brought  in  a  State  court  to  the  district  court 

13  embracing   the  place   where  such   action  is  pending  upon 

14  a  showing  that  removal  would  prevent  a  potential  loss  of 

15  assets  or  avoid  other  adverse  effects  on  the  administration 

16  of  the  estate  of  the  debtor:  Provided,  That  the  petition  for 

17  removal  is  filed  in  accordance  with  the  requirements  of  section 

18  1446(b)   of  this  title,  and  provided  further,  that  no  civil 

19  action  by  a  governmental  unit  to  enforce  such  governmental 

20  unit's  police  or  regulatory  power  may  be  removed  under  this 

21  subsection.  A  decision  to  authorize  or  not  authorize  removal 

22  is  not  reviewable". 

23  Q"§  1479.  Provisional  remedies ;  security 

24  ["  (a)  Whenever  any  action  is  removed  to  a  bankruptcy 

25  court  under  section  1478  of  this  title,  any  attachment  or 
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1  sequestration  of  the  goods  or  estate  of  the  defendant  in  such 

2  action  shall  hold  the  goods  or  estate  to  answer  the  final 

3  judgment  or  decree  in  the  same  manner  as  they  would  have 

4  been  held  to  answer  final  judgment  or  decree  had  it  been 

5  rendered  by  the  court  from  which  the  action  was  removed, 

6  unless  the  attachment  or  sequestration  is  invalidated  under 

7  applicable  law. 

8  ["(b)    Any  bond,  undertaking,  or  security  given  by 

9  either  party  in  an  action  prior  to  removal  under  section 
10  1478  of  this  title  shall  remain  valid  and  effectual  notwith- 
li  standing  such  removal,  unless  such  bond,  undertaking,  or 

12  other  security  is  invalidated  under  applicable  law. 

13  ["  (c)  All  injunctions,  orders,  or  other  proceedings  in  an 

14  action  prior  to  removal  of  such  action  under  section  1478 

15  of  this  title  shall  remain  in  full  force  and  effect  until  dissolved 

16  or  modified  by  the  bankruptcy  court. 

17  ["§  1480.  Jury  trials 

18"  ["  (a)  Except  as  provided  in  subsection  (b)  of  this  sec- 

19  tion,  this  chapter  and  title  11  do  not  affect  any  right  to  trial 

20  by  jury,  in  a  case  under  title  11  or  in  a  proceeding  arising 

21  under  title  1 1  or  arising  under  or  related  to  a  case  under  title 

22  11,  that  is  provided  by  any  statute  in  effect  on  Septem- 

23  ber30,  1978. 

24  ["  (b)  The  bankruptcy  court  may  order  the  issues  aris- 

25  fog  under  section  203  of  title  11  to  be  tried  without  a  jury. 
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1  ["§  1481.  Powers  of  bankruptcy  court 

2  ["A  bankruptcy  court  shall  have  the  powers  of  a  court 

3  of  equity,  law,  and  admiralty.". 

4  [(b)    The  table  of  chapters  of  part  IV  of  title  28  of 

5  the  United  States  Code  is  amended  by  inserting  immediately 
C>  after  the  item  relating  to  chapter  89  the  following: 

["90.  Bankruptcy  Courts 1471". 

7  [Sec.  244  Section  1656  of  title  28  of  the  United  States 

8  Code  is  amended  by  inserting  "or  in  a  bankruptcy  court" 

9  immediately  after  "a  district  court". 

10  [Sec.  245.  Section  1869  (f)   of  title  28  of  the  United 

11  States  Code  is  amended  by  inserting  "chapter  6  of  title  28, 

12  United  States  Code,"  immediately  after  "chapter  5  of  title 

13  28,  United  States  Code,". 

14  [Sec.  246.  Section  1923  (b)   of  title  28  of  the  United 

15  States  Code  is  amended  by  inserting  "and  United  States 

16  trustees"  immediately  after  "United  States  attorneys".] 

17  Sec.  [247]  219.   (a)   Chapter  123  of  title  28  of  the 

18  United  States  Code  is  amended  by  inserting  immediately 

19  after  section  1929  the  following: 

20  "§  1930.  Bankruptcy  [courts]  fees 

21  "  (a)  The  parties  instituting  a  case  under  title  11  shall 

22  pay  to  the  clerk  of  the  bankruptcy  court  a  filing  fee  of  [$50] 

23  $60.  An  individual  instituting  a  voluntary  case  or  a  joint  case 

24  under  title  11  may  pay  such  fee  in  installments. 
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1  ["  (D)    The  Judicial  Conference  of  the  United  States 

2  may  prescribe  additional  fees  in  cases  under  title  11  of  the 

3  same  kind  as  the  Judicial  Conference  prescribes  under  section 

4  1914(b)  of  this  title.] 

5  "(b)   The  Director  of  the  Administrative  Office,  with 

6  the  approval  of  the  Judicial  Conference,  may  prescribe  ad- 

7  ditional  fees  to  be  assessed  under  title  11,  including  fees  com- 

8  puted  upon  estates  in  cases  under  chapter  7  or  upon  moneys 

9  and  other  consideration  paid  or  to  be  paid  to  creditors  or 

10  other  claimants  (other  than  for  costs  of  administration)  in 

11  cases  under  chapters  11  and  13:  Provided,  That  such  fees 

12  shall  not  exceed  $100,000  in  any  one  case.  The  Director, 

13  with  the  approval  of  the  Conference,  may  make,  and  from 

14  time  to  time  amend,  rules  and  regulations  prescribing  the 

15  procedures  for  assessing  these  additional  fees. 

16  "  (c)   Upon  the  filing  of  any  separate  or  joint  notice 

17  of  appeal  or  application  for  appeal  or  upon  the  receipt  of 

18  any  order  allowing,  or  notice  of  the  allowance  of,  an  appeal 

19  or  a  writ  of  certiorari  $5  shall  be  paid  to  the  clerk  of  the 

20  bankruptcy  court,  by  the  appellant  or  petitioner. 

21  "(d)  Whenever  any  case  or  proceeding  is  dismissed  in 

22  any  bankruptcy  court  for  want  of  jurisdiction,  such  court  may 

23  order  the  payment  of  just  costs. 

24  "(e)  The  clerk  of  the  bankruptcy  court  may  collect  only 

25  the  fees  prescribed  under  this  section.". 
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1  (b)  The  table  of  sections  of  chapter  123  of  title  28  of 

2  the  United  States  Code  is  amended  by  adding  at  the  end 

3  thereof  the  following : 

"1930.  Bankruptcy  [courts]  fees'". 

4  Sec.  [248]  216.  Section  2075  of  title  28  of  the  United 

5  States  Code  is  amended  by — 

6  (1)  striking  out  "under  the  Bankruptcy  Act"  and 

7  inserting  in  lieu  thereof  "in  cases  under  title  11";  and 

8  (2)  by  striking  out  the  last  sentence  thereof. 

9  [Sec.  249.  Section  2107   of  title  28  of  the  United 

10  States  Code  is  amended — 

11  [(1)   by  inserting  "or  the  bankruptcy  court"  im- 

12  mediately  after  "district  court" ;  and 

13  [  (2)  by  striking  out  the  final  paragraph. 

14  [Sec.  250.  Section  2109  of  title  28  of  the  United 

15  States  Code  is  amended  by  inserting  "or  from  a  bankruptcy 

16  court"  immediately  after  "from  a  district  court".] 

17  Sec.  [251]  217.  Section  2201  of  title  28  of  the  United 

18  States  Code  is  amended  by  inserting  "or  a  proceeding  under 

19  section  505(c)   or  1146(d)   of  title  11"  immediately  after 

20  "the  Internal  Revenue  Code  of  1954". 

21  [Sec.  252.   (a)  Chapter  153  of  title  28  of  the  United 

22  States  Code  is  amended  by  adding  at  the  end  thereof  the 

23  following; 
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1  ["§  2256.  Habeas  corpus  from  bankruptcy  courts 

2  ["A   bankruptcy   court  may  issue   a  writ  of  habeas 

3  corpus — 

4  E"(l)   when  appropriate  to  bring  a  person  before 

5  the  court — 

6  ["  (A)  for  examination; 

7  ["(B)   to  testify;  or 

8  t."  (C)  to  perform  a  duty  imposed  on  such  per- 

9  son  under  this  title;  or 

10  E"(2)   ordering  the  release  of  a  debtor  in  a  case 

11  under  title  1 1  in  custody  under  the  judgment  of  a  Federal 

12  or  State  court  if — 

13  ["  (A)  such  debtor  was  arrested  or  imprisoned 

14  on  process  in  any  civil  action; 

15  ["  (B)   such  process  was  issued  for  the  collec- 

16  tion  of  a  debt — 

17  ["  (i)  dischargeable  under  title  11 ;  or 

18  ["  (ii)  that  is  or  will  be  provided  for  in  a 

19  plan  under  chapter  1 1  or  1 3  of  title  1 1 ;  and 

20  "  (0)   before  the  issuance  of  such  writ,  notice 

21  and  a  hearing  have  been  afforded  the  adverse  party 

22  of  such  debtor  in  custody  to  contest  the  issuance  of 

23  such  writ.". 

24  [(b)  The  table  of  sections  for  chapter  153  of  title  28  of 
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1  the  United  States  Code  is  amended  by  adding  at  the  end 

2  thereof  the  following: 

["2256.  Habeas  corpus  from  bankruptcy  courts.".] 

3  Sec.  [253]  218.    (a)    Rule  1101(a)    of  the  Federal 

4  Rules  of  Evidence  is  amended  by  striking  out  ",  referees  in 

5  bankruptcy,"  and  inserting  in  lieu   thereof   ",   bankruptcy 

6  judges". 

7  (b)    Rule  1101  (b)    of  the  Federal  Rules  of  Evidence 

8  is  amended  by  striking  out  "the  Bankruptcy  Act"  and  in- 

9  serting  in  lieu  thereof  "title  11,  United  States  Code". 

10  [Sec.   254.  Ride   1101(a)    of  the  Federal  Rules  of 

H  Evidence  is  amended  by  inserting  "the  United  States  bank- 

12  ruptcy  courts,"  immediately  after  "the  United  States  district 

1^  courts,".] 

14  Sec.  220.   (a)  Section  8339  of  title  5,  United  States 

15 

Code,   is  amended — 

(1)  by  inserting  in  subsection  (f),  immediately 
after  "subsection  (a)-(e)",  the  following:  "and  (n)"; 

-I  Q 

(2)  by  inserting  in  subsection  (i),  immediately 
after  "subsection  (a)-(hy\  the  following:  "and  (n)" ; 

(3)  by  inserting  in  subsections  (j)  and  (h)(1), 
immediately  after  "subsections  (a)-(i)"  each  time  it 
appears,  the  following:  "and  (n)"; 

(4)  by  inserting  in  subsection    (I),   immediately 
24            after  "subsections  (a)-(k),"  the  following:  "and  (n)"; 
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1  (5)    by  inserting  in  subsection   (m) ,   immediately 

2  after  "subsections  (a)-(e)",  the  following:  "and  (n)"; 

3  and 

4  (6)  by  adding  at  the  end  thereof  the  following: 

5  "(n)  The  annuity  of  an  employee  who  is  a  bankruptcy 

6  judge  is  computed  with  respect  to  service  as  a  bankruptcy 

7  judge  by  midiiplying  2\  percent  of  his  average  annual  pay 

8  by  the  years  of  that  service." '. 

9  (b)    The  first  sentence  of  section  8334(c)   of  title  5, 

10  United  States  Code,  is  amended  by  adding  at  the  end  thereof 

11  the  following  new  schedule: 

"Bankruptcy  judge—   2V2 August  1, 1920,  to  June  30, 1926. 

3y2 July  1,  1926,  to  June  30,  1942. 

5 July  1, 1942,  to  June  30, 1948. 

6 July  1, 1948,  to  October  31, 1956. 

ey2 November  1, 1956,  to  December  31, 1969. 

7 January  1, 1970,  to  June  30, 1979. 

8 After  June  30, 1979." 

12  (c)   Section  8341  of  title  5,    United  States  Code,   is 

13  amended — 

14  (1)    by  inserting  in  subsection    (b)(1),   immedi- 

15  ately  after  "section  8339(a)-(i)",  the  following:  "and 

16  '(n)";and 

17  (2)    by   striking   out   of   subsection    (d)    "section 

18  8339  (a)-(f)  and  (%)"  and  insert  in  lieu  thereof  the 

19  following : ' 'sections  8339  (a) -(f) ,  (i) ,and(n)". 

20  (d)  Section  8344(a)  (A)  of  title  5,  United  States  Code, 

21  is  amended  by  striking  out  "and  (i)"  and  inserting  in  lieu 

22  thereof  "(i),  and  (n)". 
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1  (e)   Section  8331   of  title  5,   United  States  Code,   is 

2  amended — 

3  (1 )  by  striking  oat  "and"  at  the  end  of  paragraph 

4  (20); 

5  (2)  by  striking  out  the  period  at  the  end  of  para- 

6  graph  (21)  and  inserting  in  lieu  thereof  ";  and" ;  and 

7  (3)  by  adding  at  the  end  thereof  the  following  new 

8  paragraph : 

9  "(22)  'bankruptcy  judge'  means  a  judge  appointed 

10  under  chapter  50  of  title  28,  United  States  Code.". 

11  TITLE  III— AMENDMENTS  TO  OTHER  ACTS 

12  [Sec.  301.  Section  225  (f)  (C)   of  the  Federal  Salary 

13  Act  of  1967  (2  U.S.C.  356  (C)  )  is  amended— 

14  [(1)   by  striking  out  "sections  402(d)    and"  and 

15  inserting  "section"  in  lieu  thereof;  and 

16  [(2)   by  inserting  "and  magistrates"  immediately 

17  before  the  semicolon.] 

18  Sec.    [302.]    301.    The    Commodity   Exchange    Act 

19  (7  U.S.C.   1  et  seq.)    is  amended  by  adding  at  the  end 

20  thereof  the  following: 

21  "Sec.  19.    (a)   Notwithstanding  title  11  of  the  United 

22  States  Code,  the  Commission  may  provide,  with  respect  to  a 

23  commodity  broker  that  is  a  debtor  under  chapter  7  of  title  11 

24  of  the  United  States  Code,  by  rule  or  regulation— 

25  "  ( 1 )  that  certain  cash,  securities,  other  property,  or 
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1  open  contractual  commitments  are  to  be  included  in  or 

2  excluded  from  customer  property  or  member  property; 

3  "  (2)  that  certain  cash,  securities,  other  property,  or 

4  open   contractual   commitments  are   to  be  specifically 

5  identifiable  to  a  particular  customer  in  a  specific  capacity ; 

6  "(3)    the  method  by  which  the  business  of  such 

7  "commodity  broker  is  to  be  conducted  or  liquidated  after 

8  the  date  of  the  filing  of  the  petition  under  such  chapter; 

9  and 

10  "  (4)    how  the  net  equity  of  a  customer  is  to  be 

11  determined. 

12  "  (b)    As  used  in  this  section,  the  terms  'commodity 

13  broker',    'contractual    commitment',    'customer',    'customer 

14  property,'   'member  property',   'net  equity',   and  'security' 

15  have  the  meanings  assigned  such  terms  for  the  purpose  of 

16  subchapter  IV  of  chapter  7  of  title  1 1  of  the  United  States 

17  Code.". 

18  Sec.  [303]  302.   (a)    Subsection   (a)   of  section  4  of 

19  the   Perishable   Agricultural    Commodities    Act,    1930    (7 

20  TJ.S.C  499d(a)  ),  is  amended  by  striking  out  ":  And  pro- 

21  vided  further,  that  the  license"  and  all  that  follows  through 

22  the  end  of  such  subsection,  and  inserting  a  period  in  lieu 

23  thereof. 

24  (b)  Subsection  (e)  of  section  4  of  such  Act  (7  TJ.S.C. 

25  499d  (e)  )  is  amended  by  inserting  "and  if  he  finds  that  the 
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1  circumstances  of  such  bankruptcy  warrant  such  a  refusal," 

2  immediately  after  "corporation  adjudicated  or  discharged  as 

3  a  bankrupt,". 

4  Sec.  304.  Section  21  (a)    of  the  Agricultural  Adjust- 

5  ment  Act  (7  U.S.C.  623  (a)  )  is  amended— 

6  ( 1 )  by  striking  out  "receivership,  and  bankruptcy" 

7  and  inserting  "and  receivership"  in  lieu  thereof;  and 

8  (2)  'by  striking  out  "bankruptcy,"  in  the  second 

9  sentence. 

10  Sec.  [305]  304.  The  first  section  of  the  Act  entitled 

11  "An  Act  to  authorize  the  Secretary  of  Agriculture  to  compro- 

12  mise,  adjust,  or  cancel  certain  indebtedness,  and  for  other  pur- 

13  poses."  approved  December  20,  1944    (58  Stat.  836;  12 

14  U.S.C.  1150) ,  is  amended  by  striking  out  "Act  entitled  'An 
1*  Act  to  establish  a  uniform  system  of  bankruptcy  throughout 
■*•"  the  United  States'  "  and  inserting  "Bankruptcy  Act  or  under 
1^  title  1 1  of  the  United  States  Code"  in  lieu  thereof. 

18  Sec.  [306]  305.  (a)  Section  3  (a)  (7)  of  the  Securities 

19  Act  of  1933    (15  U.S.C.  77c  (a)  [  (7)  1(1))  is  amended 

20  by  striking  out  "[or  by  a  trustee  in  bankruptcy,]  by  a 

21  receiver  or". 

22  (b)  Paragraphs  (9)  and  (10)  of  sections  3  (a)  of  such 

23  Act  (15  U.S.C.  77c(a)  (9)  and  (10) )  are  each 
2^  amended  by  striking  out  "Any"  and  inserting  in  lieu  thereof 
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1  the  following :  "Except  with  respect  to  a  security  exchanged 

2  in  a  case  under  title  11  of  the  United  State  Code,  any". 

3  Sec.  [307 J  306.  Section  303  (18)  of  the  Trust  Inden- 

4  ture  Act  of  1939   (15  U.S.C.  77ccc(18))   is  amended  by 

5  striking  out  "Act  entitled  'An  Act  to  establish  a  uniform 

6  system  of  bankruptcy  throughout  the  United  States',  ap- 

7  proved  July  1,  1898,  as  amended,  whether  amended  prior  to 

8  or  after  the  enactment  of  this  title"  and  inserting  "Bank- 

9  ruptcy  Act  or  title  11  of  the  United  States  Code"  in  lieu 

10  thereof. 

11  Sec.  £3081  307.    (a)   Section  5(b)  (1)  (A)    of  the 

12  Securities  Investor  Protection  Act  of  1970  (15  U.S.C.  78eee 

13  (b)  (1)  (A))  is  amended— 

14  ( 1 )  by  striking  out  "1  ( 19)  of  the  Bankruptcy  Act" 

15  and  inserting  "101  of  title  11  of  the  United  States  Code" 

16  in  lieu  thereof; 

17  (2)   by  striking  out  subclause   (ii)  ;  and 

18  (3)   by  redesignating  subclauses    (iii),    (iv),  and 

19  (v)  as  subclauses  (ii) ,  (iii) ,  and  (iv) ,  respectively. 

20  (b)   Section  5(b)  (2)   of  such  Act   (15  U.S.C.  78eee 

21  (b)  (2)  )  is  amended  by  striking  out  "bankruptcy  and  of  a 

22  court  in  a  proceeding  under  chapter  X  of  the  Bankruptcy 

23  Act"  and  inserting  "the  United  States  having  jurisdiction 

24  over  cases  under  title  11  of  the  United  States  Code"  in  lieu 

25  thereof. 
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1  ^c)   Section  5(b)  (3)    of  such  Act    (15  U.S.C.  78eco 

2  (b)  (3)  )   is  amended  by  striking  out  "section  158  of  the 

3  Bankruptcy  Act"  and  inserting-  "section  101  of  title  11  of  the 

4  United  States  Code"  in  lieu  thereof. 

5  (d)  Section  5(b)  (4) .(B)  (i)   of  such  Act  (15  U.S.C. 
q  78eee(b)  (4)  (B)  (i)  )    is  amended  by  inserting  "or  under 

7  title    11    of   the   United   States    Code"   immediately   after 

8  "Bankruptcy  Act". 

9  (e)   Section  6(b)  (1)    of  such  Act    (15  U.S.C.  78fff 

10  (b)  (1))    is  amended  by  striking  out  "bankruptcy  and  a 

11  trustee  under  chapter  X  of  the  Bankruptcy  Act  have  with 

12  respect  to  a  bankrupt  and  a  chapter  X  debtor"  and  inserting 

13  "a  case  under  title  11  of  the  United  States  Code"  in  lieu 

14  thereof. 

15  (f)  Section  6(b)  (2)    of  such  Act    (15  U.S.C.  78fff 

16  (b)  (2)  )  is  amended  by  striking  out  "appointed  under  sec- 

17  tion  44  of  the  Bankruptcy  Act"  and  inserting  "in  a  case 

18  under  chapter  7  of  title  11  of  the  United  States  Code"  in 

19  lieu  thereof.    * 

20  (g)   Section  6(c)  (1)    of  such  Act    (15  U.S.C.  78fff 

21  (c)  (1)  )   is  amended  by  striking  out  ",  the  provisions  of 

22  chapter  X  and  such  of  the  provisions"  and  all  that  follows 

23  down  through  the  end  of  such  paragraph  (1 )  and  inserting  in 

24  lieu  thereof  the  following:  "subchapters  I  and  II  of  chapter 

25  7  of  title  11  of  the  United  States  Code.  For  the  purposes  of 
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-,  applying  such  title  11  in  oawying  out  this  section,  a  refer- 

2  ence  iin  such  title  1 1  to  the  date  of  the  filing  of  thie  petition 

3  shall  be  deemed  to  be  a  reference  to  the  -fifing  date    (as 

4  defined  in  section  5  (b)  (4)  (B)  ) .". 

5  S(h)   Section  6(c)  (2)    of  such  Act  '(15  U.S.C.  78fff 

6  (c)  '(2) )  is  amended  by  striking  out  "section  l60e  of  the 
tf  Bankruptcy  Act"  amd  inscr.tmg  "su'Doha-piter  ttll'df  chapter  7 
8  of  title  1 1  of  the  United  States  Code"  hi  Keu  thereof. 

o  m  Section  6(c)<2)  (A)   'of  Such  Act    (.15  U.S.'C. 

^0  78fff  (c)  i(2)  {k.) )   is  amended  by  -striking  'out  "6he  Bank- 

ift  nrpfccy  Act"  and  inserting  '^tifele  11  of  the  'United  States 

1-2  Code"' '  in  lieu  thereof. 

28  (j.)  Section  6{c)  (2)  i(AJ)  (v)  of  such  Act  <A5  U.S.'C. 

34  78fff(c)  (2)  (A)  (v)  )   is  amended  by  striking  out  "80e  of 

15  the  -Bankruptcy  Act"  and  inserting  -101  *of  -title  11  of  the 

16  United  Stages  Code"  in  lieu  thereof . 

17  (k)   Section  6  (c)  (2)  (B)    of  such  Aet  t(15  U.S)C. 

18  >78ftf  (c)  (2)  (B) )  is  amended  'by  striking  oat  "all  costs  and 

19  expenses  specified  in  clauses    (1)    and    (2)   of  section  (T4a 

20  of  'the  Bankruptcy  Act"  and  inserting  '*clamis  -of  the  kind 

21  specified  in  lsedtion- 507 '(I),  (2),   (3),  or  {&)   of  tMe  11 

22  of  tfeeUhit8d'StatesO©de"rinfieu  thereof. 

•23  (1)  'Section  ^(c) i(2)  !('1>)   >6r  such   Act  f(15  *J.SiC. 

-24  78fff  (c)  (.2)  ((D))  is  lameffded  'by  striking  ^out  ^the  ^Bank- 
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1  mpbcy  Aot"  and  «asertir<g  "title  11  of  the  United  States 

2  Code"  in  lieu  thereof. 

3  (ma)  Section  G(-e)   elf  suea  Act  ;(15UAC.  78fff  (e) ) 

4  is  amended — 

5  (If)   by  striking  out  "section  28  of  the -Bankruptcy 

6  Act"  and  inserting  "sections  342 {a)  and  74'3  of  .tittle  11 

7  -of  the  United . States. -Code"  in  lieu  thereof;  and 

8  (2)  by  striking  out  "in  section  57  of  the  Bank- 

9  ruptcy  Act"  and  inserting  "under  title  11  of  the  United 

10  States  Code  'for  the  allowance  of  claims"  in  lieu  thereof. 

11  (n)  Section  6(i)    of  such  Act    (15  US.C.  <78fff  (i)  ) 

12  is  amended  by  striking  out  "1'67.(3<)  of  the  tBankru-ptoy  Act" 

13  and  inserting  "1106  (a.)  (4)  .(A)   of  .title  11  Of  the  United 

14  :States  Code"  in  lieu  thereof. 

15  Sec.  £3093  308.  Section  11  (f)   of  the  (Rrfblie  Utility 

16  Holding  Company  Act  of  1935  ,(15  U.'S.C.  79k- (f.) )    is 
-1-7  amended  by  striking  -out  "bankruptcy"  and  inserting  "case 

18  under  title  11  of  the  United  States  Code"  in  'lieu  thereof. 

19  Sec.  [3103  309.  (a)  Section  2  (a)  (8)  of  the  Invest- 
•20  ment  Company  Act  of  1940 '(15U:S.C.  80a-2(a)  (8.))  is 
21  amended  by  strJSing  out  "bankruptcy"  and  inserting  "a  case 
'22  under  title  11  of  :the  United  States  Code"  in  lieu  thereof. 

23  (b)   Section  6(a)  (2)   of  such  Act  .(15  >U.S,C.  80a-6 

24  '(a)  (2) )    is  amended  by  striking  oitt  "bankruptcy"  and 
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1  inserting  "a  case  under  title  11  of  the  United  States  Code" 

2  in  lieu  thereof. 

3  (c)  Section  25  (d)  of  such  Act  ( 15  tJ.S.C.  80a-25  (d) ) 

4  is  amended  by  striking  out  "the  Bankruptcy  Act  of  1898, 

5  as  amended"  and  inserting  "title  11  of  the  United  States 
g    Code"  in  lieu  thereof. 

7  Sec.  [311]  31°-  Section  202(a)  (5)    of  the  Invest- 

8  ment  Advisers  Act  of  1940   (15  U.S.C.  80b-2  (a)  (5)  )   is 

9  amended  by  striking  out  "bankruptcy"  and  inserting  "a  case 

10  under  title  11  of  the  United  States  Code"  in  lieu  thereof. 

11  Sec.  [312]  311.  (a)  Section  303(b)  (2)  of  the  Con- 

12  sumer  Credit  Protection  Act   (15  U.S.C.  1673(b)  (2))   is 

13  amended  by  striking  out  "court  of  bankruptcy  under  chapter 
11    XIII  of  the  Bankruptcy  Act"  and  inserting  "court  of  the 

15  United  States  having  jurisdiction  over  cases  under  chapter  13 

16  of  title  11  of  the  United  States  Code"  in  lieu  thereof. 

17  (b)  Section  605(a)  (1)   of  the  Fair  Credit  Reporting 

18  Act  (15  U.S.C.  1681c  (a)  (1) )  is  amended  by  striking  out 

19  "Bankruptcies  which,  from  date  of  adjudication  of  the  most 

20  recent  bankruptcy"  and  inserting  "Cases  under  title  11  of 

21  the  United  States  Code  or  under  the  Bankruptcy  Act  that, 

22  from  the  date  of  entry  of  the  order  for  relief  or  adjudication" 

23  in  lieu  thereof. 

24  Sec.  [313]  312.  (a)  Chapter  9  of  title  18  of  the  United 

25  States  Code  is  amended— 
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2  (1)   by  striking  out  "bankrupt"  each  place  it  ap- 

2  pears  and  inserting  "debtor"  in  lieu  thereof; 

3  (2)   by  striking  out  "bankruptcy  proceeding"  each 

4  place  it  appears  and  inserting  "case  under  title  11"  in 

5  lieu  thereof ; 

q  (3)   by  striking  out  "bankruptcy  law"  each  place 

rj  it  appears  and  inserting  "provisions  of  title  11"  in  lieu 

g  thereof. 

9  (b)  (1)   Title  18  of  the  United  States  Code  is  amended 

10  by  striking  out  section  151  and  inserting  in  lieu  thereof  the 
H  following: 

12  "§  15[1].  Definition 

13  "As  used  in  this  chapter,  the  term  'debtor'  means  a 

11  debtor  concerning  whom  a  petition  has  been  filed  under  title 

15  11.". 

16  (2)    The  item  relating  to  section  151  in  the  table  of  sec- 

17  tions  for  chapter  9  of  title  18  of  the  United  States  Code  is 

18  amended  by  striking  out  "Definitions"  and  inserting  "Defini- 

19  tion"  in  lieu  thereof. ' 

20  (c)   Section  152  of  title  18  of  the  United  States  Code  is 

21  amended  by — 

22  (1)    striking    out    "the    receiver,"    each    place   it 

23  appears  and  inserting  "a"  in  lieu  thereof;  and 

24  (2)    striking  out  "document  affecting  or  relating  to 

25  the  property  or  affairs  of  a"  and  inserting  in  lieu  thereof 
J 
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1  "recorded    information,    including    books,    documents, 

2  records,  and  papers,  relating  to  the  property  or  financial 

3  affairs  of  a". 

4  (d)  (1)   Section  153  of  title  18  of  the  United  States 

5  Code  is  amended  by  striking  out  "receiver,". 

6  (2)  The  heading  for  section  153  of  title  18  of  the  United 

7  States  Code  is  amended  by  striking  out  ",  receiver". 

8  (3)   The  item  relating  to  section  153  in  the  table  of  sec- 
f)  tions  for  chapter  9  of  title  18  of  the  United  States  Code  is 

10  amended  by  striking  out  ",  receiver". 

11  (e)  (1)    Section  154  of  title  18  of  the  United  States 

12  Code  is  amended  [ — 

13  [  (A)   by  striking  out  "Whoever  knowingly  acts  as 

14  a  referee  in  a  case  in  which  he  is  directly  or  indirectly 

15  interested ;  or" ;  and 

](  [(B)]|  by   striking  out   "referee,   receiver,"   and 

17  inserting  in  lieu  thereof  "bankruptcy  judge,". 

18  (2)   The  heading  for  section   154  of  title   18  of  the 

19  United  States  Code  is  amended  by  striking  out  "referees 

20  [and  other]      and  inserting  in  lieu   thereof  "bankruptcy 

21  judges. 

22  (3)   The  item  relating  to  section  154  in  the  table  of 

23  contents  for  chapter  9  of  title  18  of  the  United  States  Code 

24  is  amended  by  striking  out  "referees"  and  inserting  in  lieu 

25  thereof  "bankruptcy  judges". 
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1  (f)(1)  Section  155  of  title  18  of  the  United  States  Code 

2  is  amended — 

g  (A)   by  striking  out  ''receiver," ;  and 

4  (B)    by  striking  out  ",  bankruptcy  or  reorganiza- 

i,  tion  proceeding"  and  inserting  "or  case  under  title  11" 

~  in  lieu  thereof. 

„  (2)    The    heading    for    section    155    of    title    18    of 

g  the  United  States  Code  is  amended  by  striking  out  "bank- 

9  ruptcy  proceedings"   and  inserting  in  lieu   thereof  "cases 

20  under  title  11". 

22  (3)   The  item  relating  to  section  155  in  the  table  of 

22  sections  for  chapter  9  of  title  18  of  the  United  States  Code 

23  is  amended  by  striking  out  "bankruptcy  proceedings"  and  in- 

24  serting  "cases  under  title  n"  in  liou  thereof. 

16  (g)   Section   1961(1)  (D)    of  title   18  of  the  United 

16  States  Code  is  amended  by  striking  out  "bankruptcy  fraud" 

17  and  inserting  "fraud  connected  with  a  case  under  title  11"  in 

18  lieu  thereof. 

19  (h)    Section  2516(1)  (e)    of  title   18   of  the  United 

20  States  Code  is  amended  by  striking  out  "bankruptcy  fraud" 
2i  and  inserting  "fraud  connected  with  a  case  under  title  11" 

22  in  lieu  thereof. 

23  (i)   Section  3057  of  title  18  of  the  United  States  Code 

24  is  amended — 

25  (1)   by  striking  out  "referee"  each,  place  it  appears 
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1  and  inserting  "bankruptcy  judge"  in  lieu  thereof;  and 

2  (2)    by  striking  out  "violations  of  the  bankruptcy 

3  laws"  and  inserting  "violation  under  chapter  9  of  this 

4  title"  in  lieu  thereof. 

5  (j)   Section  3284  of  title  18  of  the  United  States  Code 

6  is  amended  by  striking  out  "bankrupt  or  other  debtor"  and 

7  inserting  "debtor  in  a  case  under  title  11"  in  lieu  thereof. 

8  [  (k)   Section  6001  (4)  of  title  18  of  the  United  States 

9  Code  is  amended  by  inserting  "a  United  States  bankruptcy 

10  court  established  under  chapter  6,  title  28,  United  States 

11  Code,"  immediately  after  "title  28,  United  States  Code,".] 

12  Sec.  [314]  313.  Section  485  (f )   of  the  Tariff  Act  of 

13  1930  (19  U.S.C.  1485(f))  is  amended  by  striking  out 
24  "receiver  or  trustee  in  bankruptcy"  and  inserting  "trustee  in 
15  a  case  under  title  11  of  the  United  States  Code"  in  lieu 
IQ  thereof. 

17  Sec.  [315]  314.  Section  302[e](ij  (3)   of  the  Auto- 

18  motive  Products  Trade  Act  of  1965    (19  U.S.C.  2022[e] 

19  (1)  (3)  )    is  amended  by   striking  out  "bankruptcy"   and 

20  inserting  "cases  under  title  11  of  the  United  States  Code" 
2\  in  lieu  thereof. 

22  Sec.  [316]  315.  Section  439 A  of  part  B  of  title  IV 

23  of  the  Higher  Education  Act  of  1965   (20  U.S.C.  1087-3) 

24  is  repealed. 

25  Sec.  [317]  316.  Section  239  (d)  of  the  Foreign  Assist- 
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1  ance  Act  of  1961    (22  U.S.C.  2199(d))    is  amended  by 

2  striking  out  "the  priority"  and  inserting  "any  priority"  in 
o  lieu  thereof. 

4  Sec.  [318]  317.  Section  2(1)   of  the  National  Labor 

5  Relations  Act  (29  U.S.C.  152(1)  )  is  amended  by  striking 

6  out  "bankruptcy"  and  inserting  "cases  under  title  11  of  the 

7  United  States  Code"  in  lieu  thereof. 

8  Sec.  [319]  318.  Section  3  (d)  oil  the  Labor-Manage- 

9  ment  Reporting  and  Disclosure  Act  of  1959  (29  U.S.C. 
10  402  (d)  )  is  amended  by  striking  out  "bankruptcy"  and 
n  inserting  "cases  under  title  11  of  the  United  States  Code" 
^2  in  lieu  thereof. 

13  Sec.  [320]  319.    (a)   Section  4042  of  the  Employee 

14  Retirement  Income  Security  Act  of  1974  (29  U.S.C.  1342) 

15  is  amended  [ — 

16  [(1)   in  subsection    (e),  by  striking  out  "bank- 

17  ruptcy,  mortgage  foreclosure,"  and  inserting  "mortgage 

18  foreclosure"  in  lieu  thereof;  and 

19  [  (2)  ]  in  subsection  (f)  [— ] 

20  [  (A)  ]  by  striking  out  "bankruptcy  and  of  a 

21  court  in  a  proceeding  under  chapter  X  of  the  Bank- 

22  ruptcy  Act"  and  inserting  "the  United  States  having 

23  jurisdiction  over  cases  under  chapter  11  of  title  11 

24  of  the  United  States  Code"  in  lieu  thereof[  ;  and 
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1  C  (B)  by  striking  out  "bankruptcy,"]. 

2  (b)   Section  4062  (c)  (2)  of  such  Act  (29  U.S.C.  1362 

3  (c)  (2)  )  is  amended — 

4  (1)    by   striking  out   "the   Bankruptcy  Act"   and 

5  inserting  "title  11  of  the  United  States  Code"  in  lieu 

6  thereof;  and 

7  (2)    by  striking  out  "the  subject  of  a  proceeding 

8  under  that  Act"  and  inserting  "a  debtor  in  a  case  under 

9  chapter  7  of  such  title"  in  lieu  thereof. 

10  (c)   Section  4068  (c)  (2)  of  such  Act  (29  U.S,C.  1368 

11  (c)  (2)  )  is  amended — 

12  (1)   by  striking  out  "the  case  of  bankruptcy  or" 

13  and  inserting  "a  case  under  title  1 1  of  the  United  States 

14  Code  or  in"  in  lieu  thereof ;  and 

15  (2)    by  striking  out   "the  Bankruptcy  Act"  and 

16  inserting  "title  11  of  the  United  States  Code"  in  lieu 

17  thereof. 

18  Sec.   [321]  320.    (a)    Section  3466  of  the  Revised 

19  Statutes  of  the  United  States   (31  U.S.C.  191)  is  amended 

20  by  adding  at  the  end  the  following  new  sentence :  "The  pri- 

21  ority  established  under  this  section  does  not  apply,  however, 

22  in  a  case  under  title  11  of  the  United  States  Code,  except  as 

23  provided  in  chapter  9  of  such  title.". 

24  (b)   Section  3467  of  the  Revised  Statutes  of  the  United 

25  States  (31  U.S.C.  192)  is  amended  by  striking  out  "Every" 
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1  and  inserting  in  lieu  thereof  the  following:   "Except  with 

2  respect  to  a  trustee  acting  in  accordance  with  the  provisions 

3  of  title  1 1  of  the  United  States  Code,  every". 

4  (c)   Section  3469  of  the  Revised  Statutes  of  the  United 

5  States  (31  U.S.C.  194)  is  repealed. 

6  (d)   Section  3473  of  the  Revised  Statutes  of  the  United 

7  States  (31  U.S.C.  198)  is  repealed. 

8  (e)   Section  3474  of  the  Revised  Statutes  of  the  United 

9  States  (31  U.S.C.  199)  is  repealed. 

10  (f)   The  table  of  sections  for  title  XXXVI  of  the  Re- 

11  vised  Statutes  of  the  United  States  is  amended  by  striking 

12  out  the  items  relating  to  sections  3469,  3473,  and  3474. 

13  (g)   Section  5256  of  the  Revised  Statutes  of  the  United 

14  States  (45  U.S.C.  81 )  is  amended  by  striking  out  "The  laws 
of  the  United  States  providing  for  proceedings  in  bank- 
ruptcy shall  not  be  held  to  apply  to  said  corporation.". 

17  Sec.  [322]  321.  Section  1  of  the  Act  entitled  "An  Act 

to  provide  for  the  alteration  of  certain  bridges  over  navigable 

!9    waters  of  the  United  States,  for  the  apportionment  of  the 

20  cost  of  such  alterations  between  the  United  States  and  the 

21  owners  of  such  bridges,  and  for  other  purposes",  approved 

22  June  21,  1940  (54  Stat.  497;  33  U.S.C.  511) ,  is  amended 
2^  by  striking  out  "bankruptcy"  and  inserting  "a  case  under 
24    title  1 1  of  the  United  States  Code"  in  lieu  thereof. 
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1  Sec.  [323]  322.  Subsection    (a)   of  section  17  of  the 

2  Act  of  March  4,  1927  (44  Stat.  1434;  33  U.S.C.  917  (a)  ) , 

3  is  repealed. 

4  Sec.  [324]  323.  Section  213  of  the  Transportation  Act, 

5  1920   (40  U.S.C.  316) ,  is  amended  by  striking  out  "bank- 

6  ruptcy"  and  inserting  "case  under  title  11  of  the  United 

7  States  Code"  in  lieu  thereof. 

8  Sec.  [325]  324.  Section  7  of  the  Act  entitled  "An  Act 

9  to  provide  conditions  for  the  purchase  of  supplies  and  the 

10  making  of  contracts  by  the  United  States,  and  for  other  pur- 

11  poses",  approved  June  30,  1936  (49  Stat.  2039;  41  U.S.C. 

12  41) ,  is  amended  by  striking  out  "bankruptcy"  and  inserting 

13  "cases  under  title   11  of  the  United  States  Code"  in  lieu 

14  thereof. 

15  [Sec.  326.  Subsection  (g)  of  section  733  of  the  Public 

16  Health  Service  Act  (42  U.S.C.  294f)  is  repealed.] 

1?  Sec.  [327]  325.  Subsection  (b)  of  section  456  of  the 

18  Social  Security  Act  (42  U.S.C.  656  (b)  )  is  repealed. 

19  Sec.  [328]  326.  Section  503  (42  U.S.C.  1473)  of  the 

20  Housing  Act  of  1949  is  amended  by  striking  out  "This"  and 

21  inserting  "Except  as  provided  in  title  11  of  the  United  States 

22  Code,  this"  in  lieu  thereof. 

23  Sec.  [329]  327.  Section  701  (a)   of  the  Civil  Rights 

24  Act  of  1964  (42  U.S.C.  2000e  (a)  )  is  amended  by  striking 

25  out  "bankruptcy"  and  inserting  "cases  under  title  11,  United 

26  States  Code"  in  lieu  thereof. 
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1  3^c.  .[3.30 J  3$8.  Section  802  (d)   of  the  Act  entitled 

2  "An  A-Pt  tP  prescribe  pennies  for  pertain  acts  oi  violence  or 

3  intjmidajion,  and  fpr  .pther  purposes",  approved  April  11, 
A  1968  (82  .fftyt.  31;  42  .U,S.C.  360?.(d) ),  is  amended  by 
5  striding  out  "bankruptcy"  a,nd  inserting  "eases  under  title  1 1 
g  pf  the  United  States  Code"  in  lieu  thereof. 

7  S»o.  J[331J  329.  Section  17  pf  the  JBpulder  Canyon 

g  Project  Act   (43  U.S.C.  617p)  is  amended  by  striking  out 

9  "Claims"  and  inserting  "Except  as  provided  in  title  11  of  the 

10  United  States  Cpcle,  claims"  in  lieu  thereof . 

11  [SEC  332,  Subsectipn   (c)    of  section  3  of  t,he  Enier- 

12  gency  Kail  Services  Act  of   1970    (45   U,S.C.   662)    is 

13  repealed.] 

14  Sj?c.  [333]  33,0.  Title  IX  of  the  Merchant  Marine  Act, 

15  1936   (46  U.S.C,  1241  et  s,eq.),  is  amended  by  adding  at 

16  the  end  thereof  the  foUowing : 

17  "§J3C.  908.  (a)  Notwithstanding  any  other  provision  of 

18  law,  in  any  proceeding  in  a  bankruptcy,  equity,  or  admiralty 

19  cpurt  pf  the  United  States  in  wh^ch  a  receiver  or  trustee  may 

20  be  appointed  fpr  any  corporation  engaged  in  the  operation  of 

21  pne  or  more  vessels  pf  United  States  registry  between  the 

22  United  States  and  any  foreign  country,  upon  which  the 

23  United  .States  holds  mortgages,  the  cpurt,  upon  finding  that 

24  it  will  inure  to  the  advantage  pf  the  estate  and  the  parties 

25  in  interest  and  that  it  will  tend  to  further  the  purposes  of  this 
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1  Act,  may  constitute  and  appoint  the  Secretary  of  Commerce 

2  as  sole  trustee  or  receiver,  subject  to  the  directions  and  orders 

3  of  the  court,  and  in  any  such  proceeding  the  appointment  of 

4  any  person  other  than  the  Secretaiy  as  trustee  or  receiver 

5  shall  become  effective  upon  the  ratification  thereof  by  the 

6  Secretary  without  a  hearing,  unless  the  Secretary  shall  deem  a 

7  hearing  necessary.  In  no  such  proceeding  shall  the  Secretary 

8  be  constituted  as  trustee  or  receiver  without  the  Secretaiy 's 

9  express  consent. 

10  "  (b)   If   the   court,   in   any   such   proceeding,   is   wi- 
ll willing  to  permit  the  trustee  or  receiver  to  operate  such 

12  vessels  in  such  service  pending  the  termination  of  such  pro- 

13  ceeding,  without  financial  aid  from  the  Government,  and  the 

14  Secretary  certifies  to  the  court  that  the  continued  opera- 

15  tion  of  such  vessel  is,   in  the   opinion   of  the   Secretary, 

16  essential  to  the  foreign  commerce  of  the  United  States  and 

17  is  reasonably  calculated  to  carry  out  the  purposes  and  policy 

18  of  this  Act,  the  court  may  permit  the  Secretary  to  operate 

19  the  vessels  subject  to  the  orders  of  the  court  and  upon 

20  terms   decreed  by  the   court  sufficient  to   protect  all   the 

21  parties  in  interest,  for  the  account  of  the  trustee  or  receiver, 

22  directly  or  through  a  managing  agent  or  operator  employed 

23  by  the  Secretary,  if  the  Secretary  undertakes  to  pay  all 

24  operating  losses  resulting  from  such  operation,  and  comply 

25  with  the  terms  imposed  by  the  court,  and  such  vessel  shall 
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2  be  considered  to  be  a  vessel  of  the  United  States  within 

2  the  meaning  of  the  Suits  in  Admiralty  Act.  The  Secretary 

3  shall  have  no  claim  against  the  corporation,  its  estate,  or 

4  its  assets  for  the  amount  of  such  payments,  but  the  Secre- 

5  tary  may   pay   such   sums   for   depreciation   as    it    deems 
q  reasonable  and  such  other  sums  as  the  court  may  deem 

7  just.  The  payment  of  such  sums,  and  compliance  with  other 

8  terms  duly  imposed  by  the  court,  together  with  the  pay- 

9  ment  of  the  operating  losses,  shall  be  in  satisfaction  of  all 

10  claims  against  the  Secretary  on  account  of  the  operation 

11  of  such  vessels.". 

12  Sec.  [334]  331.  [(a)   Section  22(a)   of  the  Organic 

13  Act  of  Guam  (48  U.S.C.  1424  (a)  )  is  amended  by  inserting 

14  "and  a  bankruptcy  court"  immediately  after  "jurisdiction  of 

15  a  district  court". 

16  [(b)]  Section  22  (b)   of  such  Act   (48  U.S.C.  1424 

17  (b)  )    is  amended  by  striking  out  "30  of  the  Bankruptcy 

18  Act  of  July  1,  1898,  as  amended  (title  11,  U.S.C,  sec.  53) , 

19  in  bankruptcy   cases;"   and   inserting   "2075   of   title   28, 

20  United  States  Code,  in  cases  under  title  11,  United  States 

21  Code,"  in  lieu  thereof. 

22  Sec.    [335]  332.    [(a)    Section   22   of   the  Revised 

23  Organic  Act  of  the  Virgin  Islands    (48  U.S.C.   1612)    is 

24  amended  by  inserting  "and  a  bankruptcy  court"  immedi- 

25  ately  after  "jurisdiction  of  a  district  court". 
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!  E'0>)]  Section  25  of  such  Act   (48  U.S.C.  1615)    is 

o  amended  by  striking  out  "30  of  the  Bankruptcy  Act  in 

o  bankruptcy  cases"  and  inserting  "2075  of  title  28,  United 

a  States  Code,  in  cases  under  title  11,  United  States  Code" 

r  hi  lieu  thereof. 

6  Sec.  £336]  333.    (a)    Section  20c  of  the  Interstate 

rj  Commerce  Act   (49  U.S.C.  20c)    is  amended  by  striking 

g  out  "bankruptcy"  and  inserting  "a  ease  under  title  11  of  the 

9  United  States  Code"  in  Heu  thereof. 

10  (b)   Section  213  (a)  (3)   of  such  Act   (49  U.S.C.  313 

11  (a)  (3)  )  is  amended — 

22  (1)   by  striking  out  "bankruptcy  from"  and  insert- 

23  ing  "a  case  under  title  11  of  the  United  States  Code 

14  from"  in  lieu  thereof;  and 

15  (2)   by  striking  out  "bankruptcy"   and  inserting 

16  "such  case"  in  lieu  thereof. 

17  (c)  Section  323  of  such  Act    (49  U.S.C.   922a)    is 

18  amended  by  striking  out  "bankruptcy"  and  inserting  "a  case 

19  under  title  11  of  the  United  States  Code"  in  lieu  thereof. 

20  TITLE  IV— TRANSITION 

21  REPEALER 

22  Sec.  401.  (a)  The  Bankruptcy  Act  is  repealed. 

23  (b)   Section  3  of  the  Act  entitled  "An  Aet  to  amend  an 

24  Act  entitled  'An  Act  to  establish  a  uniform  system  of  bank- 

25  ruptcy   throughout   the   United   States',   approved  July   1, 
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1  1898,   and   Acts   amendatory    thereof   and    supplementary 

2  thereto",   approved  March  3,    1933    (47   Stat.    1482;    11 

3  U.S.C.  101a) ,  is  repealed. 

4  (c)   Sections  3,  6,  and  7  of  the  Act  entitled  "An  Act 

5  to  amend  an  Act  entitled  'An  Act  to  establish  a  uniform 
q  system  of  bankruptcy  throughout  the  United  States',  ap- 
7  proved  July  1,  1898,  and  Acts  amendatory  thereof  and 
g  supplementary  thereto",  approved  June  7,  1934  (48  Stat. 
9  923,  924;  11  U.S.C.  76a,  203a,  205a),  are  repealed. 

10  (d)   The  sentence  beginning  "Said  section  74"  in  sec- 

11  tion  2  of  the  Act  entitled  "An  Act  to  amend  an  Act  entitled 

12  'An  Act  to  establish  a  uniform  system  of  bankruptcy  throughr 

13  out  the  United  States',  approved  July  1,  1898,  and  Acts 

14  amendatory  thereof  and  supplementary  thereto",  approved 

15  June  7,  1934  (48  Stat.  922;  11  U.S.C.  202a)  >  is  repealed, 

16  (e)    Subsection    (b)    of  section  4  of  the  Act  entitled 

17  "An  Act  to  amend  an  Act  entitled  'An  Act  to  establish  a 

18  uniform  system  of  bankruptcy  throughout  the  United  States', 

19  approved  July  1,  1898,  and  Acts  amendatory  thereof  and 

20  supplementary  thereto",  approved  June  7,  1934    (48  Stat. 

21  924 ;  1 1  U.S.C.  103a) ,  is  repealed. 

22  (f)   Section  2  of  the  Act  entitled  "An  Act  to  amend 

23  the  Act  entitled  'An  Act  to  establish  a  uniform  system  of 

24  bankruptcy  throughout  the  United  States',  approved  July  1, 
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1  1898,  as  amended  and  supplemented",  approved  June  5, 

2  1936  (49  Stat.  1476;  11  U.S.C.  93a),  is  repealed. 

3  (g)    Section  3  of  the  Act  entitled  "An  Act  to  amend 

4  the  Interstate  Commerce  Act,  as  amended,  and  for  other 

5  purposes",   approved  April  9,    1948    (62   Stat.    167;    11 

6  U.S.C.  208),  is  repealed.  ■« 

7  EFFECTIVE  DATES 

8  Sec.  402.  (a)  Except  as  otherwise  provided  in  this  title, 

9  this  Act  shall  take  effect  on  [October  1,  1978]  July  1, 1979. 

10  [(b)   Except  as  provided  in  subsections  (c)  and  (d)  of 

11  this  section,  the  amendments  made  by  title  II  of  this  Act 

12  shall  take  effect  on  October  1,  1983. 

13  [(c)   The  amendments  made  by  sections   214,   219, 

14  220,  222,  224,  225,  227,  232,  233,  236,  246,  251,  and 

15  253  of  this  Act  shall  take  effect  on  October  1,  1978. 

16  [(d)    The  amendments  made  by  sections   217,   218, 

17  231,  242,  248,  302,  316,  326,  and  327  of  this  Act  shall  take 

18  effect  on  the  date  of  enactment  of  this  Act. 

19  [(e)    The  amendments  made  by  sections  313  (j) ,  334 

20  (a) ,  and  335  (a)  of  this  Act  shall  take  effect  on  October  1, 

21  1983.]                                            L     *■ '  i; 

22  (b)  Referees  in  bankruptcy  in  office  on  the  date  of  enact- 

23  ment  of  this  Act  shall  continue  to  serve  in  office  for  the  term 

24  for  which  they  were  appointed:  Provided,  That  if  the  term 

25  for  which  they  were  appointed  would  expire  prior  to  July  1, 
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1  1981,  such  term  shall  be  extended  to  and  expire  on  July  1, 

2  1981. 

3  SAVINGS  PROVISIONS 

4  Sec.  403.  (a)  A  case  commenced  under  the  Bankruptcy 

5  Act,  and  all  matters  and  proceedings  in  or  relating  to  any 

6  such  case,  shall  be  conducted  and  determined  under  such  Act 

7  as  if  this  Act  had  not  been  enacted,  and  the  substantive  rights 

8  of  parties  in  connection  with  any  such  bankruptcy  case,  mat- 

9  ter,  or  proceeding  shall  continue  to  be  governed  by  the  law 

10  applicable  to  such  case,  matter,  or  proceeding  as  if  this  Act 

11  had  not  been  enacted. 

12  (b)  The  repeal  made  by  section  401  (a)  of  this  Act  does 

13  not  affect  any  right  of  a  referee  in  bankruptcy,  bankruptcy 

14  judge,  or  survivor  of  a  referee  in  bankruptcy  or  United  States 

15  bankruptcy  judge  to  receive  any  annuity  or  other  payment 

16  under  the  civil  service  retirement  laws. 

17  (c)   The  amendments  made  by  section  [313]  312  of 

18  this  Act  do  not  affect  the  application  of  chapter  9,  chapter 

19  96,  section  2516,  section  3057,  or  section  3284  of  title  18  of 

20  the  United  States  Code  to  any  act  of  any  person— 

21  [  (1)  committed  before  October  1,  1978;  or 

22  [  (2)   committed  after  October  1,  1978,  in  connec- 

23  tion  with  a  case  commenced  before  such  date. 

24  [(d)   Notwithstanding  subsection  (a)  of  this  section,  a 

25  fee  may  not  be  charged  under  section  40c  (2)  (b)   of  the, 
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1  Bankruptcy  Act  in  a  case  in  which  the  plan  is  confirmed 

2  after  September  30,  1978,  to  the  extent  that  such  fee  exceeds1 

3  $100,000. 

4  tcOTJET/s  DURING  TRANSITION 

5  (Sec.  464.    (a)'  The  courts  of  bankruptcy,  as  defined 

6  under  section  1  (10)  of  the  Bankruptcy  Act,  created  under 
2  section  2a  of  the  Bankruptcy  Act,  atrid  existing  on  Septem- 
8  ber  30,  1978,  shall  continue  through  September  30,  i983, 
#  to  be  the  courts  of  batokru'pltcy  for  the  purposes  of  th?s  Act 

10  arid  trie  amendments  made  by  this  Act.  Esleh  of  tti£  cdurts 

11  of  bankruptcy  so  continued  shall  constitute  a  separate  departh 

12  irient  of  the  district  Court  that  is  su6h'  court  6f  bankruptcy 

13  under  the  Bankruptcy  Act. 

14  t  (b)   The  term1  of  d  referee  in  bankruptcy  that  exjnre's 

15  after  the  date  of  enactment  of  this  Act  is  extended  to  and  ex- 

16  pires  on  September  30,  1983.  During  the  period  cdmirienciri£' 
il  dn  6ctdber  1,  1078,  arid  ending  tin  Septenioer  80,  198S 

18  (hereinafter  ih  this  title  referred  td  as  "the  transition  pfc- 

19  Hdd") ,  sticn  a  referee  In  bankruptcy  shall  hare  the  title  df 

20  United  States  Bankruptcy  judge,  arid  shall  serve  in  the  court 

21  of  bankruptcy  continued  under  subsectidn  (a)  of  this  sectidri 

22  that  appointed  slicn  United  States  bankruptcy  judge,  in  thd 

23  manner  prescribed  by  this  title.  Section  8335  (a)  df  title  5  df 

24  the  tJiiitbd  States  Code  shall  not  apply  ih  respect  df  United 

25  States  bankruptcy  judges  during  the  transition  period. 
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1  £  (c)  Except  as  otherwise  provided  in  this  section  or  in 

2  section  407  of  this  Act,  matters  relating  to  the  office  of 

3  United  States  bankruptcy  judges  and  to  United  States  bank- 

4  rctptCy  judges  shall  continue  to  be  governed  during  the  tran- 

5  sition  period  by  the  rales  set  forth  in  sections  34,  35,  36,  40a, 

6  40b,  40d,  41,  and  43  of  the  Bankruptcy  Act  as  such  Act 

7  existed  on  September  30,  1978. 

g  [(d)   During  the  transition  period,  the  United  States 

9  bankruptcy  judges  of  each  district  may  appoint  a  clerk, 

10  necessary  other  employees,  including  law  clerks  and  secre- 

11  taries,  and  court  reporters  the  same  as  the  judges  of  a  United 

12  States  bankruptcy  court  established  under  section  201  of  this 

13  Act  may  appoint  such  officers  and  employees  under  the 

14  amendment  made  by  section  234  of  this  Act.  Such  clerk, 

15  otirer  employees,  and  reporters  shall  have  the  same  rights 

16  and  powers^  shall  perform  the  same  functions  and  duties, 

17  and  shall  be  subject  to  the  same  provisions  of  title  28  of  the 

18  United  States  Code,  as  a  clerk,  other  employee,  or  reporter, 

19  as  the  case  may  be,  appointed  under  the  amendment  made 

20  by  section  234  of  this  Act  by  a  United  States  bankruptcy 
2i  eoftrt  established  Under  section  201  of  this  Act.  The  United 

22  States  bankruptcy  judges  of  each  district  shall  have  the  same 

23  rights  and  powers  as  a  United  States  bankruptcy  court  estab- 

24  lished  under  section  201  of  this  Act  with  respect  to  such 

25  clerk,  other  employees,  and  reporters. 
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1  [(e)    During  the  transition  period,  the  provisions  of 

2  sections    455,    456,    569(a),    571(b),    620(b)(3),    and 

3  957  (a)  of  title  28  of  the  United  States  Code  shall  apply  to 

4  United  States  bankruptcy  judges  and  to  any  court  officers  or 

5  employees  appointed  or  employed  under  subsection   (d)   of 

6  this  section  the  same  as  such  sections  apply  to  the  bank- 

7  ruptcy  judges,  and  to  any  court  officers  or  employees,  of  a 

8  United  States  bankruptcy  court  established  under  section  201 

9  of  this  Act.  During  the  transition  period,  the  position  of 

10  United  States  bankruptcy  judge  shall  be  deemed  to  be  a  posi- 

11  tion  within  the  purview  of  subparagraph    (C)    of  section 

12  225(f)    of  the  Federal  Salary  Act  of   1967    (2   U.S.C. 

13  356(C)). 

14  [(f)   During  the  transition  period,  the  Judicial  Con- 

15  ference  of  the  United  States  may  from  time  to  time  in 

16  the  light  of  the  recommendations  of  the  judicial  councils  of 

17  each  circuit,  made  after  advising  with  the  district  judges 

18  and  the  United  States  bankruptcy  judges  of  the  respective 

19  circuit,  and  of  the  Director  of  the  Administrative  Office  of 

20  the  United  States  Courts,  increase  the  number  of  full-time 

21  United  States  bankruptcy  judges,  or  provide  that  a  part- 

22  time  United  States  bankruptcy  judge  for  a  particular  district 

23  may  serve  in  the  capacity  and  receive  the  salary  of  a  full- 

24  time  United  States  bankruptcy  judge,  as  the  expeditious 

25  transaction  of  the  business  of  the  several  courts  of  bank- 

26  ruptcy  may  require. 
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1  [jurisdiction  and  procedure  during  transition 

2  [Sec.  405.  (a)  (1)  All  cases  commenced  under  title  1 1 

3  of  the  United  States  Code  during  the  transition  period  shall 

4  be  referred  to  the  United  States  bankruptcy  judges.  The 

5  United  States  bankruptcy  judges  may  exercise  in  such  cases 

6  the  jurisdiction  and  powers  conferred  by  subsection   (b)    of 

7  this  section  on  the  courts  of  bankruptcy  continued  by  section 

8  404(a)   of  this  Act,  and  all  proceedings  in  such  cases  shall 

9  be  before  the  United  States  bankruptcy  judges,  except — 

10  [  (A)   a  proceeding  to  enjoin  a  court; 

11  [  (B)   a  proceeding  to  punish  a  criminal  contempt— 

12  [  (i)   not  committed  in  the  bankruptcy  judge's 

13  actual  presence ;  or 

14  [  (ii)    warranting  a  punishment  of  imprison- 

15  ment  or  of  a  fine  of  more  than  $250;  or 

16  [(C)   an  appeal  from  a  judgment,  order,  decree,  or 

17  decision  of  a  United  States  bankruptcy  judge. 

18  [  (2)   Any  proceeding  in  a  court  of  bankruptcy  in  a 

19  case  under  title  11  of  the  United  States  Code  that  is  not 

20  before  the  United  States  bankruptcy  judge  shall  be  before  the 

21  judge  of  the  court  of  bankruptcy  for  the  district  in  which  such 

22  case  is  pending. 

23  [(b)   During   the   transition   period,   the   amendments 

24  made  by  sections  243,  245,  252,  and  254  of  this  Act  shall 

25  apply  to  the  courts  of  bankruptcy  continued  by  section  404 

26  (a)  of  this  Act  the  same  as  such  amendments  apply  to  the 
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1  United  States  bankruptcy  courts  established  under  section 

2  201  of  this  Act. 

3  [(c)   During  the  transition  period,  an  appeal  from  a 

4  judgment,  order,  decree,  or  decision  of  a  United  States  bank- 

5  ruptcy  judge  shall  be  to  the  United  States  district  court  for 

6  the  district  where  such  United  States  bankruptcy  judge  sits, 

7  and  from  such  district  court  to  a  court  of  appeals  as  provided 

8  under  section  1294  of  title  28  of  the  United  States  Code. 

9  The  jurisdiction  of  a  district  court  of  an  appeal  under  this 

10  section  from  a  United  States  bankruptcy  judge,  and  of  a 

11  court  of  appeals  of  an  appeal  under  this  section  from  a  dis- 

12  trict  court  shall  be  the  same  as  the  jurisdiction  of  appeals 

13  from  the  United  States  bankruptcy  courts  established  under 

14  section  201  of  this  Act  granted  to  the  courts  of  appeals 

15  under  sections  237,  238,  and  239  of  this  Act. 

16  [(d)]  Sec.  404.  (a)  The  rules  prescribed  under  sec- 

17  tion  2075  of  title  28  of  the  United  States  Code  and  in  effect* 

18  on  [September  30,  1978,]  June  30  1979,  shall  apply  to 

19  cases  under  title  11  of  the  United  States  Code  to  the  extent 

20  not  inconsistent  with  such  title  11,  with  the  amendments 

21  made  by  this  Act,  or  with  this  Act,  until  such  rules  are 

22  repealed  or  supeseded  by  rules  prescribed  and  effective  under 

23  such  section,  as  amended  by  section  [248]  215  of  this  Act. 

24  [(e)(1)  The  parties  instituting  a  case  under  title  11  of 

25  the  United  States  Code  shall  pay  a  filing  fee  of  $50.  An 
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1  Individual  instituting  a  voluntary  case  or  a  joint  case  under 

2  such  title  may  pay  such  fee  in  installments. 

3  [  ( 2 )   The  Judicial  Conference  of  the  United  States  may 

4  prescribe  additional  fees  in  cases  under  such  title  of  the  same 

5  kind  as  the  Judicial  Conference  prescribes  under  section  1914 

6  of  title  28  of  tfre  United  State  Code. ] 

7  (b)  Pending  the  promulgation  of  new  fees  and  charges 
&  by  the  Director  pursuant  to  section  1930  of  title  28  of  the 
9  United  States  Code,  the  additional  fees  and  charges  in  effect 

10  on  the  effective  date  of  this  Act  shall  continue  to  apply  in  oases 

11  filed  thereafter,  except  that  in  eases  under  chapter  11  of  title 

12  11  the  percentage  rate  prescribed  pursuant  to  section  40  of 

13  the  Bankruptcy  Act  for  cases  under  chapter  11  of  the  Bank- 

14  ruptcy  Act  shall  be  applicable  to  all  cases  under  chapter  11 

15  of  title  11  and  shall  be  computed  upon  money  or  other  con- 

16  side-ration  paid  or  to  be  paid  to  all  creditors  and  other  claim- 

17  ants  (other  than  for  costs  of  administration)  in  confirmed 

18  plans:  Provided,  That  such  fees  shall  not  exceed  $100,000 

19  in  any  one  case. 

20  TRANSITION  STUDY 

21  Sec.  (4063  405.  The  Director  of  the  Administrative 

22  Office  of  the  United  States  Courts  sihall  conduct  and  complete 

23  a  study  (during  the  transition  period]  to  determine  the 

24  number  of  judges  [of  the  United  States  bankruptcy  courts 

25  established  under  section  201  of  this  Act]  that  will  be  needed 
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1  after  [October  1,  1983]  July  1,  1981.  [The  Director  shall 

2  report   the  results   of  such  study  to  the   Congress  before 

3  April  1,  1982. 

4  [judicial  administration 

5  [Sec.  407.    (a)    The  Director  of  the  Administrative 
q  Office  of  the  United  States  Courts  shall  appoint  a  committee 

7  of  not  fewer  than  seven  United  States  bankruptcy  judges  to 

8  advise  the  Director  with  respect  to  matters  that  arise  during 

9  the  transition  period  or  that  are  relevant  to  the  purposes  of 

10  the  transition  period. 

11  [  (b)   During  the  transition  period,  at  least  one-third  of 

12  the  members  of  any  committee  of  the  Judicial  Conference  of 

13  the  United  States  that  is  concerned  with  the  administration 

14  of  the  bankruptcy  system  shall  be  chosen  from  among  the 

15  United  States  bankruptcy  judges,  and  at  least  one  member 

16  of  any  committee  of  the  Judicial  Conference  that  is  con- 

17  cemed  with  court  administration  or  supporting  personnel 

18  shall  be  chosen  from  among  the  United  States  bankruptcy 

19  judges. 

20  [(c)   During  the  transition  period,  the  chief  judge  of 

21  each  circuit  shall  summon  the  United  States  bankruptcy 

22  judges  of  such  circuit  to  the  judicial  conference  of  such  circuit 

23  called  and  held  under  section  333  of  title  28  of  the  United 

24  States  Code. 
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1  [(d)   During  the  transition  period,  there  shall  be  added 

2  to  the  Board  of  the  Federal  Judicial  Center  established  under 

3  chapter  42  of  title  28  of  the  United  States  Code  two  United 

4  States  bankruptcy  judges,  elected  by  vote  of  the  members 

5  of  the  Judicial  Conference  of  the  United  States,  for  terms 

6  beginning  on   October   1,    1978,   and  ending  on  Septem- 

7  ber  30,  1983. 

8  [teansfee  to  new  couet  system 

9  [Sec.  408.    (a)    On  October  1,  1983,  there  shall  be 

10  transferred  to   the   appropriate   United   States   bankruptcy 

11  court  established  under  section  201  of  this  Act — 

12  [  ( 1 )    cases,  and  matters  and  proceedings  in  cases, 

13  under  the  Bankruptcy  Act  that  are  pending,  at  the  end 

14  of  September  30,   1983,  in  the  courts  of  bankruptcy 

15  continued  under  section  404(a)   of  this  Act,  other  than 

16  cases,  and  matters  and  proceedings  in  cases,  under — 

17  [  (A)   section  77  or  chapter  IX  of  the  Bank- 

18  ruptcyAct;or 

19  [(B)   chapter  X  of  the  Bankruptcy  Act  in 

20  which  a  general  reference  under  section  117  of  the 

21  Bankruptcy  Act  is  not  in  effect ;  and 

22  [(2)   cases,  and  proceedings  arising  under  or  related 

23  to  cases,  under  title  11  of  the  United  States  Code  that 

24  are  pending,  at  the  end  of  September  30,  1983,  in  the 
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-,  courts  of  bankruptcy  continued  under  section  404(a) 

2  of  this  Act. 

3  £(b)   Civil  actions  pending  on  September  30, 1983,  over 

4  which  a  United  States  bankruptcy  court  established  unp>r 

5  section  201  of  this  Apt  has  jurisdiction  pn  Qctpber  1,  1983, 

6  shall  not  abate,  but  continuation  of  any  such  aetipn  that  fras 

7  not  been  finally  determined  before  October  1,  1984,  may  be 
g  enjoined,  and  any  claims  or  causes  of  actions  not  resolved 
9    may  be  removed  to  a  bankruptcy  court  under  chapter  90  of 

10  title  28  of  the  United  States  Code. 

11  [  (c)   All  Government  publications,  law  books,  recqrp1- 

12  ing  equipment,  and  other  property  furnished  to  bankruptcy 

13  judges'  offices  as  of  September  30,  1983,  and  of  particular 

14  use  to  the  offices  of  the  judges  of  the  United  States  bank- 

15  ruptcy  courts,   shall  be  transferred  to  the  United  States 

16  bankruptcy  courts  under  the  supervision  of  the  Pirector  of 

17  the  Administrative  Office  of  the  United  States  Courts. 

18  [additional  rulemaking  power 

19  [Sec.  409.  The  Supreme  Court  may  issue  such  addi- 

20  tional  rules  of  procedure,  consistent  with  Acts  of  Congress, 

21  as  may  be  necessary  for  the  orderly  transfer  of  functions  and 

22  records  and  the  orderly  transition  to  the  new  bankruptcy 

23  court  system  created  by  this  Act.] 
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Senator  DeConcini.  I  want  to  make  it  clear  that  I  come  to  the 
hearings  today  with  an  open  mind  on  all  issues.  I  am  a  fairly  late 
arrival  to  the  consideration  of  the  bankruptcy  legislation,  but  I  can 
also  say  that  my  only  commitment  is  to  arrive  at  a  bill  that  will 
provide  the  people  of  this  country  with  the  most  efficient  and  just 
method  of  resolving  disputes  which  arise  in  the  bankruptcy  context. 

Today's  hearing  will  concentrate  on  what  are  referred  to  as  the 
structural  provisions  of  the  bill — those  sections  dealing  with  the  court 
structure  and  trustee  system.  The  Senate  bill,  while  making  signi- 
ficant amendments  to  the  present  court  structure  and  trustee  system, 
has  adopted  the  basic  format  of  the  existing  system  whereby  the 
bankruptcy  judge  is  an  adjunct  of  the  district  court  and  trustees  will 
continue  to  come  from  the  private  sector.  It  is  to  the  credit  of  the 
Federal  judiciary  and  the  bankruptcy  judges,  in  particular,  that  in 
recent  years  as  we  have  experienced  a  litigation  explosion  at  the 
Federal  level,  bankruptcy  judges  have  successfully  met  the  challenge 
while  keeping  dockets  remarkable  current. 

I  believe  the  system  as  it  exists  today  can  continue,  with  a  little 
help,  to  meet  the  needs  and  demands  that  are  placed  upon  it.  Whether 
we  can  do  this  with  the  adjustments  we  have  made  to  the  present 
structure  or  if  we  need  an  entirely  new  court  system  is  the  issue. 

Many  of  you  will  undoubtedly  care  to  supplement  your  comments 
here  today.  We  welcome  additional  comments,  and  the  record  will 
remain  open  until  January  31  of  next  year.  Staff  of  the  subcommittee 
will  be  available  to  meet  with  all  groups  to  discuss  proposals  in 
greater  detail. 

Our  first  witnesses  today  are  Federal  judges  who  compose  the  Ad 
Hoc  Committee  on  Bankruptcy  Legislation  of  the  Judicial  Conference 
of  the  United  States.  I  want  to  take  note  that  the  committee  includes 
Judge  Edward  Weinfeld  of  the  Southern  District  of  New  York,  who 
also  served  on  the  Commission  on  the  Bankruptcy  Laws  of  the  United 
States  and  who  has  served  as  Chairman  of  the  Bankruptcy  Committee 
of  the  Judicial  Conference  for  many  years.  I  also  welcome  Judge 
Morey  Sear  who  appeared  before  the  subcommittee  recently  to 
testify  concerning  the  magistrates  bill. 

[The  prepared  statement  and  report  of  the  Ad  Hoc  Committee  on 
Bankruptcy  Legislation  follow:] 

Statement  on  Behalf  of  the  Ad  Hoc  Committee  on  Bankruptcy 
Legislation  of  the  Judicial  Conference  of  the  United  States 

Mr.  Chairman,  the  Judicial  Conference  Ad  Hoc  Committee  on  Bankruptcy 
Legislation  appreciates  this  opportunity  to  appear  before  your  Subcommittee  to 
present  the  views  of  the  Judicial  Conference  of  the  United  States  on  S.  2266,  a 
bill  to  establish  a  uniform  law  on  the  subject  of  bankruptcies.  At  the  outset  we 
would  like  to  say  that  the  Judicial  Conference  supports  the  efforts  being  made  in 
the  Congress  to  revise  and  codify  the  laws  pertaining  to  bankruptcy,  a  task  which 
is  long  overdue.  The  legislation  to  create  a  Commission  on  the  Bankruptcy  Laws 
of  the  United  States,  enacted  in  1970,  was  fully  endorsed  by  the  Conference. 
Indeed,  two  distinguished  district  judges,  Edward  Weinfeld  of  New  York  City 
and  Hubert  Will  of  Chicago,  served  as  members  of  that  Commission  under  appoint- 
ment by  the  Chief  Justice  of  the  United  States.  On  several  occasions  the  Judicial 
Conference  has  endorsed  both  the  work  of  the  Commission  and  the  subsequent 
efforts  in  both  Houses  of  Congress  to  modernize  the  substantive  law  of  bankruptcy. 

The  Conference,  however,  has  not  commented  on  specific  changes  in  the  sub- 
stantive law  of  bankruptcy,  believing  that  these  changes  are  primarily  matters 
of  policy  for  the  determination  of  the  Congress.  The  Conference  does  believe, 
however,  that  the  organization  of  the  courts  and  their  jurisdiction  to  resolve  dis- 
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putes  arising  under  the  bankruptcy  laws  are  matters  on  which  it  may  appro- 
priately comment.  For  this  reason  your  kind  invitation  to  appear  here  today  was 
gratefully  received. 

I.    WORK    OF    THE    AD    HOC    COMMITTEE 

It  may  be  appropriate  at  this  time  to  indicate  the  origin  of  the  Ad  Hoc  Com- 
mittee and  the  assignment  given  to  it  by  the  Judicial  Conference.  Originally, 
the  Judicial  Conference  Committee  on  Bankruptcy  Administration,  of  which 
Judge  Weinfeld  is  Chairman,  monitored  the  developing  proposals  both  in  the 
Bankruptcy  Commission  and  in  the  Congress  with  respect  to  a  new  bankruptcy 
law.  So  many  new  ideas  and  drafts  of  provisions  for  inclusion  in  different  bills 
were  being  proposed  that  Judge  Weinfeld's  committee  felt  that  it  should  await 
the  crystallization  of  ideas  into  one  principal  proposal  before  offering  its  comments 
and  suggestions. 

In  January  of  this  year  H.R.  6  was  introduced  in  the  House  of  Representatives. 
That  bill  would  have  created  an  entirely  new  Article  III  court  system  for  bank- 
ruptcy cases.  Until  that  time  a  proposal  for  a  separate  Article  III  court  system 
for  bankruptcy  cases  had  not  appeared  in  any  legislation  introduced  in  the  Con- 
gress. In  March  of  1977  the  bill,  H.R.  6,  was  brought  to  the  attention  of  the 
Judicial  Conference.  The  Conference  thereupon  adopted  a  resolution  strongly 
opposing  the  concept  of  a  separate  court  (either  Article  I  or  Article  III)  for  bank- 
ruptcy cases  as  being  unnecessary,  contrary  to  principles  of  good  judicial  adminis- 
tration, and  costly. 

The  Conference  also  opposed  the  concept  of  placing  the  administrative  control 
of  trustees  in  bankruptcy  under  the  Attorney  General,  as  proposed  in  H.R.  6, 
because  of  the  inherent  potential  conflict  of  interest  between  the  duties  of  that 
position  and  those  of  representing  the  Government  in  claims  against  bankrupt 
estates.  Because  of  the  obvious  need  to  develop  fully  informed  views,  and  the 
reasons  for  reaching  these  views,  the  Conference  authorized  the  appointment 
of  a  special  Ad  Hoc  Committee  to  consider  the  pending  legislation. 

The  Committee  last  met  on  November  10  and  11  and  thereafter  filed  a  report 
with  the  Judicial  Conference  recommending  endorsement  of  the  provisions  of 
Title  II  of  S.  2266  with  certain  amendments.  That  report  has  now  been  approved 
by  the  Judicial  Conference  and  copies  thereof  have  been  furnished  to  your  Com- 
mittee staff. 

II.  NO  NEED  FOR  A  SEPARATE  COURT 

Initially,  Mr.  Chairman,  the  Ad  Hoc  Committee  would  like  to  emphasize  that, 
in  its  view,  the  present  structure  for  administering  bankruptcy  cases  has  worked 
very  well  and  is  a  genuine  credit  to  the  federal  judiciary.  As  Congressman  Edwards 
indicated  when  he  introduced  H.R.  6  in  the  House  of  Representatives  on  Janu- 
ary 4th,  "What  the  Subcommittee  has  found  in  all  of  its  work  is  that  the  bank- 
ruptcy system  is  basically  sound.  It  is  sound  because  of  the  people  that  operate 
the  system,  the  bench,  the  bar,  and  the  support  people  in  administrative  capac- 
ities." The  Ad  Hoc  Committee  believes  that  the  district  courts  have  selected 
competent,  even  outstanding,  individuals  to  serve  as  referees  in  bankruptcy. 
There  have  been  no  major  scandals  involving  referees  and  for  the  most  part 
the  administration  of  bankruptcy  cases,  under  the  supervision  and  direction 
of  district  judges,  has  been  carried  out  effectively  and  expeditiously.  There  have, 
of  course,  been  problems.  While  a  great  deal  has  been  said  in  general  terms  about 
deficiencies  in  the  existing  system,  the  Ad  Hoc  Committee  knows  of  no  docu- 
mentation of  instances  of  maladministration  that  would  justify  a  drastic  restruc- 
turing of  federal  courts.  The  Committee  believes  that  any  needed  changes  can 
be  accomplished  through  modifications  in  the  existing  system. 

III.    WORK    OF    DISTRICT    COURTS    SITTING    IN    BANKRUPTCY 

The  bankruptcy  caseload  of  the  district  courts  has  increased  greatly  since  the 
end  of  World  War  II,  but  the  fluctuations  in  filings  from  one  year  to  another 
have  been  significant.  This  fact  alone  requires  a  system  with  administrative  flexi- 
bility. The  greatest  number  of  filings  were  experienced  in  fiscal  1975  when  more 
than  254,000  cases  were  filed.  In  the  last  two  years  the  caseload  has  dropped  to 
214,000  cases,  a  decrease  of  more  than  40,000  cases.  Last  year  only  1.8  percent  of 
the  casts — or  3,783 — were  filed  under  the  reorganization  chapters  of  the  Bank- 
ruptcy Act,  Chapters  IX  through  XII.  Of  the  214,000  cases  filed  in  1977,  only  15 
percent — or  32,189 — were  business  bankruptcy  cases,  a  category  which  includes 
farmers,  professionals,  merchants,  manufacturers,  and  others  "doing  business". 
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The  other  182,210  cases  were  "nonbusiness  cases"  filed  by  employees  and  others 
not  "doing  business".  Although  current  information  is  not  available,  the  vast 
majority  of  all  bankruptcy  cases  end  up  as  no-asset  cases,  and  there  is  no  distribu- 
tion to  unsecured  creditors. 

No-asset  cases  are  usually  disposed  of  promptly  and  discharges  are  granted 
forthwith.  The  administration  of  a  no-asset  case  requires,  on  the  average,  very 
little  time,  but  care  must  be  exercised  to  be  certain  that  potential  assets  are  un- 
covered. This  work  and  that  of  administering  asset  cases  is  done  under  the  super- 
vision of  the  referees  who  also  initially  decide  questions  of  law.  In  certain  reor- 
ganization cases  (railroad  reorganizations,  municipal  bankruptcies  and  Chapter 
X  reorganizations),  the  judicial  determinations  are  made  by  the  district  judges 
and  not  by  referees  in  bankruptcy,  although  district  judges  are  assisted  from 
time  to  time  by  referees.  Those  plenary  suits  involving  bankruptcy  estates  which 
may  now  be  tried  in  the  district  courts  are  handled  entirely  by  district  judges. 

IV.    SEPARATION    OF   JUDICIAL    AND    ADMINISTRATIVE    FUNCTIONS 

The  Commission  on  Bankruptcy  Laws  has  pointed  out  that  most  of  the  work 
of  the  Offices  of  referees  in  bankruptcy  is  administrative  in  character.  The  Com- 
mission endeavored  to  classify  those  functions  which  are  administrative  and  those 
that  are  judicial  in  character,  but  there  appears  to  be  no  unaninimity  of  opinion 
on  what  is  administrative  and  what  is  judicial.  Nevertheless  the  Commission 
advocated  a  separation  of  the  administrative  and  judicial  functions  of  referees. 
In  order  to  effect  separation  the  Bankruptcy  Commission  proposed  the  creation 
of  a  separate  "bankruptcy  administration"  and  the  establishment  of  a  "separate 
court"  with  expanded  jurisdiction  over  "plenary  suits".  The  expanded  jurisdic- 
tion would  include  jurisdiction  of  all  cases  and  controversies  "arising  under  or 
related  to"  the  pending  bankruptcy  case.  The  Commission  felt  that  this  arrange- 
ment would  expedite  the  administration  of  estates  and  minimize  controversies 
over  questions  of  summary  and  plenary  jurisdiction.  The  new  court  was  visualized 
as  a  specialized  court  for  bankruptcy. 

The  Judicial  Conference  and  the  Ad  Hoc  Committee  respectfully  disagree  with 
this  concept.  First  of  all,  a  separate  court  would  not  really  be  specialized.  Its 
jurisdiction  would  extend  to  every  type  of  civil  action  in  which  a  bankrupt  estate 
might  conceivably  be  involved.  Through  a  grant  of  "plenary"  jurisdiction  the 
new  court  could  hear  and  determine  tort  cases,  contract  cases,  admiralty  cases, 
antitrust  cases,  patent  suits,  and  every  type  of  case  over  which  federal  courts 
now  have  jurisdiction,  except  criminal  cases.  Furthermore  the  new  court  would 
interpret  and  apply  state  law,  although  state  courts  alone  can  finally  determine 
state  law.  In  effect  there  would  be  two  United  States  district  courts  in  each 
district,  one  for  solvent  litigants  and  one  for  cases  involving  insolvent  litigants. 
There  would  be  concurrent  and  overlapping  jurisdiction.  There  would  be  two 
separate  clerks'  offices  in  each  district,  each  maintaining  separate  records,  and 
members  of  the  public  would  be  inconvenienced  by  having  to  search  records  in 
two  courts  rather  than  one.  There  would  be  a  duplication  in  the  administration 
of  the  jury  system  in  each  court.  All  of  this  is  contrary  to  the  principle  of  a  "uni- 
fied" trial  court  system  strongly  advocated  by  the  American  Bar  Association  and 
embodied  in  the  Standards  Relating  to  Court  Organization  which  were  developed 
by  the  American  Bar  Commission  on  Standards  of  Judicial  Administration.1 

The  cost  of  maintaining  two  separate  courts  would  be  significant. 

V.  TITLE  II    OF  S.  2266 

Mr.  Chairman,  as  previously  indicated,  the  Judicial  Conference  of  the  United 
States  endorses  the  proposals  contained  in  Title  II  of  S.  2266  with  respect  to  the 
jurisdiction  and  organization  of  courts  to  administer  cases  filed  under  the  proposed 
new  Title  11,  with  certain  modifications.  We  would  like  to  review  briefly  the 
provisions  contained  in  Title  II  and  those  modifications  we  have  suggested. 

(a)  Office  of  Bankruptcy  Judge 

Section  201  adds  a  new  chapter  50  to  Title  28  to  create  the  office  of  "bankruptcy 
judge".  This  section  is  similar  to  the  provisions  of  existing  law  except  that  it  pro- 
vides for  the  appointment  of  bankruptcy  judges  by  the  judicial  councils  of  the 


1  See  Standard  1.10,  Unified  Court  St/stem,  General  Principle,  and  Standard  1.11, 
Unified  Court  Structure.  Final  draft,  1974,  pp.  1  and  2.  See  also  the  commentary  on 
specialized  courts,  id.  p.  6. 
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circuits,  rather  than  by  the  district  judges,  and  increases  the  term  of  office  from 
six  to  12  years.  These  features  of  the  bill  have  been  endorsed  by  the  Conference. 
We  recommend,  howevei,  the  use  of  the  term  "referee  in  bankruptcy",  rather 
than  "bankruptcy  judge",  as  the  preferred  title  for  the  judicial  officers  authorized 
to  conduct  proceedings  in  bankruptcy  cases.  We  further  suggest  that  authority  be 
given  to  terminate  positions  no  longer  needed,  as  presently  provided  for  in  the 
Magistrates  Act.  As  indicated  above,  the  volume  of  bankruptcy  cases  has  fluctu- 
ated in  the  past  and  could  decline  substantially  in  future  years.  Judicial  officers 
should  not  continue  in  office  if  they  are  not  needed.  The  other  amendments  to 
Section  201,  suggested  in  the  report  of  the  Ad  Hoc  Committee,  aie  clarifying  or 
technical,  and  are  explained  in  the  report. 

(b)  Jurisdiction,  }"enue  and  Removal 

The  Judicial  Conference  fully  endorses  the  provisions  in  Sections  202  through 
204  of  the  bill  relating  to  jurisdiction,  venue  and  removal. 

Section  202  retains  jurisdiction  in  the  district  courts  over  all  cases  and  pro- 
ceedings in  bankruptcy  and  increases  their  jurisdiction  over  plenary  suits  to  in- 
clude all  cases  in  which  the  trustee  in  bankruptcy  or  other  representative  of  the 
debtor's  estate  is  a  party.  Although  no  reliable  estimate  is  available  on  the  volume 
of  plenary  suits  that  may  be  brought  in  the  district  courts  under  this  provision, 
the  Ad  Hoc  Committee  believes  the  number  of  such  suits  will  not  be  great  and  that 
the  district  courts  will  be  capable  of  handling  the  additional  litigation.  The  Com- 
mittee believes  that  the  phrase  "by  or  against  trustees  in  bankruptcy  *  *  *"  is 
more  precise  than  the  phrase  "arising  under  or  related  to"  bankruptcy  cases, 
as  proposed  in  the  House  version  of  the  bill,  and  will  avoid  litigation  over  the 
meaning  of  the  phiase  "arising  under  or  related  to". 

Section  203  would  add  to  the  general  venue  statute  special  provisions  relating 
to  bankruptcy  cases  and  plenary  suits  in  bankruptcy.  The  language  used  in  this 
section  is  consistent  with  the  language  proposed  in  other  versions  of  a  bank- 
ruptcy bill.  A  minor  amendment  to  proposed  Section  1391(h)  of  Title  28,  adding 
the  words  "case  or"  before  the  word  "proceeding"  is  suggested. 

Section  204  authorizes  the  removal  of  a  plenary  suit  to  the  district  court  only 
by  the  trustee  or  other  representative  of  the  estate  and  only  upon  a  showing  of 
need  to  preserve  the  assets  of  the  estate. 

(c)  Bankruptcy  Administrators 

Section  209  of  S.  22G6  provides  for  the  creation  of  a  panel  of  private  trustees 
in  each  district  court  under  regulations  to  be  adopted  by  the  Director  of  the  Ad- 
ministrative Office  of  the  United  States  Courts.  Basically  this  provision  retains 
the  trustee  system  in  its  existing  form. 

In  view  of  the  concept  advocated  by  the  Bankruptcy  Commission  of  separating 
administrative  and  judicial  functions,  the  Ad  Hoc  Committee  is  recommending  the 
creation  of  an  office  of  "bankruptcy  administrator"  to  assume  most  of  the  ad- 
ministrative duties  now  performed  by  referees  in  bankruptcy.  A  bankruptcy 
administrator  would  be  appointed  in  each  district  court  by  the  circuit  council  for  a 
term  of  five  years.  His  duties  would  include  the  cieation  of  panels  of  private 
trustees  and  the  supervision  of  the  work  of  trustees.  Disputes  arising  in  the  ad- 
ministration of  estates  would  be  referred  to  the  referee  in  bankruptcy  or  the  dis- 
trict judge  for  judicial  determinations.  The  bankruptcy  administrator  would 
select  trustees  from  the  established  panels  to  serve  as  trustees  in  liquidation  cases 
in  accordance  with  law  and  would  also  appoint  standing  trustees  in  Chapter  XIII 
cases  when  the  volume  of  such  cases  so  warrants.  The  bankruptcy  administrator 
would  conduct  the  first  meeting  of  creditors,  allow  or  disallow  claims,  set  aside 
exemptions,  determine  the  priority  of  claims,  grant  discharges,  and  perform  such 
other  duties  as  may  be  prescribed  under  regulations  adopted  by  the  Judicial 
Conference. 

It  is  the  view  of  the  Ad  Hoc  Committee  that  if  there  is  to  be  a  spearation 
of  the  administrative  and  judicial  duties  of  referees  in  bankruptcy,  it  would 
best  be  accomplished  through  the  creation  of  the  office  of  bankruptcy  adminis- 
trator as  set  out  in  the  Committee  report. 

(d)  Other  Amendments  to  Title  II 

The  other  amendments  suggested  by  the  Judicial  Conference  and  the  Ad  Hoc 
Committee  are  technical  or  conforming  in  nature.  Members  of  the  Committee 
will  be  pleased  to  respond  to  any  questions  concerning  these  proposed  amend- 
ments to  Title  II. 
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VI.    AMENDMENT    TO    TITLE    IV 

The  Ad  Hoc  Committee  also  believes  there  should  be  an  appropriate  interval 
between  the  date  of  enactment  and  the  effective  date  of  the  statute.  If  there 
is  a  delay  in  passage  of  the  Act,  the  effective  date  of  July  1,  1979,  now  contained 
in  the  bill,  may  not  provide  a  sufficient  transitional  period.  The  Committee 
also  suggests  that  the  effective  date  of  the  Act  be  made  to  coincide  with  the 
commencement  of  a  new  governmental  fiscal  year. 

VII.    CONCLUSION 

Mr.  Chairman,  again  we  wish  to  thank  you  for  this  opportunity  to  present 
the  views  of  the  judiciary  on  this  important  legislation.  We  generally  support 
the  provisions  of  Title  II  of  S.  2266  and  we  ask  that  consideration  be  given  to 
the  amendments  suggested  in  the  report  of  the  Ad  Hoc  Committee. 


November  1977. 
Report  of  the  Ad  Hoc  Committee  on  Bankruptcy  Legislation 

To  the  Chief  Justice  of  the  United  States,  Chairman,  and  Members  of  the 
Judicial  Conference  of  the  United  States: 

Your  Ad  Hoc  Committee  on  Bankruptcy  Legislation  met  in  Washington,  D.C. 
on  November  11  and  12,  1977  to  continue  its  review  of  bankruptcy  legislation 
pending  in  the  Congress.  All  members  of  the  Committee  were  in  attendance 
except  Circuit  Judge  Ruggero  Aldisert  and  District  Judges  Thomas  MacBride, 
Joseph  Lord,  and  Raymond  Pettine,  all  of  whom  were  unable  to  be  present. 

STATUS    OF    PENDING    LEGISLATION 

During  the  two-month  interval  since  the  last  session  of  the  Conference  there 
have  been  two  important  developments.  First,  the  bankruptcy  bill,  H.R.  8200, 
as  reported  by  the  House  Judiciary  Committee,  was  brought  to  the  floor  of  the 
House  of  Representatives  on  October  27  for  two  hours  of  debate  before  the 
Committee  of  the  Whole  House  on  the  State  of  the  Union.  On  the  following 
day  an  amendment  to  the  bill,  offered  by  Mr.  Danielson  of  California,  and 
strongly  supported  by  Mr.  Railsback  of  Illinois,  was  adopted  by  the  Committee 
of  the  Whole  by  vote  of  183  to  158  with  one  member  voting  present.  This  amend- 
ment retains  jurisdiction  of  bankruptcy  cases  in  the  district  courts,  increases 
the  jurisdiction  of  the  district  courts  over  plenary  suits,  and  provides  for  salaried 
trustees  in  bankruptcy  under  the  judiciary  rather  than  the  Attorney  General. 
In  most  respects  it  is  consistent  with  the  principles  set  forth  in  the  Third  Pre- 
liminary Report  of  your  Committee  approved  by  the  Conference  in  September. 
After  this  amendment  was  adopted  in  the  Committee  of  the  Whole  consideration 
of  the  bill  was  halted  on  motion  of  Mr.  Edwards;  however,  the  bill  remains 
on  the  House  calendar  and  can  be  called  up  for  further  consideration  in  the 
next  session.  At  that  time  the  Danielson-Railsback  amendment  is  subject  to  a 
further  vote  before  the  full  House  of  Representatives  on  the  amendment  adopted 
by  the  Committee  of  the  Whole. 

Secondly,  on  October  31st  Senator  DeConcini  (for  himself  and  Senator  Wallop) 
introduced  in  the  Senate  S.  2266,  a  bill  which  is  similar  to  H.R.  8200  in  regard  to 
amendments  to  the  substantive  law  of  bankruptcy,  but  which  follows  the  pro- 
visions of  the  Danielson-Railsback  amendment  with  respect  to  retaining  bank- 
ruptcy jurisdiction  in  the  district  courts.  S.  2266,  however,  contains  no  provision 
for  "United  States  trustees",  as  would  the  House  bill,  as  amended.  Instead  S.  2266 
provides  for  the  creation  of  panels  of  private  trustees  to  be  established  under 
regulations  of  the  Director  of  the  Administrative  Office. 

Hearings  on  S.  2266  are  scheduled  for  November  28-30  and  representatives  of 
the  judiciary  have  been  invited  to  appear  and  testify.  Additionally,  hearings  have 
been  reopened  in  the  House  of  Representatives  and  various  judges  are  being 
asked  to  appear  and  testify  on  December  12  and  13  on  the  question  of  "the  status 
of  bankruptcy  judges." 

REPORT   OF   THE   DRAFTING   SUBCOMMITTEE 

Prior  to  November  10  the  drafting  subcommittee  submitted  to  the  full  Ad  Hoc 
Committee  specific  amendments  to  Title  II  of  H.R.  8200,  the  title  which  deals 
primarily  with  the  organization  and  jurisdiction  of  courts  sitting  in  bankruptcy. 
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The  drafting  subcommittee  also  submitted  suggested  amendments  to  the  transi- 
tional provisions  contained  in  Title  IV  of  H.R.  8200. 

In  view  of  the  legislative  posture  of  H.R.  8200,  the  Committee  decided  to  cast 
proposed  changes  in  Titles  II  and  IV  of  the  legislation  in  terms  of  amendments  to 
the  Senate  bill,  S.  2266.  The  Committee  felt  that  this  approach  would  be  ap- 
propriate since  the  provisions  of  Title  II  of  the  Senate  bill  with  respect  to  court 
organization  and  jurisdiction  are  similar  to  the  Danielson-Railsback  amendment 
to  H.R.  8200.  The  draft  amendments  to  S.  2266,  recommended  by  the  Committee, 
are  set  out  in  Appendix  A.  A  copy  of  S.  2266  has  been  previously  sent  to  every 
member  of  the  Conference. 

SUMMARY    OP    TITLES    II    AND    IV    OF   S.    2266   AND    PROPOSED    AMENDMENTS 

A.   Title  II — Amendments  to  Title  28  of  the  United  States  Code  and  to  the  Federal 
Rules  of  Evidence 

Sec.  201  of  Title  II  of  S.  2266  adds  a  new  chapter  50  to  Title  28  which  creates 
the  office  of  "bankruptcy  judge";  provides  for  appointment  of  bankruptcy  judges 
by  the  judicial  councils  of  the  circuits  for  terms  of  12  years;  authorizes  the  Judicial 
Conference  to  determine  the  number  of  positions  to  be  created;  grants  bankruptcy 
judges  the  power  to  conduct  all  proceedings  in  bankruptcy  cases  and,  to  the 
extent  authorized  by  the  district  court,  the  power  to  conduct  trials  and  other 
proceedings  of  "plenary"  suits;  provides  authority  for  facilities  and  the  payment 
of  expenses,  and  for  the  temporary  assignment  of  bankruptcy  judges  to  sit  in 
other  districts;  and  fixes  the  compensation  of  bankruptcy  judges  at  the  rates 
currently  fixed  for  referees  in  bankruptcy.  This  section  is  similar  to  a  corresponding 
provision  in  the  Danielson-Railsback  amendment  to  H.R.  8200. 

Your  Ad  Hoc  Committee  recommends  only  minor  changes  in  Sec.  201  of 
Title  II  of  S.  2266: 

1.  That  the  term  "referee  in  bankruptcy"  be  substituted  for  the  term  "bank- 
ruptcy judge"  as  the  preferred  title  for  the  judicial  officer  authorized  to  conduct 
proceedings  in  bankruptcy  cases; 

2.  That  provision  be  made  in  §  771(e)  for  the  termination  of  a  position  which 
is  no  longer  needed; 

3.  That  the  language  of  §  775(d)  pertaining  to  contempt  of  court  be  clarified; 

4.  That  §  777  pertaining  to  employees  be  stricken  since  it  is  covered  generally 
in  the  following  section.  See  also  the  proposed  new  provision  for  a  bankruptcy 
administrator  discussed  below;  and 

5.  The  insertion  of  §  778  and  §  779  pertaining  to  training  and  dockets. 
Sections  202  to  204  of  Title  II  of  S.  2266  would  amend  the  basic  jurisdiction, 

venue,  and  removal  sections  of  Title  28  to  cover  proceedings  under  title  II  and 
plenary  suits  to  which  the  trustee  or  representative  of  the  debtor's  estate  is  a 
party.  The  Committee  recommends  approval  of  these  provisions  of  the  Senate 
bill  with  the  insertion  of  the  phase  "case  or"  in  §  1391(h). 

Section  205  of  Title  II  of  S.  2266  would  amend  28  U.S.C.  455  to  substitute 
"bankruptcy  judge"  for  "referee  in  bankruptcy".  The  Committee  recommends 
deletion  of  this  section. 

Sections  206  to  208  of  Title  II  of  S.  2266  are  technical  amendments. 

Section  209  of  Title  II  of  S.  2266  would  provide  for  the  creation  of  a  panel  of 
private  trustees  in  each  district  under  regulations  to  be  adopted  by  the  Director 
of  the  Administrative  Office.  The  Committee  is  recommending  in  lieu  thereof  the 
appointment  of  a  Bankruptcy  Administrator  in  each  district  court  by  the  circuit 
council  for  a  term  of  five  years.  The  bankruptcy  administrator  would  oversee  the 
administration  of  bankruptcy  cases  and  relieve  the  referee  of  many  administra- 
tive duties.  This  proposal  is  consistent  with  the  concept  of  separating  the  judicial 
and  administrative  functions  of  referees  in  bankruptcy  advocated  in  the  reports 
of  the  Commission  on  the  Bankruptcy  Laws.  The  powers  and  duties  of  the  bank- 
ruptcy administrator  are  set  out  in  a  proposed  new  §  906  to  Title  28.  The  principal 
function  of  the  bankruptcy  administrator  would  be  the  supervision  of  trustees 
whom  he  would  appoint  (rather  than  the  referee).  Determinations  made  by  the 
administrator  would  be  subject  to  review  by  the  court,  either  by  the  referee  or  the 
district  judge. 

Sections  210  to  213  of  Title  II  of  S.  2266  would  add  a  referee  (bankruptcy  judge) 
and  a  United  States  magistrate  to  membership  on  the  Board  of  the  Federal 
Judicial  Center.  The  Conference  previously  disapproved  the  proposal  contained  in 
H.R.  8200  to  place  two  bankruptcy  judges  on  the  Center's  Board.  Your  Com- 
mittee recommends  that  these  sections  be  deleted  from  S.  2266. 

Sections  214  to  218  of  Title  II  of  S.  2266  are  technical  amendments. 
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Section  218  of  Title  II  of  S.  2266  would  amend  chapter  123  of  Title  28  to  add  a 
new  section  relating  to  fees  to  be  charged  in  bankruptcy  cases. 

Section  220  of  Title  II  of  S.  2266  would  increase  the  retirement  benefits  for 
referees,  but  would  also  increase  the  payment  to  be  made  into  the  Civil  Service 
Retirement  fund. 

The  Ad  Hoc  Committee  also  recommends  a  new  §  210  to  Title  II  to  amend  27 
U.S.C.  634(a)  pertaining  to  the  salaries  of  magistrates  to  clarify  the  reference  to 
the  Bankruptcy  Act. 

B.   Title  IV— Transition 

Section  402  of  Title  IV  of  S.  2266  provides  that  the  effective  date  of  the  Act  shall 
be  July  1,  1979.  To  assure  an  appropriate  interval  between  the  date  of  enactment 
and  the  effective  date  the  Committee  is  recommending  an  amendment  to  assure  a 
minimum  interval  of  180  days  and  is  further  recommending  that  the  effective  date 
commence  at  the  beginning  of  the  government's  fiscal  year. 

RECOMMENDATIONS  OF  THE  COMMITTEE 

The  Committee  recommends  as  follows: 

1.  That  the  Judicial  Conference  approve  in  principle  Titles  II  and  IV  of  S.  2266 
with  the  amendments  set  forth  in  the  attached  Appendix  A; 

2.  That  the  Committee  be  authorized,  consistent  with  this  report,  to  make  other 
suggestions  to  the  Congress  of  any  needed  changes  in  the  bill  which  may  come  to 
the  attention  of  the  Committee;  and 

3.  That  the  Committee  be  authorized  to  release  this  report  to  the  Congress  and 
other  interested  persons. 

Respectfully  submitted, 

Wesley  E.  Brown, 

Chairman. 
Appendix  A 

Proposed  Amendments  to  Titles  II  and  IV  of  S.  2266,  95th  Congress,  A  Bill 
to  Establish  a  Uniform  Law  on  the  Subject  of  Bankruptcies 
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1  is  owing  may  accept  the  provisions  of  such  plan  dealing  with 

2  the  assumption,  settlement,  or  payment  of  any  such  tax. 

3  TITLE    II— AMENDMENTS    TO    TITLE    28    OF 

4  THE  UNITED  STATES  CODE  AND  TO  THE 

5  FEDERAL  RULES  OF  EVIDENCE 

G  Sec.  201.  Title  28,  United  States  Code,  is  amended  by 

7  inserting  immediately  after  chapter  49  thereof  the  following 

8  new  chapter: 

REFEREES   IN 

9  "Chapter  50.-+BANKRUPTCY  JUDGES' 

"Sec. 

"771.  Appointment ;  qualifications:  tenure;  oath;  removal. 

"772.  Practice  of  law. 

"773.  Numbers  and  locations  of  bankrupt,  y  jiu^e.q.   referees   in  bankruptcy. 

"774.  Compensation;  benefits. 

"775.  Powers  of  biii.Uiaiiit.jy  juu>n,   referees  in  bankruptcy. 

'•770.  Temporary  assignment  of  jjanhmplcv juU>..i  referees    in   bankruptcy. 

"777.  Employ^.,  of  ljunlnmiii my  [mh^.-,    Expenses;  facilities. 

"77S.-E-n.rnJiM;  f.ailii ic.i.-  Training. 

"779.   Dockets. 

10  "§771.  Appointment;  qualifications;  tenure;  oath;  removal 

11  "  (a)  Appointment. — The  Judicial  Council  of  each  cir- 

referees  in 

12  cuit  shall  appointJiankruptcy  judge*  to  serve  in  each  district 

13  court  of  (lie  circuit,  including  territorial  district  courts,  in  such 
H-  numbers  and  at  such  locations  within  each  district  as  the 
!5  Judicial  Conference  of  the  United  Slates  may  determine 
1°*  pursuant  to  this  chapter.  The  appointment,  whether  an 
1'  original  appointment  or  a  reappointment,  shall  he  by  the 
1&  concurrence  of  a  majority  of  all  the  judges  of  the  Judicial 
-^  Council.  If  there1  is  no  majority,  appointment  shall  he  made 
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1  1)}'  the  chief  judge  of  the  circuit.  Where  the  Conference 

2  deems  it  desirable  for  the  expeditious  and  effective  adminis- 

referee  in 

3  tration  of  the  bankruptcy  laws,  aJjankruptcy  jHdge-  may 

4  be  appointed  to  serve  in  more  than  one  judicial  district  within 

5  the  circuit    or  in  more  than  one  judicial   district  situated 

in  different  circuits.  referee  in 

An  appointment  of  a.bankruptey4u+igu-to  serve  in 

G     two  or  mure  circuits  shall  be  made  Iry  a  majority  vote  of 

7     the  judges  of  the  Judicial  Council  of  each  circuit  in  which 

referee  in 
S     thcJmnkruptcy  JH&ge  is  appointed  to  serve. 

9  "  (b)    Qualifications. — No  individual  may  be  ap- 

referee  in 

10  pointed   or   reappointed    to   serve    as   a.  bankruptcy  -j»dg» 

11  unless — 

12  "  (1)  be  has  been  a  member  of  the  bar  for  at  least 

13  live  years  and  is  currently  a  member  in  good  standing  of 

34  the  bar  of  the  highest  court  of  the  State  in  which  be  is 

35  to  serve,  or,  in  the  case  of  an  individual  appointed  to 
3 0            serve — 

17  "  (A)   in  the  District  of  Columbia,  a  member  in 

18  (rood  standing  of  the  bar  of  (he  United  States  District 

19  Court  fur  the  District  of  Columbia; 

20  "(13)   bi  the  Commonwealth  of  Puerto  Rico,  a 

21  member  in  good  standing  of  the  bar  of  the  Supreme 

22  Court  of  Tuerto  Rico,  and  in  territorial  district 
2:5  courts,  a  member  in  good  standing  of  the  bar  of  (be 
-1  dist rict  court  of  the  territory ;  or 

25  "(C)    in  two  or  more  districts  extending  into 
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1  two  or  more  States,  a  member  in  good  standing  of 

2  the  bar  of  tbe  bigbest  court  of  one  of  tbose  States; 

3  "  (2)  be  is  determined  by  tbe  judicial  council  of  tbe 

4  circuit  to  be  competent  to  perform  tbe  duties  of  tbe  office; 

5  "  (3)   be  is  not  related  by  blood  or  marriage  at  tbe 

6  time  of  original  appointment  to  a  judge  of  tbe  court  of 

7  appeals  of  tbe  circuit,  or  to  a  judge  of  tbe  district  court 

8  in  wbicb  be  is  appointed  to  serve ;  and 

9  "  (4)  be  meets  sucb  other  qualification  standards  as 

10  may  be  prescribed  from  time  to  time  by  tbe  Judicial 

11  Conference  of  tbe  United  States. 


12 


referee  in 
"  (c)   Tenube. — Eacb  individual  appointed  as  a.bank- 

13  ruptcy  -judge-  under  tbis  chapter  shall  serve  for  a  term  of 

14  twelve  years  and  may  bold  no  other  civil  or  military  office  or 

15  employment  under  the  United  States:   Provided,  however, 

16  That  retired  officers  and  retired  enlisted  personnel  of  the 

17  Regular  and  Reserve  components  of  the  Army,  Navy,  Air 

18  Force,  Marine  Corps,  and  Coast  Guard,  members  of  tbe 

19  Reserve  components  of  the  Army,  Navy,  Air  Force,  Marine 

20  Corps,  and  Coast  Guard,  and  members  of  the  Army  National 

21  Guard  of  the  United  States,  the  Air  National  Guard  of  the 

22  United  States,  and  the  Naval  Militia  and  of  tbe  National 

23  Guard  of  a  State,  territory,  or  the  District  of  Columbia,  ex- 

24  ccpt  the  National  Guard  disbursing  officers  who  are  on  a  full- 

referees  in 

25  time  salary  basis,  may  be  appointed  and  serve  as*bank- 
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1  ruptcy.  judgo:^  An   individual   appointed   as  a*bankruptey 

2  judgo-  may  not  serve  under  this  chapter  after  having  attained 

3  the  age  of  seventy  years:  Provided,  however,  That  upon  the 

4  unanimous  vote  of  all  the  judges  of  the  judicial  council  of  the 

referee  in 

5  circuit,  a^bankruptcy  judge-  who  has  attained   the  age  of 

6  seventy  may  continue  to  serve  for  the  remainder  of  his  term, 

7  or  for  such  portion  thereof  as  the  council  may  deem  appropri- 

8  ate,  and  may  he  reappointed  under  this  chapter. 

9  "(d)  Oattt  of  Office.— Each  individual  appointed  as 
referee  in 

10  a.bankruptcy  -ft4ge-  under  this  section  shall  before  perform- 

11  ing  the  duties  of  his  office  take  the  same  oath  of  office  as  a 

12  district  court  judge.  The  appointment  shall  be  entered  of 

13  record  in  the  district  court,  and  notice  of  the  appointment 
^4  shall  be  given  to  the  Director  of  the  Administrative  Office  of 

15  the  United  States  Courts  by  the  clerk  of  that  court. 

Referee  in 

16  "(e)  Removal  of  ^Bankruptcy  dteeee  —  Removal 
referee  in  *\ 

17  of  a  .bankruptcy  judge  during  the  term  for  which  he  is  ap- 

1S    pointed  shall  be  only  for  incompetency,  misconduct,  neglect 

19  of  duty,   or  physical   or  mental   disability;    but  a  referee's 

A  i 

office  may  be  terminated  if  the  Conference  determines 

that  the  services  performed  by  his  office  are  no  longer 

.  Removal   shall 

needed.  referee  in 

20  be  by  the  judicial  council  of  the  circuit  in  which  thcJiank- 

21  ruptcy   judge,  serves,   but   removal    shall    not    occur   unless 

22  a  majority  of  all  the  judges  of  such  circuit  council  concur 

23  in  the  order  of  removal.  Before  any  order  of  removal  shall 

24  be  entered,  a  full  specification  of  the  charges  shall  be  fur- 

referee  in 

25  nished  to  the/ybankruptcy  judge,  and  he  shall  be  accorded 
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,     an  opportunity  to  be  heard  on  the  charges.  Any  cause  for 

referee  in 
9    removal  of  any*  bankruptcy  judgo-  coming  to   the  knowl- 

o    edge  of  the  Director  shall  be  reported  by  him  to  the  chief 

4    judge  of  the  circuit  in  which  he  serves,  and  a  copy  of  the 

c    report  shall  at  the  same  time  be  transmitted  to  the  circuit 

6    council,  to  the  judges  of  the  district  court  concerned  and  to 

referee  in 
r,     thedjankruptcy  judge 

g    "§  772.  Practice  of  law 

referee  in 
q  "A.bankruptcy  judge  may  not  engage  in  the  practice 

-.a    of  law  and  may  not  engage  in  any  other  business,  occupa- 

11  tion,    or    employment    inconsistent    with    the    expeditious, 

12  ProPer>  and  impartial  performance  of  the  duties  of  the  office. 

referees  in 

13  "§  773.  Numbers  and  locations  of  ^bankruptcy  jwlgca  ' 

14  "  (a)  Surveys  by  the  Director. — 

15  "(1)  The  Director  of  the  Administrative  Office  of 
the  United  States  Courts  shall  make  continuing  studies 
and  surveys   of  conditions  in   the  judicial   districts   to 


16 
17 


2g  determine — 

referees  in 

ig  "  (A)   the  number  of  appointments  of^bank- 

2n  raptcy-jttdge* required  to  be  made  under  this  chapter 

01  to  provide  for  the  expeditious  and  effective  admin- 

22  istration  of  justice,  and 

23  "  (B)  the  locations  at  which  such  officers  shall 


serve. 


24 

c,5  "  (2)  In  the  course  of  any  survey,  the  Director  shall 
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1  take  into  account  local  conditions  in  each  judicial  dis- 

2  trict,  including  the  areas  and  the  population  to  be  served, 

3  the  transportation  and  communications  facilities  avail- 

4  able,  the  numhers  and  types  of  bankruptcy  cases  filed, 

5  and  any  other  material  factors.  The  Director  shall  give 
G  consideration  to  suggestions  from  any  interested  parties. 
7  "  (b)  Determination  by  the  Conference. — Upon 
S  the  completion  of  the  surveys  required  hy  subsection  (a)  of 
9  this  section,  the  Director  shall  report  to  the  district  courts, 

10  the  judicial  councils,   and   the  Judicial   Conference   of  the 

11  United  States  his  recommendations  concerning  the  number 

referees  in 

12  of  a  bankruptcy    -judges-   and     their     respective     locations. 

13  The   district   courts   shall   advise   their  respective   judicial 

14  councils,    stating    their  recommendations   and    the   reasons 

15  therefor;  the  judicial  councils  shall  advise  the  Conference, 
1(3  stating  their  recommendations  and  the  reasons  therefor,  and 
IT  shall  also  report  to  the  Conference  the  recommendations 

18  of  the  district  courts.  The  Conference  shall  determine,  in  the 

19  light  of  the  recommendations  of  the  Director,  the  district 

referees  in 

29  courts,  and  the  judicial  councils,  the  number  of.bankruptcy 

21  -judgoc-to  be  appointed  in  each  district  court  and  the  locations 

22  fit  which  they  shall  serve.     . 

23  "  (c)  Changes  in  Number  and  Locations.— Except 

24  as  otherwise  provided  in  this  chapter,  the  Conference  may, 

25  from   time  to   time,   in  the  light  of   the  recommendations 
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1  of  the  Director,  the  district  courts,  and  the  judicial  councils, 

referees  in 

2  change   the  numbers   and   locations   of  .bankruptcy   judgeo 

3  as  the  expeditious  administration  of  justice   may  require. 

referee  in 

4  "(d)    Vacancies.— A  vacancy  in  the  office  of*bank- 

5  ruptcy  judge  may  be  filled  by  the  circuit  council  after 
(5  approval  of  the  position  by  the  Judicial  Conference  or  a 
7  recommendation  by  the  Director  that  the  position  be 
S  continued. 

f)    "§  774.  Compensation;  benefits 

referee  in 

10  "(a)    Compensation". — EackAbankruptey  -jadg©-  shall 

11  receive    as    full    compensation    for    his    services    a    salary 

12  of  $48,500  per  annum,  subject  to  adjustment  in  accordance 

13  with  section  225  of  the  Federal  Employees  Salary  Act  of 

14  1907  and  section  401  of  this  title. 

referees  in 

15  "  (b)  Benefits.— Alhbankruptcy  judges,  and  all  clerical 

referee  in 

16  and  secretarial  assistants  employed  in  the  office  of  ajbank- 

17  ruptey -judge,  shall  be  deemed  to  be  officers  and  employees  in 

18  the  judicial  branch  of  the  United  States  Government  within 

19  the   meaning  of  subchapter  III    (relating   to   civil   service 

20  retirement)   of  chapter  83,  chapter  87    (relating  to  Federal 

21  employee's  group  life  insurance),  and  chapter  89    (relating 

22  to  Federal  employee's  health  benefits  program)    of  title  5. 

referees  in 

23  "§  775.  Powers  of* bankruptcy  judgca1 

referee  in 

24  "(a)   Powers. — Each-bankruptcy -judg^ serving  under 

25  this  chapter  shall  have — 
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1  "(1)   tlic  power  to  conduct  all  proceedings  under 

2  title  11; 

3  "(2)    to  the  extent  authorized  by  rule  or  order  of 

4  t lie  district  court,  the  power  to  conduct  trials  and  other 

5  proceedings  in  actions  under  section   1334(b)    of  this 

6  title;  and 

7  "  (3)  the  power  to  administer  oaths  and  affirmations. 

8  "(b)    Appeals. — A  person  aggrieved  by  an  order  or 

referee  in 

9  judgment  of  a*bankruptcy  judge*  in  a  case  or  proceeding 

10  under  title  11  or  aggrieved  by  a  judgment  entered  in  a  case 

referee  in 

11  heard  by  a»baukruptcy  "jwdge- under  subsection    (a)  (2)    of 

12  this  section,  may,  within  ten  days  after  the  entry  thereof  or 

13  within  such  extended  time  as  the  court  may  allow  for  good 

petition 

14  cause  shown  upon/^pplication»  filed   within   such   ten-day 

referee  in  petition  for  review  or  appeal 

15  period,  file  with  tliCAbankruptcy  -judge-  a^notieo  of  appeal  of 

'»     by  A 

16  such  order  or  judgment***  a  judge  of  the  district  court  and 

petition 

17  serve  a  copy  of  suclunotirc.  uf  appeal  upon  the  adverse  parties 

18  who  were  represented  at  the  hearing  or  trial.    Such  petition 

shall    set  forth  the  order  or  judgement  complained  of  and  the 

alleged  errors  in  respect  thereto.  TT   i         ,■ 

y  y  Unless   the 

petition  for  review 

19  person  aggrieved  shalUtili*  bin  notice  »f  appeal- of  such  order 

20  or  judgment  within  such  ten-day  period,  or  any  extension 

referee  in 

21  thereof,  the  order  of  thcdjankruptcy-jmlge- shall  become  final. 

22  Upon  application  of  any  party  in  interest,  the  execution  or 

23  enforcement  of  the  order  or  judgment  complained  of  mav 
-4  be  suspended  by  the  court  upon  such  terms  as  will  protect 
25     the  rights  of  all  parties  in  interest. 
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1  "  (c)   Injunctions. — Notwithstanding  any  other  pro- 

referee  in 

2  vision  of  law  to  the  contrary,  a*  bankruptcy  -j«4ge-may  not 

3  enjoin  a  court. 

referee  in 

4  "(d)     Contempt.— In  a   proceeding  before  a*bank- 

5  ruptcy  judgo,  an}'  of  the  following  acts  or  conduct  shall  con- 

6  stitute  a  contempt  of  a  district  court  for  the  district  in  which 

referee  in 

7  the.bankruptcy  judgo- is  sitting: 

8  "•(  1 )  disobedience  or  resistance  to  any  lawful  order, 

9  process,  or  writ; 

10  "  (2)  misbehavior  at  a  hearing  or  other  proceeding, 

11  or  so  near  the  place  thereof  as  to  obstruct  the  same; 

12  "(3)  failure  to  produce,  after  having  been  ordered 

13  .      to  do  so,  any  pertinent  document; 

11  "  (4)  refusal  to  appear  after  having  been  subpenacd 

15  or,  upon  appearing,  refusal  to  take  the  oath  or  affirma- 

1G  tion  as  a  witness,  or,  having  taken  the  oath  or  affirma- 

17  tion,  refusal  to  be  examined  according  to  law;  or 

IS  "  (5)   any  other  act  or  conduct  which  if  committed 

19  before  a  judge  of  the  district  court  would   constitute 

20  contempt  of  the  court. 

referee  in 

21  Aa  bankruptcy  judgo-  may  impose  a  fine  for  contempt   of 

22  court  not  in  excess  of  $250.  Upon  the  commission  of  an}'  act 

23  warranting  imprisonment  or  a  fine  in  excess  of  $250,  the 
referee  in 

21  a  bank  ruptcy -jw4«f  shall  forthwith  certify  the  facts  to  a  judge 
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1  of  a  district  court.   Any  person  whose  behavior  is  brought 
into  question  under  this  subsection  shall  be  served  with  an 
order  to  appear  before  a  judge  of  that  court  to  show  cause 
why  he  should  not  be  judged  in  contempt  by  reason  of  the 
facts  so  certified.On  audi  certification  tho  die triot  judge 

2  shall  proceed  an  for  a  contempt  not  committed  in  bin  presence. 

A  judge  of  the  district  court  shall  thereupon  hear  the 
evidence  of  the  act  or  conduct  complained  of  and,  if  warranted, 
punish  such  person  in  the  same  manner  and  to  the  same  extent  as 
for  a  contempt  committed  before  a  judge  of  the  court,  or  commit 
such  person  upon  the  conditions  applicable  in  the  case  of 
defiance  of  the  process  of  the  district  court  or  misconduct  in 
the  presence  of  a  judge  of  that  court. 

referees   in 

3  "§  776.  Temporary  assignment  ofibankruptcy  judges 

4  "  (a)  Ixtraciecuit. — The  chief  judge  of  a  circuit  may 

referee  in 

5  temporarily  assign  a.bankraptcy  judge-  appointed  to  serve 

G    in  a  district  court  within  the  circuit  to  perform  duties  in  any 


i 


other  district  within  the  circuit.   The  assignment  shall   be 


8  entered  of  record  in  the  office  of  the  clerk  of  the  district  court 

referee  in 

9  to  which  thc*bankruptcy^t*4g^is  assigned. 

10  "  (b)  Intei?CIRCUIT. — The  chief  judge  of  a  circuit  may, 

11  with  the  consent  of  the  chief  judge  of  another  circuit,  tempo- 

referee  in 

12  rarily  assign  a.bankiiiptcy  judge-  appointed  in   the   other 

13  circuit  to  perform  duties  in  any  district  court  within   the 

1-1    circuit.  The  assignment  shall  be  entered  of  record  in  the 

referee  in 
15     office  of  the  clerk  of  the  district  court  to  which  the»bank- 

1G     ruptcy  judge  is  assigned. 
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(continued) 


REFEREE   IN 

17  "  (c)    Assignment    of    a    Retired  *  Bankruptcy 

18  Judod. — The  chief  judge  of  a  circuit,  with  the  approval  of 

referee  in 

19  the  Director,  may  temporarily  assign  a  retirecLbankruptcy 

referee  in 

20  judgo  to  perform  the  duties  of -bankruptcy  -judge-  in  any 

21  judicial  district  when  there  is  a  vacancy  in  the  office  of  a 
referee  in  referee  in 

22  ^bankruptcy  judge,  a*bankruptcy  judgo-  is  absent,  or  when  the 

23  expeditious  transaction  of  the  business  of  the  court  may 

referee  in 

24  require.  The  retired.bankruptcy -j«4ge-  shall  be  considered  a 
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1     reemployed  annuitant  within  the  meaning  of  the  civil  service 
o     laws  and  during  the  period  of  his  service  shall  nol   engage 

3  in  any  other  activity  inconsistent  with  the  performance  "I 

4  the  duties  of  the  ofliee. 

referee  in 

5  "(d)    A.  bankruptcy    jadg**-  shall    discharge    all    judi- 

6  eial  duties  for  which  he  is  designated  and  assigned  under  this 

referee  in 

7  section.   He   shall   have   all   the   powers   of   aAbankruptcy 

8  -jndg««  for  the  district  to  which  he  is  assigned  for  the  period 

9  of  such  assignment. 

10  "§  777.  Employees  of  bankruptcy  judges — 

11  ^Tbc  Director  shall  furnish  bankruptcy  judge.;  with  the 

12  necessary  stenographic,  clerical,  or  other  assistance  needed 

13  for  the  performance  of  their  duties.  Such  personnel  shall  be 

14  enrploj  L*d  by  the  bankruptcy  judge  and  subject  to  his  con- 

15  trol,  supervision,  and  removal. — 

7 

16  "§77£  Expenses;  facilities 

Referees  in 
'J^ankniptcy  jiulgoo.  serving   under   this   chapter   shall 

18  be  allowed  their  actual  and  necessary  expenses  incurred  in 

19  the   performance   of  their  duties,    including   the   compensa- 

20  tion  for  necessary  secretarial  and  other  necessary  supporting 

21  personnel.  Such  expenses  and  compensation  shall  be  deter- 

22  mined  and  paid  by  the  Director  under  such  regulations  as 

23  the  Director  shall  prescribe  with  the  approval  of  the  Judi- 

24  cial  Conference.  The  Administrator  of  General  Services  shall 

referees  in 

25  providcJiankruptcy  judgon  with  necessary  courtrooms,  office 
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1  space,  furniture,  and  facilities  in  buildings  owned  or  occupied 

2  by  departments  and  agencies  of  tbe  United  States,  or  sbould 
y  suitable  courtroom  and  office  space  not  be  available,   tbe 

4  Administrator  of  General  Services,   at  tbe  request  of  tbe 

5  Director,  sball  procure  and  pay  for  suitable  courtroom  and 

6  office  space,  furniture,  and  facilities  in  another  building,  but 

7  only  if  such  request  has  been  approved  as  necessary  by  the 

8  judicial  council  of  the  appropriate  circuit. 

"§  778.     Training 

"The  Federal  Judicial  Center  shall  conduct  periodic 
training  programs  and  seminars  for  referees  in  bankruptcy, 
including  an  introductory  training  program  for  new 
referees. 

"§  779.  Dockets 

"The  Director  shall  furnish  referees  in  bankruptcy 
adequate  docket  books  and  forms  prescribed  by  the  Director. 

SEC.  202.  The  table  of  chapters  of  part  III  of  title 
28  of  the  United  States  Code  is  amended  by  inserting 
immediately  after  the  item  relating  to  chapter  49  the 
following: 

"  50.  Referees  in  Bankruptcy  771. 

3, 

9  Sec.  20/.  Section  1334  of  title  28,  United  States  Code, 

10  is  amended  to  read  as  follows : 

11  "§1334.  Cases  and  proceedings  under  title  11;  related  civil 

12  proceedings 

13  "  (a)   Tbe  district  courts  shall  have  original  jurisdiction, 

14  exclusive  of  the  courts  of  the  States,  of  all  cases  and  proeccd- 

15  ings  under  title  1 1 . 
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1G  "(b)    The  district  courts  shall  have  original,   but  not 

17  exclusive,  jurisdiction  of  all  civil  proceedings  by  or  against 

IS  a  debtor  in  possession,  a  trustee,  or  other  representative  of 

19  the  estate  of  a  debtor  appointed  under  title  11  to  administer 

20  the  debtor's  estate.". 

21  VENUE 

4 

22  Sec.  20^.  Section  1391  of  title  28,  United  States  Code, 

2:5  is  amended  by  inserting  immediately  after  subsection    (f) 

LM  thereof  the  following  new  subsections : 
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1  "  (g)    Except   as   provided   in   subsection    (i)    of  this 

2  section — 

3  "(1)  (A)    a  case  under  section   1334(a)    of  this 

4  title  may  be  brought  only  in  the  judicial  district  in  which 

5  the  debtor  has  resided  or  has  had  his  domicile  or  princi- 
q  pal  place  of  business,  or  in  which  his  principal  assets 

7  have  been  located,  for  the  longest  portion  of  the  one 

8  hundred  and  eighty-day  period  immediately  nreceding 

9  the  commencement  of  the  case ;  or 

10  "  (B)   in  which  there  is  pending  a  case  under  title 

11  11   concerning  such  debtor's  affiliate,  general  partner, 

12  or  partnership. 

13  "  (2)  a  proceeding  under  1334  (a)  of  this  title  may 

14  be  brought  in  the  judicial  district  in  which  the  case  is 

15  pending,  or  if  the  case  is  closed,  the  judicial  district  in 

1G  which  the  case  was  pending  when  closed. 

case  or  m  t 

17  "  (h)   A*proceeding  under  section  1334  (b)   of  this  title 

18  may  be  brought  only  in  accordance  with  the  provisions  of 

19  subsections  (b)  through  (f)  of  this  section. 

20  "(i)    A   case   under  section   304  of  title   11   may  be 

21  brought  only  in  (he  judicial  district  in  which  the  principal 

22  place   of  business   of   the   debtor  in   the   United   States   is 

23  located,  or  the  principal  assets  of  the  estate  in  the  United 

24  States  are  found,  except  that — 

25  "(1)    a  case  to  enjoin  the  commencement  or  con- 
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1  tinuation  of  an  action  or  proceeding  in  a  State  court, 

2  or  the  enforcement  of  a  judgment,  maj'  be  brought  only 

3  in  the  judicial  district  embracing  the  court  in  which  is 

4  pending    the    action    against    which    the    injunction    is 

5  sought;  and 

G  "(2)    a  case  to  enjoin  the  enforcement  of  a  lien 

7  against  property  or  to  require  the  turnover  of  property 

8  of  the  estate,  may  be  brought  only  in  the  judicial  district 

9  in  which  such  property  is  found.". 

10  REMOVAL 

5 

11  Sec.  20/  Section  1441  .of  title  28,  United  States  Code, 

12  is  amended  by  inserting  immediately  after  subsection    (d) 

13  thereof  the  following  new  subsection : 

1-1  "  (c)    A  debtor  in  possession,  trustee,  or  other  repre- 

15  scnlalivc  of  the  estate  of  the  debtor,  appointed  in  a  pro- 

16  cccding  under  title  11,  may  in  accordance  with  subsection 
1"  (b)  of  this  section  remove  a  civil  action  of  which  the  district 

18  courts  have  original  jurisdiction  under  subsection   1334(b) 

19  of  this  title  brought  in  a  State  court  to  the  district  court 

20  embracing  the  place   where  such  action  is   pending  upon 

21  a  showing  that  removal  would  prevent  a  potential  loss  of 

22  assets  or  avoid  oilier  adverse  effects  on  the  administration 

23  of  the  estate  of  the  debtor:  Provided,  That  the  petition  for 
21  removal  is  filed  in  accordance  with  the  requirements  of 
25  section   1440(b)    of  this  title,  and  provided   further,   that 
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1  no  civil  action  by  a  governmental  unit  to  enforce  such  gov- 

2  ernmental  unit's  police  or  regulatory  power  may  be  removed 

3  under  this  subsection.  A  decision  to  authorize  or  not  authoi- 

4  izc  removal  is  not  reviewable". 

5  Si:o.  205.   (a)  Sections)  loo  (a)  aud  455(c)   of  title  20 

6  of  the  United  StatC3  Code  arc  each  amended  by  striking  out 

7  "or  referee  in  bankruptcy"  each  place  it  appoaro  and  inocrt 

8  ing  in  lieu  thereof  "or  bankruptcy  judge'': 

9  (b)  The  heading  for  gection  155  of  title  28  of  the  United 

10  States  Code  is  amended  by  otrikiiig  out  "or  referee  in  bank 

11  ruptey"  and  inserting  in  lieu  thereof  "or  bankruptcy  judge". 

12  (c)    The  item  relating  to  section  455  in  the  table  of 

13  sections  of  chapter  21  of  title  28  of  the  United  Stateo  Code  io 

14  amended  by  otriking  out  'V  re  few i  in  b.uila'uiUiy"  and  inocrt 

15  ing  in  lieu  thereof  'W  ljnnkuiiptuy  jml^". 

16  Sec,  20G.  (a)  The  heading  for  section  400  of  title  28  of 
IT     the  United  States  Code  is  amended  by  striking  out  "Alaska,". 

18  (b)    The  item  relating  to  section  400  in  the  table  of 

19  sections  of  chapter  21  of  title  28  of  the  United  States  Code 

20  is  amended  by  striking  out  "Alaska,": 

21  Sec.  207.  Section  520(a)  (2)   of  title  28  of  the  United 

22  States  Code  is  amended — 

23  (1)  by  striking  out  "lefereeo,"  and  inuorting  in  lieu 

24  thereof  "bankruptcy  judgea";  and — 
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]  -f3f-  by  striking  out  "and  receivers  in  bankruptcy" 

1'  and  inserting  in  lieu  thereof  "in  cases  under  title  1 1". 

3  Sec,  208.  Section  604  (a)  of  title  28  of  the  United  States 

4  Code  is  amended — 

f>  (1)    by  redesignating   paragraph    (13)    as   para- 

G  graph  (14)  ;  and 

7  (2)  by  inserting  immediately  after  paragraph  (12) 

8  the  following: 

9  "(13)    Lay  before   Congress,   annually,   statistical 

10  tables  that  will  accurately  reflect  the  business  transacted 

11  in  cases  and  proceedings  under  title  11  or  actions  re- 
32           lated  thereto;". 

13    fjEC.  200.  flection  004  of  title  20,  United  Statu  Code,  ia 

14  amended  bv  adding  at  the-  end  thereof  tlio  following : 

1:>  1±4& — Paxel    of    Tuusteeij. — For   each    bankruptcy 

16  court,  the  Director  shall  name  qualified  persons  to  member-- 

17  -ship  on  the  panel  of  trustee*.  The  number  and  qualifications 

15  of  poraoiij  named  to  member' hip  on  tlio  panel  of  trustees 

19  .diall  be  determined  by  rule*  and  regulations  to  be  adopted 

20  by  the  Director.  An  individual  named  to  membership  on  (lie 
-1     panel  of  tnii  tees  rhall  have  a  residence  or  office  in  llio  State 

22  nerved  by  the  court  or  in  any  adjacent  Statu,  A  corporation 

23  named  to  membership  on  the  panel  of  trustees  shall  be  author 

21  ■  iaed  by  its  charter  or  bv  law  to  act  as  trustee  and  shall  have 
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1  an  office  in  the  State  served  by  the  court.  The  Diicctoi-  on  his 

2  own  initiative  nifly  at  any  timo  removo  a  poroon  named  to  a 

3  panel  of  truntccs  or  removo  a  trustee-  appointed  from  the 

4  panel.". 

5 Seo.  210.  Section  620(h)  (3)   of  title  28  of  the  United 

6  States  Code  is  amended  by  striking  out  "refcrcco,"  and  in 

7  ocrting  in  lieu  thereof  "bankruptcy  judgco". 

8  Seo.  211.  Section  021  (a)  (2)  of  title  20  of  the  United 

9  Stateo  Code  io  amended  by  otriking  out  "and  three  active 

10  judges  of  the  diatriot  courto  of  the  United  Stateo"  and  in 

11  scrting  in  lieu  thereof  ",  three  active  judges  of  the  district 

12  courts  of  the  United  States,  and  one  active  bankruptcy  judge 

13  of  the  United  States  and  one  magistrate". 

14  Sec.  212.  Section  021(b)    of  title  20  of  the  United 

10    States  Code  h  amended 

1G  (1)   by  inserting  "(1)"  immediately  after  "(b)"; 

-^  f2-) — by  striking  out  "The"  and  inserting  in  lieu 

15   thereof  "Esoopt  ao  provided  in  paragraph    (2)    of  this 

19  subsection,  the"; 

20  (3)  by  striking  out  everything  after  "years"  down 

21  Ihnmgli  "That  a,"  and  inserting  in  liuu  lliuiuof  ".A"; 

22    a-mj — 


23    ^4-) — by  adding  at  the  end  thereof  the  following: 

24    "(2)    Members  first  elected  to  the  Board  from  among 
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1  bankruptcy  judges  mid  magistrates  ;<hnll  continue  in  office 
o  for  terms  of  four  years,  the  term  of  each  to  be  designated  by 
3— the  Judicial  Conference  of  tbc  United  States  nt  the  time  of 
4     bi3  election.''. 


5  fjKC.  013.  Chapter  12  of  title  28  of  the  United  Slut.  > 

g    Code  is  amended- 


( 1 )  by  striking  out  section  G20 ;  nnd 


g  — ■   (2)  by  striking  out  the  item  relating  to  section  020 

9   in  the  table  of  sections. 
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Sec.  209.   (a)  Title  28  of  the  United  States  Code  is 

amended  by  inserting  immediately  after  chapter  55  thereof 

the  following  new  chapter: 

"Chapter  56  -  Bankruptcy  Administrators 

"Sec. 

"901.  Bankruptcy  administrators. 

"902.  Assistant  bankruptcy  administrators. 

"903.  Oath  of  office. 

"904.  Official  stations. 

"905.  Vacancies. 

"906.  Powers  and  duties. 

"907.  Salaries. 

"908.  Staff  and  expenses. 

"§  901.   Bankruptcy  administrators 

"(a)  There  is  created  in  each  judicial  district  the  office 
bankruptcy  administrator. 

"(b)  The  judicial  council  in  each  circuit  by  the  con- 
currence of  the  majority  of  all  the  judges  thereof  shall  appoint 
in  each  judicial  district  a  bankruptcy  administrator.   When 
there  is  no  such  concurrence,  the  appointment  shall  be  by  the 
chief  judge  of  the  circuit.   A  bankruptcy  administrator  so 
appointed  may,  at  the  direction  of  the  circuit  council,  serve 
as  bankruptcy  administrator  for  more  than  one  judicial  district. 
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"(c)  Each  bankruptcy  administrator  shall  be  appointed 
for  a  term  of  five  years.   Upon  expiration  of  such  term, 
the  bankruptcy  administrator  shall  continue  to  perform  the 
duties  of  the  office  until  a  successor  is  appointed  and 
qualifies. 

"(d)  Each  bankruptcy  administrator  is  subject  to  removal 
for  cause  upon  the  concurrence  of  a  majority  of  the  judges 
of  the  judicial  council  of  the  circuit  in  which  the  bankruptcy 
administrator  is  serving. 

"§  902.   Assistants  to  the  bankruptcy  administrator 

"(a)  The  Judicial  Conference  shall  determine  the  number 
of  assistants  required  by  the  bankruptcy  administrator  to 
carry  out  the  duties  prescribed  under  title  11  and  under 
rules  promulgated  by  the  Conference.   Such  assistants  to  the 
bankruptcy  administrator  shall  be  appointed  by  him. 

"§  903.   Oath  of  office 

"Each  bankruptcy  administrator  before  taking  office,  shall 
take  an  oath  to  execute  faithfully  the  duties  prescribed  for 
such  office. 


22-510  O  -  78  -  26 


396 


271-c 


"§904.   Official  stations 

"The  Judicial  Conference  shall  determine  the  official 
stations  of  the  bankruptcy  administrator  within  the  judicial 
districts  for  which  they  are  appointed. 

"§  905.   Vacancies 

"The  chief  judge  of  each  circuit  may  appoint  an  acting 
bankruptcy  administrator  whenever  a  vacancy  exists  in  such 
office  in  any  district  within  the  circuit.   The  individual  so 
appointed  may  serve  until  the  earlier  of  90  days  after  such 
appointment,  or  the  date  on  which  the  vacancy  is  filled  by 
appointment  under  §901 (b)  of  this  title. 

"§  906.   Powers  and  duties 

"(a)  Each  bankruptcy  administrator,  within  his  district, 

shall— 

"(1)  Establish,  maintain,  and  supervise  a  panel 
of  private  trustees  composed  of  individuals  in  the 
various  communities  in  the  district  who  meet  qualifica- 
tion standards  prescribed  by  the  Judicial  Conference  of 
the  United  States  to  serve  as  trustees  in  cases  under 
chapter  7  of  title  11  and  select  from  such  panels 
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trustees  to  perform  the  functions  required  under 
chapter  7  of  title  11; 

"(2)  Establish,  maintain,  and  supervise  a  panel 
of  trustees  who  meet  the  qualification  standards  prescribed 
by  the  Judicial  Conference  of  the  United  States  to  serve 
as  trustees  in  cases  filed  under  the  reorganization 
chapters  of  title  11; 

"(3)  Audit,  or  cause  to  be  audited,  the  accounts  of 
trustees  appointed  to  serve  in  cases  under  title  11  and 
supervise  the  deposit  and  investment  of  all  moneys 
received  by  such  trustees  in  the  performance  of  their 
duties ; 

"(4)  Allow  or  disallow  any  claims  filed  or  exemptions 
claimed,  grant  or  withhold  discharges,  and  determine  the 
priority  of  claims,  provided  that  prompt  notice  shall  be 
given  to  all  interested  parties  of  any  such  determinations 
made  by  the  bankruptcy  administrator.   Any  such  determina- 
tion is  subject  to  review  de  novo  by  the  court  upon 
petition  filed  within  ten  days  by  an  interested  party, 
or  within  any  extension  thereof  granted  by  the  court 
upon  cause  shown  within  such  ten-day  period.   The 
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bankruptcy  administrator  may,  upon  notice  to  the 
parties,  refer  any  issue  to  the  court  for  its 
determination; 

"(5)  Conduct  the  first  meeting  of  creditors  in 
cases  filed  under  title  11,  provided  that  upon  the 
request  of  any  affected  party  the  first  meeting  of 
creditors  shall  be  conducted  by  the  court;  and 

"(6)  Perform  such  other  administrative  duties  in 
cases  under  title  11  as  may  be  prescribed  under  rules 
and  regulations  adopted  by  the  Judicial  Conference. 

"(b)  If  the  number  of  cases  under  chapter  13  of  title  11 
commenced  in  a  particular  judicial  district  so  warrants,  the 
bankruptcy  administrator  for  such  district  may,  subject  to  the 
approval  of  the  Judicial  Conference,  appoint  one  or  more 
individuals  to  serve  as  standing  chapter  13  trustees.   The 
bankruptcy  administrator  shall  supervise  any  individual 
appointed  as  a  standing  chapter  13  trustee  in  the  performance 
of  the  duties  of  the  office. 

"(c)  The  Judicial  Conference  shall  prescribe  by  rule  the 
qualifications  for  membership  on  the  panels  established  by 
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the  bankruptcy  administrator  pursuant  to  subsection  (a) (1) 
of  this  section,  and  the  qualifications  for  appointment  under 
subsection  (b)  of  this  section  to  serve  as  a  standing  chapter  13 
trustee.   The  Judicial  Conference  may  not  require  that  an 
individual  be  an  attorney  in  order  to  qualify  for  appointment 
under  subsection  (b)  of  this  section  to  serve  as  a  chapter  13 
trustee. 

"(d)  (1)  A  standing  trustee  appointed  to  administer  cases 
filed  under  chapter  13  of  title  11  shall,  in  accordance  with 
rules  and  regulations  adopted  by  the  Judicial  Conference  of 
the  United  States,  receive  from  the  debtor's  estate  personal 
compensation  and  reimbursement  for  actual  and  necessary  expenses 
as  may  be  fixed  by  the  court  which  together  shall  not  exceed 
10  percent  of  the  total  amount  of  funds  disbursed  under  the 
plan,  provided,  however,  that  the  compensation  of  a  trustee 
may  not  exceed  five  percent  of  the  funds  disbursed  under  the 
plan.   No  trustee  appointed  under  subsection  (b)  of  this  section 
may  receive  total  compensation  in  any  one  year  which  exceeds 
the  lowest  annual  rate  of  basic  pay  in  effect  for  grade  GS-16 
of  the  General  Schedule  prescribed  by  section  5332  of  title  5. 
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"(2)  Any  funds  collected  by  a  trustee  appointed  under 
subsection  (b)  of  this  section  which  exceed  the  percentage 
limitations  set  forth  in  subsection  (1)  shall  be  paid  by  him 
to  the  clerk  of  the  court  for  deposit  in  the  Treasury. 

"§  907.   Salaries 

"The  Judicial  Conference  shall  fix  the  salaries  of 
bankruptcy  administrators  at  rates  of  compensation  not  to 
exceed  the  lowest  annual  rate  of  basic  pay  in  effect  for 
grade  GS-16  of  the  General  Schedule  prescribed  under  section 
5332  of  title  5. 

"§  908.   Staff  and  expenses 

"Each  bankruptcy  administrator  serving  under  this  chapter 
shall  be  allowed  actual  and  necessary  expenses  incurred  in 
the  performance  of  his  duties,  including  compensation  for 
necessary  secretarial  and  other  necessary  supporting  personnel. 
Such  expenses  and  compensation  shall  be  determined  and  paid  by 
the  Director  of  the  Administrative  Office  of  the  United  St*  es 
Courts  under  such  regulations  as  he  shall  prescribe  with  the 
approval  of  the  Judicial  Conference.   The  Administrator  of 
General  Services  shall  provide  bankruptcy  administrators  with 
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necessary  office  space,  furniture,  and  facilities  in 
buildings  occupied  by  United  States  district  courts.   If 
suitable  space  is  not   available  in  such  buildings,  the 
Administrator  of  General  Services,  at  the  request  of  the 
Director  of  the  Administrative  Office,  shall  procure  and 
pay  for  suitable  office  space,  furniture,  and  facilities  in 
other  buildings." 

"(b)  The  table  of  chapters  of  part  III  of  title  28  of 
the  United  States  Code  is  amended  by  inserting  immediately 
after  the  item  relating  to  chapter  55  the  following: 
"56.   Bankruptcy  administrators  901" 

Sec.  210.   Section  631(c)  of  title  28  of  the  United 
States  Code  is  amended-- 

(1)  by  striking  out  "of  the  conference,  a  part-time 
referee  in  bankruptcy,  or"  and  inserting  in  lieu  thereof 
"of  the  conference";  and 

(2)  by  striking  out  "magistrate  and  part-time 
referee  in  bankruptcy"  and  inserting  in  lieu  thereof 
"magistrate  and". 
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Sec.  211.   Section  634(a)  of  title  28  of  the  United 
States  Code  is  amended  by  striking  out  "far  full-time  and 
part-time  United  States  magistrates  not  to  exceed  the  rates 
now  or  hereafter  provided  for  full-time  referees  in  bank- 
ruptcy, respectively,  referred  to  in  section  40a  of  the 
Bankruptcy  Act  (11  U.S.C.  68(a)),  as  amended"  and  inserting 
in  lieu  thereof  "not  to  exceed  $48,500  per  annum,  subject  to 
adjustment  in  accordance  with  section  225  of  the  Federal 
Salary  Act  of  1967  and  section  461  of  this  title." 

212 
10  SEC.-^t*:  Section  959  (b)  of  title  28  of  the  United  States 

-q     Code  is  amended  by  striking  out  "A"  and  inserting  in  lieu 

!2    thereof  "Except  as  provided  in  section  1165  of  title  11,  a". 

213 
13  Sec.  -2-t5t  Section  1360(a)   of  title  28  of  the  United 

^    States  Code  is  amended  by  striking  out  "within  the  Terri- 

-j^    tory"  and  inserting  in  lieu  thereof  "within  the  State". 

214 
16  Sec.-£*£.  Section  2075  of  title  28  of  the  United  States 

yi    Code  is  amended  by — 

2g  -f^-}"  striking  out  "under  the  Bankrupt  Act"  and 

iq  inserting  in  lieu  thereof  "in  cases  under  title  ll"0*«d- 

90     (2)   by  striking  out  the  last  milenie  Ihurcuf. 

215 

21  Sec.-2+tK  Section  2201  of  title  28  of  the  United  States 

22  Code  is  amended  by  inserting  "or  a  proceeding  under  section 
o3  505(c)  or  1146(d)  of  title  11"  immediately  after  "the 
..•t    Internal  Revenue  Code  of  1954". 
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216 

1  Sec.  216.    (a)    I'mlc  1101  (a)   of  (he  Fideial  link's  uf 

2  Evidence  h  amended  by  striking  out  ",  referee*  in  hank- 

3  nip  toy,"  and  inserting  in  lieu  thereof  ",  bankruptcy  judge:*,". 

4  -fbf-  Rule  1101  (I.)  of  the  Federal  Rules  of  Evidence  is 

5  amended  by  striking  out  "the  Bankruptcy  Act"  and  inserting 

6  in  lieu  thereof  "title  11,  United  States  Code". 

217 

7  Sec.  -9*0r  (a)    Chapter  123  of  title  28  of  the  United 

8  States  Code  is  amended  by  inserting  immediately  after  sec- 

9  tion  1929  the  following: 

10  "§  1930.  Bankruptcy  fees 

11  "(a)   The  parties  instituting  a  case  under  title  11  shall 

12  pay  to  the  clerk  of  the  bankruptcy  court  a  filing  fee  of  $60. 

13  An  individual  instituting  a  voluntary  case  or  a  joint  ease 

14  under  title  1 1  may  pay  such  fee  in  installments. 

15  "(b)    The  Director  of  the  Administrative  Office,  with 

16  the  approval  of  the  Judicial  Conference,  many  prescribe  ad- 

17  ditional  fees  to  be  assessed  under  title  11,  including  fees  com- 

18  puted  upon  estates  in  cases  under  chapter  7  or  upon  moneys 

19  and  other  consideration  paid  or  to  be  paid  to  creditors  or 

20  other  claimants   (other  than  for  costs  of  administration)    in 

21  cases  under  chapters  11  and  13:  Provided,  That  such  fees 

22  shall  not  exceed  $100,000  in  any  one  case.  The  Director, 

23  with  the  approval  of  the  Conference,  may  make,  and  from 

24  time  to  time  amend,  rules  and  regulations  prescribing  the 
23  procedures  for  assessing  these  additional  fees. 
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1  "(c)    Upon  the  filing  of  any  separate  or  joint  notice 

2  of  appeal  or  application  for  appeal  or  upon  the  receipt  of 

3  an}-  order  allowing,  or  notice  of  the  allowance  of,  an  appeal 

4  or  a  writ  of  certiorari  $5  shall  be  paid  to  the  clerk  of  the 

5  bankruptcy'  court,  by  the  appellant  or  petitioner. 

bankruptcy 

6  "(d)   Whenever  any.case  or  proceeding  is  dismissed  in 

7  any  bankruptcy  court  for  want  of  jurisdiction,  such  court  may 
S  order  the  payment  of  just  costs. 

9  "(e)  The  clerk  of  the  bankruptcy  court  may  collect  only 

10  the  fees  prescribed  under  this  section.". 

11  (b)    The  table  of  sections  of  chapter  123  of  title  28  of 

12  the  United  States  Code  is  amended  by  adding  at  the  end 

13  thereof  the  following: 

"1930.  Bankruptcy  fees". 
218  ' 

14  Sec.  -seer  (a)    Section  8339  of  title  5,  United  States 

15  Code,  is  amended — 

1G  (1)    by   inserting  in  subsection    (f) ,   immediately 

IT  after  "subsection  (a)  -  (e)  ".  the  following:  "and   (n)": 

IS  (2)    by   inserting  in   subsection    (i)  .   immediately 

19  after  "subsections  (a)  -  (h)  ".  the  following:  "and  (n)'*: 

20  (3)    by  inserting  in  subsections    (j)    and    (k)  (1). 
2i  immediately  after  "subsections    (a)-(i)"  each  time  it 

22  appears,  the  following :  "and  (n)": 

23  (4)    by  inserting  in   subsection    (1)  .    immediately 

24  after  "subsections  (a)  -  (k)  ."  the  following:  "and  (n)  " : 
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.1  (5)    by  inserting  in  subsection    (m).  immediately 

2  after  "subsections  (a)  -  (e) '\  the  following:  "and  (n)": 

3  and 

4  (<j)    by  adding-  at  the  end  thereof  the  following: 

referee  in 

5  •"  (n)   The  annuity  of  an  employee  who  is  a.bankruptcy 

referee  in 

6  judgo  is  computed  with  respect  to  service  as  a.bankruptcy 

7  j,w1q-»  w  multiplying  24  percent  of  his  average  annual  pay 

8  by  the  year?  of  that  service.". 

9  (b)    The  first  sentence  of  section  8334(c)    of  title  :>. 

10  United  States  Code,  is  amended  by  adding  at  the  end  thereof 

11  the  following  new  schedule : 

"Referee  in  bankruptcy 
"D.iukm[jixy  judgi—  21/f. August  1,  1920,  to  June  30,  1020. 

2>\2 July  1, 1026,  to  June  30, 1942. 

5 July  1,  10-12,  to  June  30, 1948. 

C July  1,  1048,  to  October  31,  1056. 

6V'o November  1,  1056,  to  December  31.  1969. 

7_I January  1,  1070,  to  June  30,  1070. 

S After  June  30,  1070. 

12  (c)    Section  8341   of  title  5.   United  States   Code,   is 

13  amended — 

14  (1)    by  inserting  in  subsection    (b)  (1).   immedi- 

15  atelv  after  "section  8330  (a)-(i)  ",  the  following:  "and 

16  (n)";and 

17  (2)    by   striking   out    of   subsection    (d)     "section 

18  8339(a)-(f)    and    (i)  "  and  insert  in  lieu  thereof  the 

19  following:  "'section  8339  (a)-(f).  (i)  .  and  (n)  ". 

20  (d)  Section  8344  (a)  (A)  of  title  5,  United  States  Code. 

21  is  amended  by  striking  out  "and    (i)  "  and  inserting  in  lieu 

22  thereof  "  (i)  ,  and  (n)  ". 
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1  (e)    .Section  833  J   of  title  5.  United  S&ates  Code,  is 

2  amended — 

•->  (1)   by  striking  out  '"and"'  at  the  end  of  paragraph 

4  (20)  : 

5  (2)    by  striking  out  the  period  at  the  end  of  para- 
5  graph   (21)   and  inserting  in  lieu  thereof  '"';  and*':  anil 

7  (3)   by  adding  at  the  end  thereof  the  following  new 

8  paragraph: 

referee  in  referee 

9  "  (22)  ^bankruptcy  judge'  means  ayh«4ge-  appointed 

10  under  chapter  00  of  title  28,  United  States  Code.". 

11  TITLE  III— AMENDMENTS  TO  OTHER  ACTS 

12  Sec.  301.  The  Commodity  Exchange  Act   (7  U.S.C.  1 

13  et    seq.)     is    amended    by    adding   at    the   end   thereof   the 

14  following : 

15  •'Sec.  10.  (a)  Notwithstanding  title  11  of  the  United 
1G  States  Code,  the  Commission  may  provide,  with  respect  to  a 
17  commodity  broker  that  is  a  debtor  under  chapter  7  of  title  1 1 
IS  of  the  United  States  Code,  by  rule  or  regulation— 

19  "  ( 1 )  that  certain  cash,  securities,  other  property,  or 

20  open  contractual  commitments  are  to  be  included  in  or 
2i  excluded  from  customer  property  or  member  property : 

22  "(2)    that  certain  cash,  securities,  other  property, 

23  or  open  contractual  commitments  are  to  be  specifically 

24  identifiable  to  a  particular  customer  in  a  specific  capacity : 
2j  "(3)    the  method  by  which  the  business  of  such 
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1  (2)    by  striking  out  "bankruptcy"   and  inserting 

2  "such  case"  in  lieu  thereof. 

3  (c)    Section  323  of  such  Act    (49  U.S.C.  922a)    is 

4  amended  by  striking  out  "bankruptcy"  and  inserting  "a  case 

5  under  title  11  of  the  United  States  Code"  in  lieu  thereof. 

6  TITLE  IV— TRANSITION 

7  REPEALER 

8  Sec.  401.    (a)   The  Bankruptcy  Act  is  repealed. 

9  (b)  Section  3  of  the  Act  entitled  "An  Act  to  amend  an 

10  Act  entitled  'An  Act  to  establish  a  uniform  system  of  bank- 

11  ruptcy   throughout   the   United   States',   approved  July   1, 

12  1898,    and    Acts    amendatory    thereof   and    supplementary 

13  thereto",   approved   March   3,    1933    (47   Stat.    1482;    11 
34  U.S.C.  101a)  i  is  repealed. 

15  (c)   Sections  3,  G,  and  7  of  the  Act  entitled  "An  Act 

16  to  amend  an  Act  entitled  'An  Act  to  establish  a  uniform 

17  system   of  bankruptcy  throughout  the  United  States',  ap- 

18  proved  July   1,    1898,  and  Acts  amendatory  thereof  and 

19  supplementary  thereto",  approved  June  7,  1934    (48  Stat. 

20  923,  924;  11  U.S.C.  7Ga,  203a,  205a) ,  are  repealed. 

21  (d)    The  sentence  beginning  "Said  section  74"  in  sec- 

22  tion  2  of  (be  Act  entitled  "An  Act  to  amend  an  Act  entitled 

23  'An  Act  to  establish  a  uniform  system  of  bankruptcy  through- 
21  out  the  United  States',  approved  July  1,  1898,  and  Acts 
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1  amendatory  thereof  and  supplementary  thereto",  approved 

2  June  7,  1934  (48  Stat.  922;  11  U.S.O.  202a) ,  is  repealed. 

3  (e)    Subsection    (b)    of  section  4  of  the  Act  entitled 

4  "An  Act  to  amend  an  Act  entitled  'An  Act  to  establish  a 

5  uniform  system  of  bankruptcy  throughout  the  United  States', 

6  approved  July  1,  1898,  and  Acts  amendatory  thereof  and 

7  supplementary  thereto",  approved  June  7,  1934   (48  Stat. 

8  924;  1 1  U.S.C.  103a)  ,  is  repealed. 

9  (f)    Section  2  of  the  Act  entitled  "An  Act  to  amend 

10  the  Act  entitled  'An  Act  to  establish  a  uniform  system  of 

11  bankruptcy  throughout  the  United  States',  approved  July  1, 

12  1898,  as  amended  and  supplemented'',  approved  June  5, 

13  193G  (49  Stat.  1476;  11  U.S.C.  93a) ,  is  repealed. 

14  (g)  Section  3  of  the  Act  entitled  "An  Act  to  amend  the 

15  Interstate  Commerce  Act,  as  amended,  and  for  other  pur- 

16  poses",  approved  April  9,  1948   (62  Stat.  167;  11  U.S.C. 

17  208),  is  repealed. 

18  EFFECTIVE  DATES 

19  Sec.  402.  (a)  Except  as  otherwise  provided  in  this  sec- 

this 

20  tion,-fchtr Act  shall  take  effect  on  July  1,  1970.    either  180 

days  after  enactment  or  upon  commencement  of  the  first  day 
of  the  fiscal  year  following  180  days  after  enactment, 
whichever  is  later. 

21  (|,)  Referees  in  bankruptcy  in  office  on  the  date  of  cnait- 

22  mciit  of  Ibis  Act  shall  continue  to  serve  in  office  for  the  term 
-■>  for  which  they  were  appointed:  Provided,  That  if  the  term 
24    for  which  they  were  appointed  would  expire  prior  to  July  1, 
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1  1981,  such  term  shall  be  extended  to  and  expire  on  July  1, 

2  1981. 

;;  SAVINGS  PROVISIONS 

•j  Sec.  403.  (a)  A  case  commenced  under  the  Bankruptcy 

5  Act,  and  all  matters  and  proceedings  in  or  relating  to  any 

6  such  case,  shall  he  conducted  and  determined  under  such  Act 

7  as  if  this  Act  had  not  hecn  enacted,  and  the  substantive  rights 

8  of  parties  in  connection  with  airy  such  bankruptcy  case,  mat- 

9  tcr,  or  proceeding  shall  continue  to  be  governed  by  the  law 

10  applicable  to  such  case,  matter,  or  proceeding  as  if  this  Act 

11  had  not  been  enacted. 

12  (b)  The  repeal  made  by  section  401  (a)  of  this  Act  docs 

13  not  affect  any  right  of  a  referee  in  bankruptcy,  bankruptcy 

14  judge,  or  survivor  of  a  referee  in  bankruptcy  or  Unitod  States 

15  bankruptcy  judge  to  receive  any  annuity  or  other  payment 

16  under  the  civil  service  retirement  laws. 

17  (c)  The  amendments  made  by  section  312  of  this  Act 

18  do  not  affect  the  application  of  chapter  9,  chapter  96,  section 

19  25 1G,  section  3057,  or  section  3284  of  title  18  of  the  United 

20  States  Code  to  any  act  of  any  person — 

21  Sec.  404.   (a)   The  rules  prescribed  under  section  2075 

22  of  title  28  of  the  United  States  Code  and  in  effect  on  June 

23  30,  1979,  shall  apply  to  cases  under  title  11  of  the  United 

24  States  Code  to  the  extent  not  inconsistent  with  such  title  11, 
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1  with  the  amendments  made  by  this  Act,  or  with  this  Act, 

2  until  such  rules  are  repealed  or  superseded  by  rules  prescribed 

3  and  effective  under  such  section,  as  amended  by  section  215 

4  of  this  Act. 

5  (1))  Pending  the  promulgation  of  new  fees  and  charges 

6  by  the  Director  pursuant  to  section  1930  of  title  28  of  the 

7  United  States  Code,  the  additional  fees  and  charges  in  effect 

8  on  the  effective  date  of  this  Act  shall  continue  to  apply  in 

9  cases  filed  thereafter,  except  that  in  cases  under  chapter  11  of 

10  title  11  the  percentage  rate  prescribed  pursuant  to  section 

11  40  of  the  Bankruptcy  Act  for  cases  under  chapter  11   of 

12  the  Bankruptcy  Act  shall  be  applicable  to  all  cases  under 

13  chapter  1-1  of  title  11  and  shall  be  computed  upon  moncj'  or 

14  other  consideration  paid  or  to  be  paid  to  all  creditors  and 

15  other  claimants  (other  than  for  costs  of  administration)  in 
1^  confirmed  plans :  Provided,  That  such  fees  shall  not  exceed 
I7-  $100,000  in  any  one  case. 

18  TRANSITION  STUDY 

19  Sec.  405.  The  Director  of  the   Administrative   Office 

20  of  the  United  States  courts  shall  conduct  and  complete  a 

21  study  to  determine  the  number  of  bankruptcy  judges  that 

22  wiH  be  needed  after  July  1,  1981. 
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Senator  DeConcini.  We  thank  you  for  taking  the  time  to  be  with 
us  today.  We  will  now  have  the  panel  of  Ad  Hoc  Committee  on 
Bankruptcy  Legislation. 

Judge  Brown,  you  will  be  the  first  spokesman;  is  that  correct? 

Judge  Brown.  Yes. 

STATEMENT  OF  JUDGE  WESLEY  E.  BROWN,  U.S.  DISTRICT  COURT, 
WICHITA,  KANS.,  ACCOMPANIED  BY  JUDGE  JAMES  LAWRENCE 
KING,  U.S.  DISTRICT  COURT,  MIAMI,  FLA.;  JUDGE  RUGGERO  J. 
ALDISERT,  THIRD  CIRCUIT  COURT  OF  APPEALS,  PITTSBURGH, 
PA. ;  JUDGE  ROBERT  E.  DeMASCIO,  U.S.  DISTRICT  COURT,  DETROIT, 
MICH. ;  JUDGE  THOMAS  J.  MACBRIDE,  U.S.  DISTRICT  COURT,  SAC- 
RAMENTO, CALIF. ;  JUDGE  RAYMOND  J.  PETTINE,  U.S.  DISTRICT 
COURT,  PROVIDENCE,  R.I. ;  JUDGE  MOREY  L.  SEAR,  U.S.  DISTRICT 
COURT,  NEW  ORLEANS,  LA.;  JUDGE  GORDON  THOMPSON,  JR.,  U.S. 
DISTRICT  COURT,  SAN  DIEGO,  CALIF. ;  AND  JUDGE  EDWARD  WEIN- 
FELD,  U.S.  DISTRICT  COURT,  DETROIT,  MICH. 

Judge  Brown.  I  want  to  thank  you  very  much,  on  behalf  of  the 
Ad  Hoc  Committee  on  Bankruptcy  Legislation,  for  the  opportunity 
to  appear  before  your  subcommittee,  to  present  the  views  of  the 
Judicial  Conference  of  the  United  States  on  S.  2266. 

Our  statement  has  been  filed  for  the  record,  and  I  am  sure  it  will 
be  considered  by  you. 

Senator  DeConcini.  The  entire  statement  will  appear  in  the  record 
and  if  you  will  highlight  it  I  will  appreciate  it. 

Judge  Brown.  Our  committee  last  met  on  November  10  and  11 
and  filed  with  the  Judicial  Conference  the  report  which  we  have 
attached  to  our  statement.  In  our  report  we  endorsed  the  provisions 
of  title  II  of  S.  2266  in  general,  suggesting  limited  changes  only. 
That  report  has  been  approved  by  the  Judicial  Conference  of  the 
United  States. 

Fundamentally,  Mr.  Chairman,  we  do  not  believe  that  there  is 
any  need  for  a  separate  court  system  to  be  established  in  order  to 
provide  the  services  which  the  public  requires  in  order  to  resolve  the 
issues  which  are  presented  to  the  court  by  virtue  of  the  administra- 
tion of  the  bankruptcy  laws. 

I  think  that  everyone  has  found  the  bankruptcy  system  to  be 
basically  sound.  I  want  on  the  record  the  fact  that  the  bankruptcy 
referees — or  bankruptcy  judges,  whichever  you  wish  to  call  them — 
are  appointed  by  the  district  judges  and  have  performed  very  com- 
mendable services.  Certainly  we  have  the  highest  regard  for  their 
effective  disposition  of  those  matters  which  have  been  referred  to 
them  under  the  act. 

I  need  not  review  the  statistics.  They  are  contained  in  the  report 
and  are  also  available  to  the  committee  through  the  administrative 
office. 

I  think  it  would  be  well  to  address  ourselves  at  this  time  to  the 
brief  statement  that  the  committee  and  the  Judicial  Conference  have 
approved  regarding  increased  tenure. 

If  I  may  I  will  call  the  bankruptcy  judges  referees  to  distinguish 
them  from  the  judges  who  are  here  today.  I  want  no  inference  drawn 
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from  the  fact  that  I  use  the  term  "referee."  I  am  using  it  to  clarify 
my  views,  and  I  assure  you  that  most  of  the  time  we  refer  to  our 
referees  as  bankruptcy  judges  or  as  judges. 

I  might  mention  that,  under  the  law,  as  I  understand  it,  the  judges 
of  the  district  court  are  bankruptcy  judges  also;  when  our  rules 
defining  bankruptcy  judges  were  approved  they  referenced  both 
judges  of  the  district  court  and  referees  in  bankruptcy. 

The  Judicial  Conference  has,  for  many  years,  recommended  that 
the  terms  of  appointment  of  referees  be  12  years  instead  of  6  years. 

I  will  ask  Judge  Aldisert  in  due  time  to  comment  on  questions  of 
jurisdiction,  venue,  removal,  and  review,  and  the  theory  of  review 
proceedings  that  occur  in  the  district  courts  sitting  as  bankruptcy 
courts. 

In  our  statement  which  we  have  submitted  we  have  recommended 
a  concept  of  a  bankruptc}^  administrator.  We  did  so  to  respond  to 
what  we  understood  was  a  serious  feeling  on  the  part  of  many  com- 
mentators that  the  administrative  work  of  the  referees  or  bankruptcy 
judges  could  be  handled  in  an  expeditious  manner  by  an  administrator 
without  the  need  of  taking  the  judicial  time  of  the  referee  or  bank- 
ruptcy judge.  Our  bankruptcy  administrator  theory  will  be  discussed 
by  Judge  DeMascio  of  Detroit. 

Then,  of  course,  we  are  all  here  to  answer  any  questions  that  you 
may  have. 

1  think,  however,  that  with  that  beginning,  perhaps  it  will  simplify 
matters  if  I  now  ask  Judge  Aldisert  to  discuss  jurisdictional  matters 
and  Judge  DeMascio  to  discuss  the  administrator  concept.  We,  of 
course,  want  to  do  everything  we  can  to  help  resolve  any  conflicts 
which  have  arisen  in  the  courts.  Particularly  we  want  to  help  because 
it  is  in  our  best  interest  when  we  can  perform  a  public  service  consistent 
with  the  duty  which  Congress  has  assigned  to  us. 

Senator  DeConcini.  Judge  Aldisert,  please  proceed. 

Judge  Aldisert.  Mr.  Chairman,  I  am  Ruggero  J.  Aldisert,  U.S. 
circuit  judge  of  the  Third  Judicial  Circuit  of  the  United  States.  My 
court  embraces  the  States  of  Pennsylvania,  New  Jersey,  Delaware, 
and  the  territory  of  the  U.S.  Virgin  Islands. 

My  own  station  is  Pittsburgh,  Pa. 

Our  chairman  and  my  distinguished  colleague,  Judge  Brown,  has 
asked  me  to  expound  upon  some  of  the  committee's  views  on  the 
overall  question  of  jurisdiction. 

I  would  open  by  sa}dng  that  the  committee  endorses  completely 
the  concept  of  jurisdiction  embodied  in  Senate  bill  2266.  We  thank 
you,  Mr  Chairman,  for  introducing  a  bill  which,  in  its  jurisdictional 
provisions,  reflects  the  concerns  felt  b}^  this  committee  representing 
the  Judicial  Conference  of  the  United  States. 

We  have  felt  that,  as  a  coordinated  branch  of  the  Government,  the 
Federal  judiciary  has  an  obligation  to  report  to  the  Congress  its  views 
on  the  question  of  whether  an  Article  III  judge  is  necessary  to  perform 
the  additional  duties  vested  in  a  bankruptcy  judge  under  S.  2266. 

We  believe  that  the  bankruptcy  judge  could  handle  this  increased 
jurisdiction  without  the  necessity  of  being  an  Article  III  judge. 

The  committee  has  prepared  a  position  paper  which  I  am  certain 
the  staff  of  this  subcommittee  has.  We  have  pointed  out  that,  without 
offending  the  Constitution,  Article  I  courts  may  now  hold  jury  trials, 
issue  injunctions,  enter  final  judgments,  and  issue  writs  of  execution. 
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I  speak  from  a  unique  position,  because  in  my  own  circuit  the  terri- 
torial courts  of  the  U.S.  Virgin  Islands  are  not  Article  III  courts.  There 
those  judges  exercise  the  maximum  judicial  responsibilities,  including 
the  conduct  of  murder  trials,  issuance  of  injunctions,  executions,  and 
what  have  you. 

Second,  this  committee  is  sitting  in  the  District  of  Columbia.  Judges 
of  the  Supreme  Court  and  of  the  Court  of  Appeals  of  the  District"  of 
Columbia  are  not  Article  III  judges.  Yet  tne}^  function  with  great 
powers  including  the  conduct  of  jury  trials,  the  issuance  of  injunc- 
tions, final  judgments,  and  writs  of  execution.  We  would  say  then 
that,  on  the  basis  of  our  study  and  on  the  basis  of  our  anal}Tsis  of  the 
increased  jurisdiction,  we  believe  that  in  regard  to  the  jurisdiction 
given  to  the  bankruptc}^  judge  or  bankruptcy  referee — whatever  the 
title  the  Congress  sees  fit  to  call  this  very  distinguished  judicial 
officer — it  is  not  necessary  that  he  or  she  be  vested  with  Article  III 
status. 

I  think  it  is  extremety  important  to  understand  something  of  the 
history  of  how  the  Article  III  concept  came  into  being.  I  feel  con- 
strained, on  behalf  of  the  Judicial  Conference  of  the  United  States,  to 
make  clear  our  position  because  the  Judicial  Conference  has  been 
criticized  for  not  voicing  its  position  earlier  in  the  previous  considera- 
tions of  bankruptcy  legislation. 

Mr.  Chairman,  I  suggest  to  you  that  the  record  will  show  that, 
although  the  Commission  on  the  Bankruptcj^  Laws  gave  years  of 
study  to  this  problem,  when  that  Commission  issued  a  report,  it  did 
not  include  a  recommendation  for  Article  III  status. 

I  suggest  to  you,  sir,  that  the  so-called  "Judges  bill"  sponsored  by 
the  National  Conference  of  Bankruptcy  Judges  did  not  include  an 
Article  III  status. 

I  suggest  further  that  the  concept  of  an  Article  III  status  originated 
in  H.R.  6  only  this  year.  It  was  a  creature  of  a  subcommittee  of  the 
House,  and  not  the  product  of  any  previous  recommendation.  It  was 
only  in  the  spring  of  this  year,  after  the  Article  III  concept  was  intro- 
duced in  H.R.  6,  that  the  Judicial  Conference  of  the  United  States 
went  on  record. 

We  regret  that,  at  the  time  the  Conference  issued  its  original 
statement  in  March,  there  was  not  sufficient  time  to  publish  a  full 
supporting  rationale  for  the  statement.  But  we  are  confident  that  the 
subsequent  reports  prepared  by  the  Judicial  Conference  of  the 
United  States  have  adequately  supported  the  position  enunciated  in 
March. 

I  would  like  to  emphasize,  Mr.  Chairman,  that  it  is  very  unusual  to 
get  a  group  of  Federal  judges  to  agree  on  anything.  I  suppose  we  are 
the  great  rugged  individualists.  Being  a  member  of  an  appellate  court 
where  there  are  frequently  majority,  concurring,  and  dissenting 
opinions,  I  know  the  life  of  majority  and  minority  reports. 

But  I  think  it  is  very  significant  that,  when  it  came  to  the  question, 
not  as  to  a  decision  as  to  whether  there  should  be  an  Article  III  judge 
or  another  type  of  judge,  but  strictly  from  the  juris  prudential  stand- 
point, from  the  stand  point  of  the  constitutionality  of  the  bankruptcy 
judge  assuming  increased  powers,  there  was  unanimity  in  this  com- 
mittee and  there  was  unanimity  in  the  Judicial  Conference  of  the 
United  States  that  Article  III  status  was  not  necessary  to  assume  that 
expanded  jurisdiction.  Circuit  conferences,  consisting  of  every  district 
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and  every  circuit  judge  within  a  circuit,  have  concluded  that  an 
Article  III  judge  is  not  necessary.  The  only  circuit  conferences  that 
have  not  so  concluded  are  the  first  circuit  and  the  District  of  Columbia 
Circuit,  because  the  question  was  not  presented  to  them. 

I  think  that  is  extremely  significant. 

As  to  the  increased  jurisdiction,  I  would  like  to  comment  upon 
section  775  of  Article  II,  as  presented  at  pages  260  and  261  of  the  draft 
bill,  with  particular  reference  to  section  A (2). 

I  note  that  the  present  draft  suggests  that  the  bankruptcy  judge 
would  have  the  power,  to  the  extent  authorized  by  rule  or  order  of  the 
district  court,  to  conduct  trials  and  all  proceedings  and  actions  under 
section  1334(b)  of  the  title.  This  is  the  increased  plenary  jurisdiction. 

Speaking  for  the  committee,  we  would  say  that  constitutionally 
the  bankruptcy  judge  would  have  the  power,  whether  he  was  au- 
thorized by  rule  or  order,  which  a  statute  could  invest  in  all  bank- 
ruptcy judges,  but,  prudentially  speaking,  we  believe  that  the  draft 
suggested  by  S.  2266  probably  is  the  better  procedure.  I'm  speaking 
prudentially.  This  is  because  it  allows  for  maximum  flexibility. 

We  are  faced  with  a  revision  of  the  bankruptcy  procedures.  We  will 
be  faced  with  the  utilization  of  existing  personnel.  It  would  seem  that, 
until  there  is  experience  under  this  act,  it  would  be  well  to  go  by  the 
committee  draft  and  retain  the  increase  of  jurisdiction  to  the  extent 
authorized  by  rule  or  order  of  the  district  court. 

Of  course,  we  emphasize  that  this  is  judgmental  on  the  part  of  the 
Congress.  We  say  that,  from  our  view,  constitutionally,  you  could 
handle  it  in  another  way. 

I  would  also  like  to  spend  a  moment  on  the  question  of  appeals, 
Again,  the  committee  would  recommend  the  concept  of  appeals  con- 
tained in  S.  2266,  whereby  the  appeals,  or  rather  the  petitions  for  re- 
view, would  first  go  from  the  bankruptcy  judge  to  the  district  judge. 

It  has  been  my  experience  as  a  circuit  judge  in  a  very  active  circuit — 
which  had  the  dubious  distinction  at  one  time  of  having  88  percent 
of  all  railroad  trackage  in  bankruptcy — it  has  been  my  experience 
that,  in  the  ordinary  nonrailroad  bankruptcy,  that  the  appeals  to  the 
district  court  level — the  appeal  technique  to  the  district  court  level — 
was  extremely  satisfactory.  We  found  that  the  district  courts  per- 
formed excellent  review  functions  and  acted  as  a  great  filteringdevice. 

Conversely,  if  the  appeals  were  to  lie  directly,  or  if  the  petitions  for 
review  were  to  lie  directly,  to  the  court  of  appeals,  I  am  afraid  that 
the  U.S.  Court  of  Appeals  would  be  overburdened. 

I  say  this  from  peisonal  experience.  When  I  first  became  a  circuit 
judge,  in  my  first  year  I  heard  97  fully  briefed  appeals  on  the  merits. 
Last  year  I  heard  nearly  270.  That  is  how  the  number  of  appeals  has 
increased.  . 

I  am  not  talking  about  a  gross  number  of  case  terminations ;  I  m 
talking  about  appeals  fully  briefed  and  decided  by  a  judge  on  the 
merits. 

In  a  recent  work,  "Justice  on  Appeal,"  by  Professors  Carnngton, 
Meador,  and  Rosenberg,  it  was  suggested  that  the  maximum  caseload 
per  circuit  judge  in  the  Federal  courts  of  appeals  should  be  250  cases. 
In  recent  correspondence  between  the  Honorable  Shirley  M.  Hufstedler 
and  Congressman  Edwards  she  has  used  the  figure  200  cases  per  active 
judge.  I  am  suggesting  that,  if  the  Congress  were  to  devise  a  method 
of  review  directly  to  the  U.S.  Court  of  Appeals,  it  would  seriously 
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burden  the  system  and,  from  our  experience,  we  do  not  feel  it  is  neces- 
sary. 

Senator  DeConcini.  Let  me  interrupt  you  there  for  a  question. 

Does  not  your  argument  also  substantiate  the  reasons  to  try  to  find 
some  other  route  of  appeal  than  the  district  courts  under  the  magis- 
trates bill?  If  we  do  not  pass  it  to  the  appellate  courts,  then  how  do 
we  compensate  for  the  problem  that  we  now  have  with  the  district 
courts  being  overburdened? 

Judge  Almsert.  Sir,  that  is  a  matter  of  judgment  for  the  Congress. 
If  the  Congress  is  interested  in  the  expeditious  determination  of  bank- 
ruptcy matters,  however,  I  am  suggesting  that,  if  the  Congress  goes 
to  the  route  of  having  the  matters  go  to  the  court  of  appeals,  then 
there  will  be  a  great  delav. 

Senator  DeConcini.  I  think  you  are  correct. 

Judge  Aldisert.  In  the  district  court  a  petition  for  review  is  a 
typewritten  petition  supported  by  a  typewritten  memorandum  of 
authorities.  Usually  these  matters — it  has  been  the  experience  of  the 
district  judges — they  say  that  these  are  rather  expeditiously  handled. 
If  those  matters  were  to  go  to  the  U.S.  courts  of  appeals,  where  it 
takes  40  days  before  the  matter  is  fully  docketed,  where  you  have  a 
briefing  schedule  of  30  daj's  for  appellant  plus  30  days  for  appellee, 
then  you  will  have  a  very  real  delay  factor.  From  the  standpoint  of 
efficiency — if  that  is  a  concern  of  the  litigants  and  a  concern  of  the 
Congress — then  I  think  it  would  be  much  more  efficient  to  keep  it  in 
the  district  courts. 

Senator  DeConcini.  I  have  talked  to  some  district  judges.  They 
have  expressed,  without  a  public  statement,  reallv  a  desire  not  to 
have  to  be  an  appellate  judge.  I  wonder  if  any  of  the  district  judges 
who  are  here  on  this  panel  today  would  care  to  state  your  particular 
feelings  as  to  handling  appeals  from  either  the  magistrates  courts  as 
you  do  now  or  from  the  bankruptcy  referees'  decisions. 

Judge  Brown.  I  would  be  glad  to  address  that  briefly. 

In  the  some  15  years  that  I  have  been  on  the  district  bench,  and  in 
the  4  years  before  that  when  I  was  a  referee,  we  handled  the  review 
of  referees'  findings  and  conclusions  and  determination  in  bankruptc\>- 
matters.  I  do  not  think  they  overburden  the  district  courts.  I  think 
it  is  a  simple  manner  of  permitting  those  who  object  to  the  ruling  of 
the  bankruptcy  judge  or  referee  to  have  that  ruling  reviewed. 

Because  of  the  way  it  is  handled,  it  also  filters  out  a  number  of 
claims  which  might  arise.  I  don't  think  it  causes  any  jeopardy  to  the 
litigants. 

1  think  that  we're  able  to  do  that  not  only  with  referees'  rulings 
but  with  the  magistrates  findings.  You  mentioned  the  magistrates. 
We  do  have  a  number  of  appeals  from  the  magistrates  orders  that 
come  up.  They  can  be  handled.  We  occasionally  have  them  on  a 
motion  calendar,  and  that  is  what  some  of  the  people  object  to  some- 
times. But  no  one  really  objects  if  they  have  an  opportunity  to  present 
their  views  by  argument  and  by  brief.  When  appropriate,  we  always 
give  them  that  opportunity. 

I  recommend  to  you  most  sincerely  that,  with  what  Congress  i> 
doing  now  to  increase  the  number  of  judgeships,  and  with  the  theory 
of  perhaps  eliminating  some  diversity  jurisdiction,  which  is  a  matter 
before  Congress  at  this  time,  we  can  do  the  work.  Although  in  recent 
years  Congress,  by  its  enactment  of  laws,  has  been  presented  us  with 
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some  41  new  causes  of  action,  we  can  do  the  work.  I  maintain  that 
that  is  what  we  are  here  for. 

We  want  to  serve.  This  is  one  of  the  ways  we  do  it. 

Senator  DeCoxcixi.  As  far  as  priorities  are  concerned  as  a  district 
judge,  3^011  don't  feel  that  bankruptcy  is  a  little  less  priority  as  it 
comes  to  you  for  review  than,  let's  say,  a  trial — civil  or  criminal? 

Judge  Browx.  Well,  if  you're  talking  about  priorities,  Congress 
has  very  generously  given  us  priorities  for  matters.  If  you  want 
priorities,  you  merely  so  provide  in  an}r  bill,  and  we  give  such  cases 
the  same  kind  of  priority  we  do  injunctions  or  criminal  cases  under 
the  Speedy  Trial  Act.  Let  me  note  that  that  act  only  speeds  up 
defendants;  we've  never  had  any  problem  with  speeding  up 
prosecutions. 

So,  I  suggest  to  you,  Mr.  Chairman,  that  we  can  handle  it,  if 
Congress  has  given  us  the  tools.  If  we  can  get  the  additional  district 
judges  which  the  Judicial  Conference  has  asked  for,  we  will  get 
things  done. 

Judge  Aldisert.  Mr.  Chairman,  I  would  like  to  state  my  own 
views  on  magistrates,  if  I  may. 

Senator  DeCoxcixi.  Go  right  ahead. 

Judge  Aldisert.  I  perceive  a  distinction  between  the  function 
of  the  magistrate  when  the  magistrate  acts  as  a  parajudicial  officer 
and  the  function  when  the  magistrate  acts  as,  by  consent  for  example, 
sitting  in  a  full-blcwn  hearing. 

When  the  parties  have  consented  that  the  magistrate  try  the  case, 
an  appeal  from  that  case  should  go  directly  to  the  courts  of  appeals. 
I  do  not  feel  that  that  sort  of  appeal  should  go  to  the  district  court. 

Senator  DeCoxcixi.  Judge  MacBride? 

Judge  MacBride.  I  would  like  to  speak  to  the  question  of  appeals, 
or  petitions  for  review,  going  to  the  district  court.  At  the  present 
time  we  handle  them  every  2  weeks  on  our  law  motion  calendar. 
We  have  a  rule  that  requires  that  applications  be  filed  in  a  timely 
manner  and  that  briefs  be  filed  by  both  sides.  Opportunity  is  given 
for  a  full  discussion  before  the  court.  The  matter  is  then  taken  under 
submission  by  the  court,  and  we  dispose  of  it  with  the  rest  of  our 
calendar  by  written  memo. 

The  point  is  this.  As  Judge  Brown  has  indicated,  with  the  grant  of 
additional  judges  to  our  districts,  many  of  which  happen  to  be  under- 
judged  at  the  present  time,  with  two  new  judges  in  my  own  district, 
for  example,  I  see  no  problem  whatsoever  in  handling  the  appeals, 
or  petitions  for  review,  expeditiously.  Certainly  we  will  handle  them 
more  expeditiously  than  the  circuit  court  could  possibly  handle  them. 
There  is  no  question  that,  in  our  circuit,  the  delay  that  would  be 
borne  by  bankruptcy  litigants  would  be  much  greater  than  would 
be  the  case  at  the  district  court  level.  We  can  handle  such  cases  with 
no  problem  whatsoever.  We're  doing  it  now,  and  we're  understaffed 
now,  of  course.  Given  the  two  new  judges  we  will  receive  under  the 
Omnibus  Bill  any  problems  that  we  do  have  today  will  be  solved. 

Senator  DeCoxcixi.  Judge  Sear? 

Judge  Sear.  Senator,  you  will  recall  that  you  and  I  shared  the 
view  earlier  this  year  that  appeals  from  decisions  of  magistrates  who 
are  sitting  as  district  judges  by  consent,  trying  cases  on  the  merits, 
ought  to  go  to  the  court  of  appeals.  Despite  the  opposition  that  we 
faced,  we  prevailed,  in  our  view. 
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On  the  other  hand,  we  supported  the  view  that  nondispositive 
matters  and  dispositive  motions  ought  to  be  reviewed  by  the  district 
courts,  just  as  they  now  are. 

The  simple  truth  is  that  they  are  handled  exceedingly  expeditiously. 
They  are  important  matters,  upon  which  the  progress  of  the  litigation 
depends.  Naturally,  we  hear  them  expeditiously.  They  create  no 
burden.  They  are  appeals  from  judicial  officers.  They  are  heard, 
normally,  within  2  weeks  from  the  time  that  the  decision  is  made  by 
the  magistrate. 

The  same  thing  is  true  in  our  district  with  appeals  on  the  decisions 
of  referees  or  bankruptcy  judges. 

If  the  appeal  would  be  lodged  more  rapidly  by  the  bankruptcy 
lawyer,  then  it  would  be  heard  even  more  rapidly,  I  assure  you.  As 
soon  as  they  are  lodged  and  noticed,  they  are  heard;  and  they  are 
heard  without  problems,  without  difficulty,  and  expeditiously. 

Senator  DeCoxcixi.  Judge  Weinfeld? 

Judge  Weixfeld.  I  would  like  to  concur  in  that  view.  I  have 
absolutely  no  doubt  that  the  most  expeditious  way  to  handle  appeals 
of  bankruptcy  orders  is  through  the  district  court  judges.  They  are 
presented  almost  in  the  form  of  a  motion.  They  are  petitions  for 
review.  They  appear  on  the  motion  calendar.  There  is  no  elaboration 
of  printed  briefs  and  papers,  even  though  the  briefs  are  thoroughly 
prepared.  They  are  handled  in  a  regular  order  and  readily  disposed  of. 

If  you  accept  the  concept  of  an  appeal  to  the  ccurt  of  appeals,  in 
nry  judgment,  with  due  respect,  this  business  would  become  a  big 
production,  with  periods  of  time,  according  to  the  rules  of  the  court  of 
appeals,  before  you  file  the  appendix,  and  an  added  period  of  time 
that  would  go  by  for  the  riling  of  briefs  and  calendaring  the  matter 
before  it  is  heard.  Months  would  go  by. 

I  am  suggesting  to  you,  on  the  basis  of  experience,  that  the  most 
expeditious  way  is  to  continue  the  practice  of  petitions  of  review  to 
the  district  court. 

Senator  DeCoxcixi.  Thank  you. 

Does  any  other  judge  wish  to  address  us? 

Judge  King.  Senator,  from  the  point  of  view  of  the  fifth  circuit, 
which  you  are  well  aware  is  one  of  the  largest  in  the  country,  I  would 
omy  note  that  today  there  are  already  33  priority  items  established 
by  the  Congress  that  must  be  considered  by  the  court  of  appeals. 
Civil  litigation  is  the  33d  item. 

Today,  in  the  fifth  circuit,  an  average  civil  appeal,  that  is  determined 
and  decided  in  my  court  in  Miami  tomorrow  morning,  has  little  likeli- 
hood of  ever  being  reached  by  the  Fifth  Circuit  Court  of  Appeals  for 
decision. 

If  the  appeal  were  to  go  from  a  bankruptcy  judge  in  Miami  to  the 
Fifth  Circuit  Court  of  Appeals,  it  very  likely  would  never  be  con- 
sidered. 

Senator  DeCoxcixi.  Unless  Congress  made  it  a  priority,  then  you 
are  saying  that  in  your  court  it  would  not  be  considered  and  in  any 
event  would  be  veiy  very  lengthy  before  it  would  be ;  is  that  right? 

Judge  King.  Unless  Congress  made  it  a  priority  consideration,  and 
you  can  only  do  that  so  many  times. 

Senator  DeCoxcixi.  It  is  safe  to  say  that  the  testimony  here  this 
morning  is  that  it  is  not  an  overburden  to  the  district  courts,  although 
it  is  not  something  that  you  readily  accept  as  your  courts  have  every- 
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thing  else  that  Congress  has  heaped  upon  you.  You  are  more  than 
willing  to  continue  to  stand  as  a  court  of  appeals  on  bankruptcy 
decisions. 

Judge  MacBride.  This  is  the  least. 

Judge  Brown.  Senator,  I  would  like  to  add  one  other  thought.  Let 
me  give  you  just  a  very  quick  example. 

If  you  have  a  feedlot  on  which  you  have  500  head  of  cattle  out  in 
Kansas  or  Nebraska,  and  it  goes  bankrupt  as  the  price  of  cattle  goes 
down,  and  somebody  wants  to  appeal  some  order — perhaps  an  ad- 
judication order  in  the  first  instance — then  it  is  much  better  to  have 
that  appeal  go  to  the  district  judge  who  can  dispose  of  it  promptly 
right  there.  Then  we  can  issue  the  order  and,  if  it's  necessary,  the 
circuit  courts  can  mandamus  the  district  judge  or  stay  our  order, 
but  at  least  the  cattle  are  fed  or  sold.  The  lawyers  start  fighting  about 
money  instead  of  livestock. 

These  are  things  which  are  appropriately  in  the  district  court  under 
a  concept  of  the  expeditious  resolution  of  problems  which  are  sent  to 
us. 

In  my  experience  I  think  the  district  judges  of  the  United  States 
have  done  a  tremendous  job,  and  they  have  done  it  with  the  help  and 
with  the  abilities  of  the  referees  and  bankruptcy  judges  whom  they 
have  appointed  and  for  whom  they  have  high  regard. 

Senator  DeConcini.  I  concur  with  that.  My  questioning  did  not 
bring  into  any  disparit}^  at  all  toward  the  fine  job  that  the  district 
judges  do  now. 

My  concern  even  proir  to  my  assumption  of  the  chairmanship  of 
this  subcommittee  was  the  overburden  of  the  district  judge.  It  con- 
cerns me  from  the  standpoint  of  our  profession  and  our  entire  legal 
system.  That  is  what  prompted  me  to  ask  those  questions. 

Judge  Aldisert? 

Judge  Aldisert.  Yes,  Senator,  I  would  conclude  with  another 
observation.  I  would  like  to  wear  another  hat,  as  a  member  of  the 
Board  of  Directors  of  the  Federal  Judicial  Center.  There  is  a  pro- 
vision in  the  proposed  legislation  which  would  increase  the  member- 
ship of  that  Board  by  adding  a  bankruptcy  judge  and  a  magistrate. 

At  the  present  time,  the  Board  of  Directors  consists  of  the  Chief 
Justice  of  the  United  States  and  the  Director  of  the  Administrative 
Office  of  the  Courts,  plus  five  judges  elected  by  the  Judicial  Confer- 
ence of  the  United  States  for  stated  terms.  There  are  two  circuit  judges. 
I  am  one  of  the  circuit  judges.  The  other  one  is  John  Godbold  of  the 
fifth  circuit  who  has  replaced  Griffin  Bell.  The  district  judges  are 
Frank  McGarr  of  Chicago,  Marvin  Frankel  of  New  York,  and  Kobert 
Schnacke  of  San  Francisco. 

The  Judicial  Conference  of  the  United  States,  as  our  report  indi- 
cated, opposes  changing  the  constitution  of  that  Board  of  Directors. 
Speaking  for  myself — and  not  for  the  Board — I  would  oppose  the 
changing  of  the  membership  of  the  Board  at  this  time.  I  would  feel 
that  the  proper  approach  would  be  to  consider  the  entire  Federal 
Judicial  Center  as  a  separate  entity.  I  believe  that  there  have  been 
some  amendments  to  the  Federal  Judicial  Center  suggested  recently. 
There  certainly  are  proposals  concerning  retirement  of  the  Executive 
Director  and  so  forth. 

I  would  respectfully  suggest  to  you,  sir,  that  the  Board  structure 
be  kept  intact  for  now,  and  that  the  matter  of  new  seats  be  considered 
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together  with  any  other  suggested  changes  in  the  Federal  Judicial 
Center. 

Senator  DeConcini.  Let  me  pursue  that  now  that  you  have  brought 
it  up. 

It  seems  to  me  that  I  have  a  little  disagreement  but  I  could  cer- 
tainly be  presuaded  by  your  eloquent  arguments  to  the  contrary.  If 
the  Federal  Judicial  Center  establishes  and  implements  an  education 
program  for  bankruptcy  judges  and  magistrates,  why  is  it  unreason- 
able for  them  to  also  be  on  the  Board? 

Judge  Aldisert.  A  case  can  be  made  for  that.  A  case  could  also 
be  made  that  one  of  our  largest  educational  responsibilities  is  the 
training  of  probation  officers.  We  train  all  parajudicial  personnel, 
Mr.  Chairman.  The  question  is:  if  j^ou're  going  to  provide  Board 
representation  for  all  of  those  who  are  the  subject  of  our  educational 
programs,  do  you  not  have  to  greatly  expand  the  Board? 

Senator  DeConcini.  Don't  you  see  a  clear  distinction  between  the 
judicial  acts  of  a  magistrate  and  the  bankruptcy  judge  versus  a 
parole  officer?  I'm  talking  about  the  judicial  decisions. 

Judge  Aldisert.  Certainly  as  to  their  judicial  decisions;  I  was 
talking  about  educational  programs. 

Senator  DeConcini.  I  presume  that  is  what  the  education  program 
is.  I  don't  want  to  be  argumentative  but  I  just  find  it  a  little  bit 
unreal  that  bankruptcy  judges  or  referees,  as  the  case  may  be,  are 
not  represented  now. 

Maybe  there  is  even  merit  to  having  a  parole  member  on  the  board. 
Of  course,  you  can  get  too  numerous  where  you  can't  operate. 

Judge  Sear.  That's  really  not  an  accurate  concept,  Senator.  The 
magistrates,  the  referees,  the  probation  officers,  the  clerks  of  court 
are  all  very  much  represented  within  the  framework  of  the  Federal 
Judicial  Center  today. 

The  programs  that  are  established  fcr  each  of  these  groups  are 
planned  by  those  respective  groups,  by  the  division  chief  in  the  admin- 
istrative office  in  conjunction  with  committees  of  referees,  magis- 
trates, probation  officers,  and  clerks. 

The  faculties  that  present  the  programs  come  from  the  rank  and  file 
of  these  arms  of  the  judiciary.  They  very  much  do  have,  and  always 
have  had,  a  voice  in  the  planning  of  their  programs,  the  presentation 
of  their  programs,  and,  for  that  matter,  the  suggestion  of  what 
ought  to  be  covered  in  the  programs. 

It  has  been  a  very  happy  marriage.  From  my  own  point  of  view, 
I  served  on  that  planning  committee  for  magistrates  for  some  5  }^ears 
It  was  just  as  though  I  were  a  member  of  the  Federal  Judicial  Center 
board.  There  was  no  interference  of  an}'-  sort.  As  a  matter  of  fact,  we 
were  encouraged  to  plan  and  execute  our  programs,  and  we  had  the 
excellent  cooperation  of  a  very  qualified  staff,  and  an  excellent  board 
of  directors. 

Senator  DeConcini.  You  felt  that  you  were  represented  adequately 
as  far  as  any  input  you  wanted  when  you  were  a  magistrate? 

Judge  Sear.  Senator,  I  can't  imagine  how  we  could  have  been 
better  represented. 

Senator  DeConcini.  I'm  interested  to  hear  the  bankruptcy  judges 
this  afternoon  regarding  this.  Like  I  say,  I  have  not  come  down  in 
concrete  by  any  means  as  to  where  we  should  go  in  this  matter. 
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Judge  King.  Senator,  in  the  last  5  or  6  years  I  have  lectured  at  the 
Center  for  the  newly  appointed  U.S.  district  judges  and  have  been 
involved  in  planning  sessions  for  other  programs  as  well. 

I  think,  perhaps,  some  of  the  confusion  arises  from  a  lack  of  under- 
standing of  the  function  of  the  Center.  The  Chief  Justice,  and  the 
board  that  Judge  Aldisert  serves  on,  have  responsibility  for  the 
Center's  budget  and  areas  of  research  as  well  as  its  educational  func- 
tion. They  are,  of  course  involved  with  that,  too;  but  there  is  more 
than  one  function  involved.  The  Center  is  the  research  arm  of  the 
Federal  courts  as  well  as  the  educational  arm. 

I  agree  with  Judges  Sear  and  Aldisert  that  we  have  had  full  and 
complete  access  to  the  Center's  programs.  If  you  provide  board 
representation  for  one  individual  group,  then  3*011  would  have  to  do 
so  for  others.  Clerks  of  court  would  have  a  right  to  want  to  be  repre- 
sented. The  probation  officers,  the  marshals  and  other  groups  of 
people  would  want  to  have  representation. 

Senator  DeConcixi.  Let  me  pursue  one  other  thing.  How  about 
the  absence  of  representation  on  the  Judicial  Conference?  Do  3*011  feel 
the  same  arguments  are  necessary  to  put  forth  for  not  having  repre- 
sentatives and  magistrates  or  bankruptcy  judges  there? 

Judge  Aldisert.  Quite  frankly,  I  feel  that,  if  they  were  to  be 
represented,  one-for-one,  as  one  of  the  pieces  of  legislation  indicated, 
then  there  would  be  total  disaster.  The  Judicial  Conference  of  the 
United  States,  as  a  governing  bod3*,  as  a  board  of  directors,  is  today 
already  a  rather  large  group,  consisting,  to  begin  with,  of  the  eleven 
chief  judges  of  each  circuit  and  a  district  judge  from  each  circuit. 
That  is  22.  Then  the  chief  judges  of  the  special  national  courts  are 
there,  bringing  the  total  number  to  25.  Imagine  extending  that  by 
one-third,  another  50  percent  or  100  percent.  I  feel  that  it  would  be 
totally  unwieldy. 

Senator  DeConcixi.  Is  3*our  discussion  regarding  representation, 
do  3*011  feel  the  same  there  as  3*011  do  with  the  Judicial  Conference, 
Judge  Sear? 

Judge  Sear.  I  have  alwa3*s  felt  represented,  Senator.  I  think  I  have 
said  that  many  times  in  this  room.  I  have  always  felt  that  the  Judicial 
Conference  has  in  fact  made  a  sincere  effort  to  discover  the  feelings  of 
magistrates.  It  has  been  responsive  to  them.  It  has  sponsored  their 
legislation  here  in  the  Congress.  It  has  initiated  legislation.  It  has 
supported  legislation  that  was  suggested  by  the  magistrates'  com- 
mittees. 1  have  always  felt  represented.  I  did  not  feel  that  I  was  going 
to  get  any  more  representation  or  response  b3*  having  one  of  our 
number  sitting  in  on  meetings  that  for  the  most  part  simph*  did  not 
concern  us.  Just  one  aspect  of  the  business  before  the  Conference  was 
of  direct  concern  to  us;  matters  effecting  the  U.S.  magistrates. 

Judge  King.  Senator,  I  think  that  the  representation  which  is  of 
concern  to  3*ou  is  already  pretty  thoroughly  covered  b>r  the  committees 
of  the  Judicial  Conference  of  the  United  States.  For  example,  I  serve 
on  the  committee  to  draft  and  recommend  standards  for  admission  to 
practice  in  the  Federal  courts.  There  are  11  district  judges  on  that 
committee.  There  are  six  law  school  deans.  There  are  six  prominent 
law3*ers  from  around  the  Nation,  including  the  president  of  the  ABA. 

The  Rules  Committees  of  the  Judicial  Conference  have  as  members 
representatives  from  all  segments.  There  is  a  Magistrates'  Committee, 
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chaired  by  Judge  Metzner  of  the  Southern  District  of  New  York,  and 
there  is,  of  course,  the  Bankruptcy  Committee.  It  seems  to  me  that 
is  the  area  where  there  is  full  and  free  discussion. 

Senator  DeCoxcixi.  Judge  Weinfeld,  do  you  have  referees  or  bank- 
ruptcy judges  on  your  committee  or  do  you  meet  with  them?  How 
do  you  proceed  to  know  what  their  needs  are  other  than  your  personal 
experience? 

Judge  Weinfeld.  For  one  thing  personal  experience  is  a  very  im- 
portant factor;  but  we  do  not  have  referees  on  the  committee.  The 
committees  are  appointed  b}^  the  Chief  Justice.  The  Chief  Justice  has 
appointed  the  committees  through  the  years. 

Senator  DeCoxcixi.  Is  there  any  prohibition  from  his  appointing 
a  bankruptcy  judge  on  the  committee? 

Judge  Weixfeld.  No.  Certain  committees  have  lawyers  on  them. 
Certain  committees  have  professors  on  them. 

Let  me  brieffy  return  to  the  Judicial  Center  question,  I  think  that 
probably  the  referees  who  are  here  today  have  participated  in  Center 
programs.  One  of  the  Center's  outstanding  programs  has  been  its 
seminars  for  newly  appointed  referees  I  think  they  are  among  its 
best  performances.  Those  seminars  were  carried  out  without  a  single 
referee  being  a  member  of  the  board  of  trustees. 

Judge  MacBride.  Mr.  Chairman,  I'm  a  member  of  the  Judicial 
Conference.  I'm  also  a  member  of  the  Judicial  Conference  Subcom- 
mittee on  the  Administration  of  the  Criminal  Justice  Act,  a  subcom- 
mittee which  is  taking  on  greater  responsibility  as  more  and  more 
Federal  defenders  are  appointed.  We  have  a  constant  input  from  the 
Federal  defenders.  They  come  to  our  meetings  and  we  call  upon  them. 
We  ask  them  to  be  there  to  present  their  views  on  how  we  can  improve 
the  administration  of  the  S3rstem.  We  don't  have  meetings  unless  we 
have  one  or  more  Federal  defenders  there  to  give  us  their  ideas  on  how 
we  can  upgrade  our  system.  So  there  is  that  constant  input,  from 
those  who  are  in  the  overall  program,  to  assist  the  Judicial  Conference. 
Of  course,  their  recommendations  are  passed  on  to  the  Conference 
and  to  the  committees. 

Senator  DeCoxcixi.  Any  other  comments  on  this  matter? 

Judge  Thompsox.  I  echo  the  feelings  of  the  other  judges  here, 
Senator. 

Senator  DeCoxcixi.  Judge  Pettine? 

Judge  Pettixe.  I  fully  concur.  You  must  also  remember  that  when 
you  talk  to  magistrates  you  are  talking  to  an  arm  of  the  judiciary.  It 
is  very  important  to  us  to  see  that  they  are  the  best  qualified.  We 
would  be  the  last  people  in  the  world  to  allow  their  demands  to  be 
considered  less  than  seriously. 

Judge  Aldisert.  I  chair  a  very  important  committee  of  the  Federal 
Judicial  Center.  It's  a  Prisoners'  Civil  Rights  Committee.  We  have  a 
magistrate  on  the  committee.  We  felt  it  necessary  to  have  a  magistrate 
to  give  us  input,  because  the  magistrates  are  in  the  front  line. 

But  I  would  also  like  to  emphasize  that  I,  too,  am  not  fixed  in 
cement  on  this  question  of  changing  the  composition  of  the  board.  I  am 
simply  suggesting  that  perhaps,  as  a  separate  matter,  the  whole 
Federal  Judicial  Center  might  stand  an  examination.  It  was  created 
as  an  experiment  back  in  1968.  Perhaps  it  would  be  well  if  a  special 
review  of  the  operation  of  the  Center  were  made.  I  think  it  is  especially 
important  at  this  time,  because  we  have  had  judges  as  directors  in  the 


422 

past.  Now  we  have  a  brand  new  director  from  academia,  Professor 
Levin,  an  outstanding  professor  with  a  national  reputation.  I  am  sure 
he  would  be  in  a  position  to  give  you  and  the  committee  the  benefit 
of  his  insight  on  everything. 

Senator  DeConcini.  I  appreciate  that  suggestion. 

Judge  Aldisert,  would  you  like  to  continue? 

Judge  Aldisert.  I  have  said  my  piece.  I  thank  you  for  your 
courtesy. 

Judge  Brown.  I  want  to  thank  you  also.  We  would  like  to  talk  to 
you  about  one  specific  proposal  that  has  come  out  of  the  ad  hoc  com- 
mittee and  has  been  generally  approved  by  the  Judicial  Conference  of 
the  United  States.  It  concerns  what  we  term  the  bankruptcy  admin- 
istrator, which  I  mentioned  only  briefly  in  my  opening  remarks. 

Judge  DeMascio  is  here.  With  your  permission,  I  would  like  to  have 
him  address  you  with  respect  to  the  specifics  of  that  concept.  Let  me 
say,  however,  that  what  we  are  suggesting  in  connection  with  this 
concept  has  impressed  me  because  I've  become  involved  with  the 
problems  of  administration  during  the  7  years  in  which  I  have  been 
the  chief  judge  of  Kansas.  Judge  MacBride  is  the  chief  judge  of  his 
district,  and  Judge  Pettine  is  the  chief  judge  in  his  district,  and  I 
believe  they  would  agree  that  the  burden  is  real.  We  have  developed 
in  our  court  system  what  we  call  circuit  executives,  who  are  the 
administrators  for  the  entire  circuit.  They  assist  the  district  judges. 
They  work  primarily  through  our  clerks.  I  believe  they  are  of  great 
value. 

I  think,  however,  that  someplace  along  the  line — and  I  recommend 
this  be  a  consideration  of  your  committee — the  ultimate  question  must 
eventually  become :  Who  is  going  to  run  the  courts?  If  we  want  an 
expeditious  handling,  and  we  do,  then  how  are  we  going  to  do  it? 
Don't  we  need  a  unified  judicial  operation? 

I  have  reached  the  age,  Mr.  Chairman,  where  I'll  probably  take 
senior  status  one  of  these  days — if  they  find  a  courtroom  I  can  use — but 
future  judges  will  face  that  ultimate  question. 

Senator  DeConcini.  You  can  always  come  to  Arizona,  judge. 

Judge  Brown.  There  are  a  lot  of  worse  places. 

We  do  have  a  problem  of  trustees  in  reorganization  cases,  and  1 
would  mention  that  for  your  consideration. 

It  is  a  problem  that  was  presented  to  us  as  a  committee.  The  lawyers 
are  occasionally  afraid  that  the  district  judges  or  the  referees  will  not 
have  what  they  would  call  a  dispassionate  view  of  the  trustees  they 
may  have  appointed,  or  that  the  judges  of  the  district  court  wouldn't 
think  of  reversing  a  referee,  if  they  thought  he  was  wrong,  because 
they  had  something  to  do  with  appointing  him.  That  problem  is  cut 
out  of  whole  cloth.  I  think  it  has  no  bearing  on  our  real  problems.  I 
would  like  to  have  Judge  DeMascio  explain  the  bankruptcy  adminis- 
trator concept  which  we  have  presented  in  our  report  because  that 
problem,  we  believe,  came  from  whole  cloth.  We  want  to  avoid  the 
appearance  of  evil,  as  well  as  the  evil  itself.  We  don't  agree  there  is 
any  evil,  I  might  add. 

Senator  DeConcini.  Judge  DeMascio? 

Judge  DeMascio.  Mr.  Chairman,  we  certainly  congratulate  you 
and  the  subcommittee  for  recognizing  the  need  to  separate  judicial 
and  nonjudicial  functions  of  the  judicial  officer  handling  bankruptcy 
matters.  We  have  suggested  one  method,  but  that  method,  of  course, 
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is  not  exclusive.  Our  suggestion  is  a  product  of  an  examination  made 
by  the  Commission  on  the  Bankruptcy  Laws  of  the  United  States. 
Our  suggestion  is  made  merely  to  solidify  a  method  upon  which  a 
majority  could  agree  that  its  adoption  separates  the  judicial  and  non- 
judicial functions  of  one  particular  judicial  officer. 

The  Judicial  Conference's  ad  hoc  committee  endorses  that  concept, 
and  we  have  from  the  very  beginning.  There  is,  of  course,  a  disagree- 
ment on  what  is  judicial  and  what  is  administrative.  What  the  ad  hoc 
committee  attempted  to  do  is  to  delineate  all  of  the  administrative 
functions  and  to  place  those  functions  in  the  charge  of  a  bankruptcy 
administrator.  They  can  be  delineated  in  even  finer  detail.  We  would 
even  suggest  that  the  administrative  functions  be  incorporated  in  a, 
delineated  manner  in  the  bill. 

It  would  give  some  uniformity  throughout  the  country  and  further 
assure  the  separation  that  everyone  connected  with  the  bankruptcy 
business  seems  to  desire.  We  think  it  should  be  done. 

There  would  be  only  one  question,  as  I  see  it,  and  that  is  whether 
certain  functions,  such  as  the  allowance  or  the  disallowance  of  claims, 
the  allowance  or  disallowance  of  exemptions,  and  the  granting  or  the 
withholding  of  a  discharge  are  administrative  functions.  There  is 
some  disagreement  on  whether  such  functions  are  indeed  judicial 
or  administrative. 

We  only  set  them  forth  in  the  suggestion  which  the  ad  hoc  committee 
makes  because  in  a  vast  number  of  cases — I  would  venture  to  guess 
96  or  97  percent  of  the  cases — the  granting  of  a  discharge  is  a  routine 
ministerial  function.  When  there  are  no  objections  to  the  discharge, 
the  present  bankruptcy  judge  simply  grants  it  routinely. 

The  ad  hoc  committee's  proposal  uses  the  phrase  "withhold  a  dis- 
charge." We  do  so  to  indicate  that  there  maybe  something  of  a  judicial 
nature  in  that  particular  language.  To  withhold  a  discharge  would 
simply  bring  about  a  demand  for  a  discharge,  filed  by  the  debtor  before 
the  bankruptcy  referee  or  the  bankruptcy  judge  seeking  his  discharge. 

Our  proposal  further  provides  that  anyone  displeased  with  the 
decisions  of  the  bankruptcy  administrator  may  file  a  protest.  A  filed 
protest  is  automatically  referred  to  the  court  for  a  judicial  review. 

The  suggestion  that  we  make,  Mr.  Chairman,  contains  provisions 
that  are  not  in  the  present  bill.  For  example,  our  proposal  permits 
an  administrative  determination  of  many  of  the  matters  that  arise 
in  the  bankruptcy  system.  By  delineating  all  the  administrative 
functions,  we  announce  the  requirement  for  an  administrative  decision 
prior  to  a  judical  review. 

It  has  been  stated  that  to  create  a  bankruptcy  administrator  is  to 
create  another  tier;  but  essentially  it  is  not.  We  do  nothing  more 
than  permit  an  administrative  decision  prior  to  a  judicial  review.  The 
language  indicates,  for  example,  that  the  bankruptcy  administrator 
withholds  a  discharge.  He  does  not  deny  one. 

Furthermore,  we  suggest  that  our  proposal  provides  a  method  for 
auditing  the  accounts  of  each  trustee,  whether  that  trustee  is  one 
selected  from  a  panel  of  trustees,  a  standing  chapter  13  trustee,  or 
one  selected  from  the  private  sector  to  handle  chapter  proceedings. 

Apart  from  that,  Mr.  Chairman,  I  would  only  say  that,  hopefully, 
your  committee  will  delineate  all  administrative  functions  in  such 
a  way  that  there  will  be  uniformity.  We  believe  it  would  be  a  shame  to 
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miss  this  opportunity  to  separate  those  functions.  The  appearance  of 
partiality,  if  not  a  conflict  of  interest,  ought  to  be  eliminated. 
Senator  DeCoxcixi.  Thank  you  very  much. 

Due  to  time  I  feel  like  we  could  go  all  day.  Let  me  address  a  couple 
of  questions.  Staff  has  the  technical  questions  they  would  like  to  a>k 
you  gentlemen  if  you  don't  mind  staying  for  a  few  more  moments. 

This  is  probably  a  minor  thing  in  the  total  perspective  but,  Judge 
Brown,  you  made  reference  to  referring  the  bankruptcy  as  "judges." 
Is  there  any  real  objection  to  whatever  we  end  up  doing  as  to  Article 
III  or  not  Article  III  as  referring  to  them  as  "bankruptcy  judges"  in 
the  law? 

Judge  Browx.  We  would  be  the  last  to  object  to  it.  We  have  called 
them  judges  because  we  have  tried  to  upgrade  them  to  a  point.  We 
don't  want  them  to  criticize  us,  because  we  are  doing  our  best  aNo. 

Senator  DeCoxcixi.  I  understand  that.  That  is  my  feeling  but  I 
wanted  to  get  the  feeling  of  this  panel  here.  It  is  helpful  to  me.  Please 
feel  individually  free  to  speak  up  and  object.  That  is  what  I  am  looking 
for,  Does  anyone  have  a  different  view? 
[No  response.] 

Regarding  the  Article  III  problem  as  you  know  our  bill  does  not 
create  Article  III  judges.  I  have  still  an  open  mind  on  it.  There  are 
arguments  that  we  will  hear  on  the  other  side.  One  argument  that  had 
been  propounded  is  that  if  they  were  Article  III  judges  they  would 
have  jurisdiction  that  would  be  far  expanded  and  could  assist  the 
district  court  judges  when  the  need  in  the  bankruptcy  court  was  not  so 
great. 

How  would  3*011  respond  to  that? 

Judge  Browx.  I  will  speak  to  it  for  a  moment  as  the  ad  hoc  com- 
mittee's chairman.  Very  frankly,  what  we  should  be  talking  about  is 
who  is  going  to  handle  these  bankruptcy  matters.  Are  we  talking 
about  bankruptcy  or  are  we  talking  about  other  kinds  of  things?  If  we 
are  talking  about  judges  to  handle  every  type  of  business  in  a  district 
court — and  you  can  list  that  business  ad  infinitum — that  is  one  thing. 
But,  if  we  are  talking  about  bankruptcies,  which  I  think  we  are,  and 
if  you  want  to  use  Article  III  judges,  then  we  have  a  system  today 
which  has  worked,  in  my  judgment,  extremely  well.  Let  the  President 
appoint  them.  Let  the  Senate  approve  them.  We  will  have  them. 

Yet  those  same  people  may  eventually,  in  order  to  expedite  the 
disposition  of  bankruptcy  cases  that  come  up — if  we  have  an  increase 
in  our  bankruptcies,  which  we  do  not  now  have  because  they  have 
dropped  from  209,000  to  181,000— then  they  may  want  referees  or 
bankruptcy  judges  to  assist  them  in  moving  things  along.  There  has  to 
be  a  channel  to  carry  these  things  forward — to  get  expeditious  move- 
ment— but  the  ultimate  decision  has  to  be  made  by  someone. 

Senator  DeConcini.  Let  me  pose  this.  What  if  you  had  Article  III 
judges  and  special  courts  set  aside  for  bankruptcies?  It's  my  under- 
standing that  in  that  event  that  judge,  similar  to  the  customs  court 
judges,  could  in  fact  act  as  a  district  judge  in  other  matters.  What  if 
you  had  it  provided  in  the  law  that  there  would  be  bankruptcy  judges 
and  in  the  event  that  there  was  excess  work  for  the  district  judges 
they  could  be  assigned  to  handle  specific  judicial  matters  under  the 
jurisdiction  of  the  district  judges;  what  is  your  response? 
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Judge  Brown.  My  response  is  that  that  could  very  well  be  done  if 
these  officers  were  made  special  masters  for  the  judges — not  particu- 
larly Article  III  judges,  but  special  masters — where  they  would  make 
their  findings  and  conclusions,  and  present  them  to  the  district 
judges — the  Article  III  judges.  We  in  turn,  if  we  want  to  use  them,  and 
if  it's  a  jury's  case,  could  very  well  give  that  special  report  as  a  part 
of  the  evidence  for  the  jury  to  consider.  This  is  the  way  it  is  now. 

You  are  a  better  judge,  I'm  sure,  than  I  am  of  the  selection  process 
by  which  you  get  Federal  judges.  I'm  talking  about  appellate  and 
district  judges.  I  think  it  is  a  good  process.  I  think  it  has  worked 
well,  and  I  do  not  like  to  think  of  a  bifurcation  of  our  court  s}rstem 
into  specialized  courts.  I  think  that  there  ought  to  be  a  place  where 
the  public  knows  that  they  can  go  into  the  Federal  district  courts 
today  for  resolution  of  almost  any  type  of  dispute.  I  think  that  is 
good,  and  I  think  it  is  important.  I  think  it  moves  cases  along  faster 
than  anything  else. 

I  guess  I  can  talk  a  long  time  about  it,  but  I  don't  think  it's  neces- 
sary. I  think  you  know  how  deeply  I  feel  about  all  of  this. 

Senator  DeCoxcixi.  Judge  Pettine? 

Judge  Pettixe.  This  entire  question  does  not  come  entirely  as  a 
surprise,  and  I  would  like  to  have  Judge  Aldisert  articulate  what  we 
have  discussed  endlessly  on  this  very  point. 

Senator  DeCoxcixi.  Judge  Aldisert  has  testified,  and  I  would 
welcome  any  further  statement.  Do  you  want  to  defer  to  Judge  Saar? 

Judge  Aldisert.  Yes. 

Judge  Sear.  Senator,  Senator  Tydings,  in  1968,  held  extensive 
hearings  right  here,  and  the  decision  was  then  made  to  establish  a  new 
judicial  officer  for  the  purpose  of  doing  just  what  you  suggest — to  aid 
the  district  judges  in  the  discharging  of  their  duties  and  responsibilities. 
Just  this  year  your  committee  took  still  another  step  toward  accom- 
plishing the  same  thing  by  authorizing  U.S.  magistrates  to  conduct 
trials  of  civil  jury  and  nonjury  cases. 

This  committee  has  also  this  year  recommended,  just  as  the  Con- 
ference had  requested,  the  creation  of  more  thau  140  new  judgeships. 

This  Congress  is  meeting  its  responsibility  to  provide  the  aid 
necessary  for  the  conduct  of  the  court's  business.  It  will,  I  am  sure, 
from  time  to  time,  again  consider  the  creation  of  new  judgeships,  as 
litigation  increases  and  as  the  jurisdiction  of  the  courts  may  be  further 
increased.  By  such  actions  you  have  provided  the  judicial  officers  to 
perform  all  of  these  functions.  To  create  new  and  additional  courts 
is 

Senator  DeCoxcixi.  Let  me  pursue  that.  The  Senate  has  passed  the 
judgeship  bill,  but  it  has  yet  to  come  out  of  the  House.  It  may  come 
out  with  fewer  judges.  Let's  assume  that  that  does  occur,  or  let's  say 
no  omnibus  judge  bill  comes  out.  Let's  say  the  bankruptcy  bill  has  a 
better  chance.  I'm  not  sure  that  it  does,  but  let's  assume  that.  Would 
that  alter  your  thinking? 

Judge  Sear.  No,  sir,  it  would  not  because  we  still  have  U.S.  magis- 
trates who  function  and  who  can  perform  those  duties  when  the}r  are 
needed.  It  is  inconceivable  to  me  what  there  will  not  eventually  be 
some  judges  where  they  are  in  fact  needed.  But,  Senator,  are  we  then 
to  make  special  courts  in  admiralty,  special  patent  courts,  special 
antitrust  courts?  Are  we  then  to  have  a  proliferation  of  specialized 
courts?  I  assure  you,  Senator,  that  patent  litigation  is  far  more  spe- 
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cialized  and  far  more  technical  than  anything  that  I  could  ever  have 
imagined.  It  was  not  until  I  tried  one  involving  complex  chemical 
formulas,  with  lawyers  who  were  in  fact  engineers,  that  I  discovered 
the  highly  skilled  and  highly  specialized  nature  of  that  area  of  the 
law. 

But  we  do  it,  and  we  do  it  well. 

There  is  no  more  reason  for  the  creation  of  a  separate  court  for 
bankruptcy  than  there  is  for  a  separate  court  in  admiralty,  which 
encompasses  a  truly  historic  specialty. 

Senator  DeConcini.  The  point  is  well  taken. 

Judge  King? 

Judge  King.  I  would  like  to  comment  upon  what  Judge  Sear  said 
about  the  fragmentation  of  district  courts.  That  is  an  argument  that 
could  be  made  with  equal  vigor  in  the  field  of  antitrust  or  any  number 
of  other  fields.  The  suggestion  has  been  made  to  this  committee — I 
think  through  memos  and  other  materials — that,  because  the  bank- 
ruptcy courts  deal  with  millions  of  dollars,  that  element  alone  distin- 
guishes it  from  admiralty  or  from  antitrust. 

Yet  that  argument  can  be  made  with  validity  concerning  class 
action  security  cases,  where,  in  a  single  case  the  amount  will  be  larger 
than  the  combined  total  of  man}?-  bankruptcies.  We  have  many  differ- 
ent kinds  of  litigation  in  the  district  courts  that  are  extremely  impor- 
tant. We  have  civil  rights  litigation.  We  have  the  class  actions.  We 
have  the  patent  and  the  antitrust  cases.  All  of  these  cases  can  be 
cited  in  support  of  the  same  arguments.  You  can  make  the  same  argu- 
ment with  any  of  these.  We  think  it  would  be  ill  advised  to  permit 
that  argument  to  prevail.  The  modern  trend  in  the  efficient  adminis- 
tration of  courts  is  moving  one  way,  and  that  is  to  a  single  court. 

Senator  DeConcini.  Thank  you.  I  appreciate  that  eloquent,  de- 
tailed position.  It  is  very  clear.  I  would  like  to  have  Mr.  Feidler 
address  a  couple  of  technical  questions.  One  relates  to  one  of  the  sec- 
tions that  you  brought  up,  Judge  Brown. 

Mr.  Feidler.  Judge  Aldisert,  exactly  how  would  the  flexibility  you 
mentioned  be  achieved  by  giving  the  district  court  the  power  to  make 
the  rules  governing  plenary  jurisdiction.  I'm  talking  about  section 
1334. 

Judge  Aldisert.  I'm  actually  saying  this.  When  we  are  starting 
out  with  existing  personnel,  there  are  the  realities  that  those  who  bear 
the  title  of  bankruptcy  judge  today  may  not  be  in  a  position  to  handle 
more  sophisticated  cases.  In  that  way  the  district  judges  could  by 
rule  decide  that  they  would  handle  that  sort  of  case  themselves.  The 
flexibility  would  come  about  by  facing  the  question  of  personnel  who 
have  varying  abilities  and  the  matter  works  itself  out. 

Mr.  Feidler.  If  the  requirement  of  a  rule  or  order  of  the  district 
court  were  deleted  would  this  section  still  pass  constitutional  muster? 

Judge  Aldisert.  It  would.  There  is  no  question  in  my  mind. 
Mr.  Feidler.  Do  you  think  that  the  jurisdiction  rules  should  be 
determined  by  the  district  court  on  a  district-by-district  basis  or  do 
you  think  there  should  be  more  uniformity  by  having  this  done  on  a 
circuit  basis  or  by  the  Judicial  Conference,  or  do  you  think  it  should 
be  done  district-by-district? 

Judge  Aldisert.  It  is  my  experience,  Mr.  Feidler,  that  it  would 
probably  be  better  districts-district.  I  notice  that — even  in  my  own 
circuit,  which  is  operating  under  uniform  rules  of  civil  procedure — the 
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individual  districts  have  individual  rules,  and  I  believe  it  should  be  on 
a  district  court  level  rather  than  a  circuit  level. 

Mr.  Feidler.  One  of  the  questions  I  think  that  is  basic  to  our 
hearings  is  how  you  perceive  the  future  role  of  bankruptcy  judges 
under  the  new  bill.  If  the  bill  were  enacted  along  the  lines  that  you 
recommended  with  the  administrator  and  with  the  jurisdictional  pro- 
visions as  they  are,  how  many  bankruptcy  judges  will  be  needed  and 
what  function  do  you  see  them  performing?  Do  you  think  their  num- 
bers will  be  greatly  decreased  or  that  magistrates  will  fill  the  vacuum? 
Do  you  feel  the  district  courts  will  assume  a  greater  role? 

Judge  Aldisert.  I  will  ask  Mr.  Spaniol  from  the  Administrative 
Office  to  give  the  statistics.  Would  you  care  to  comment? 

Mr.  Spaniol.  Certainly. 

Judge  Aldisert.  Mr.  Spaniol  is  the  Deputy  Director  of  the  Admin- 
istrative Office  of  the  U.S.  Courts. 

Senator  DeConcini.  We  welcome  you. 

Mr.  Spaniol.  I  appreciate  the  opportunity  to  address  this  question, 
without  actually  answering  it.  There  can  be  no  answer  to  it,  becaues 
a  meaningful  answer  will  require  a  good  deal  of  study  and  experience. 
It  is  quite  apparent  that  under  any  system,  if  3^ou  separate  the  judicial 
and  the  administrative  functions,  and  take  away  certain  duties  and 
responsibilities,  now  being  performed  by  a  referee  in  bankruptcy  or  a 
bankruptcy  judge,  and  place  them  in  a  new  officer,  then  you  may  need 
fewer  referees.  How  many  will  depend  largeh'  upon  the  experience  and 
the  factor  of  how  many  duties  go  over  to  the  new  officer. 

On  the  other  hand,  under  the  bill  there  would  be  an  increase  in  the 
judicial  duties  of  referees  under  1334(b).  So  you  would  have  to  add 
back  into  your  evaluation  the  increased  responsibility  imposed  by  that 
section  of  the  biD.  I  would  think  that,  overall,  there  would  probably 
be  a  decrease  in  the  number  of  positions;  but  onty  experience  will 
answer  the  question  accurately. 

Senator  DeConcini.  Judge  Sear? 

Judge  Sear.  Mr.  Feidler,  one  of  the  interesting  things  in  the  House 
bill  was  that  very  concept,  because  no  one  has  really  made  a  study  to 
determine  how  many  Article  III  judges  or  how  many  bankruptcy 
judges  will  be  needed  in  order  to  implement  a  new  act. 

As  a  matter  of  fact,  there  is  a  provision  in  the  House  bill  that 
requires  that  the  Administrative  Office  study  that  very  subject  for  a 
period  of  5  years  to  make  that  determination. 

It  seems  to  me  premature  to  talk  about  creation  and  establishment 
of  a  new  court,  when  we  don't  even  know  how  many  people  will  be 
required  to  man  it. 

I  think  your  question  is  well  put.  Nobody,  unfortunately,  knows 
the  answer  because  the  concept  is  so  new.  Nobody  has  had  the  oppor- 
tunity to  carefully  evaluate  it.  Here  we  are  creating  a  court,  and  then 
we're  going  to  determine  second  how  many  people  we  need  and  how 
much  it's  going  to  cost  to  implement  it. 

Judge  Brown.  May  I  make  a  suggestion  to  you? 

Out  of  181,000  cases  there  are  103,000  which  are  "no  asset  cases". 
If  fewer  people  are  needed  as  we  work  this  out  and  as  the  studies  are 
made — that  is  fewer  referees  or  fewer  of  any  other  officer — then  it 
will  come  in  the  normal  attrition  of  life — and  I'm  well  aware  of  that 
at  my  age  right  now — but  that  will  occur  without  hurting  any  referee 
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or  bankruptcy  judge.  As  each  retires,  if  he  is  not  needed,  then  there  is 
no  need  to  replace  him. 

I  do  not  believe  that  this  committee  would  want  to  summarily 
dismiss  people  whom  we  have  appointed  who  have  done  such  a  fine  job 
for  the  district  courts.  I'm  sure  this  can  be  worked  out  and  would  be 
worked  out.  I  think  however,  that  we  are  now  trying  to  foresee  some- 
thing which  I  do  not  think  is  predictable  from  the  overall  picture  o  f 
how  the  courts  operate. 

With  one  little  step,  which  I  have  suggested  before  and  I  suggest  it 
again,  we  can  avoid  all  of  that.  If  you  kept  the  referee  or  bankruptcy 
judge,  and  if  he  was  there  and  this  kind  of  work  was  done,  then  he 
wouldn't  need  to  be  an  Article  III  judge  for  us  to  keep  him  busy. 
We  can  make  him  a  special  master  in  many  cases.  That's  a  very 
desirable  thing  when  the  long  cases  arise. 

We  do  not  want  them  hurt.  We  just  want  them  used  as  efficiently 
as  possible.  That's  what  we  are  talking  about.  That's  what  can  be 
done.  You  can  still  have  one  court  with  one  judicial  body  and  those 
people  who  help  it. 

Mr.  Feidler.  We  received  many  comments  concerning  the  issue  of 
consolidated  clerks'  offices.  Most  of  these  comments  have  indicated 
that  it's  the  bankruptcy  court  and  the  litigants  before  that  court  who 
seem  to  suffer  the  most  in  a  consolidated  court. 

Will  some  panel  member  address  that? 

Judge  Brown.  I  can,  because  we  have  a  consolidated  court  in  my 
district.  I  will  admit  there  is  a  great  deal  of  controversy  about  it. 

I  might  add  that  Judge  MacBride's  court  is  not  like  that.  They  keep 
it  separate.  I  might  also  add  that  the  Chicago  courts  and  the  courts  in 
one  of  the  big  districts  down  in  Houston  have  a  consolidated  clerks 
office. 

They  are  the  recordkeeping  part  of  the  courts.  They  keep  the 
records.  If  we  appropriately  provide  the  referees  with  the  staff  people 
that  they  need  to  carry  on  their  business,  then  I  do  not  think  we  would 
have  this  problem  of  whether  or  not  they  have  a  lot  of  people  to  super- 
vise. 

Again,  we  are  taking  competent,  highly  trained  lawyers,  and 
utilizing  them  for  work  in  which  they  can  make  a  greater  contri- 
bution than  if  they  are  tied  down  with  this  ministerial  or  administra- 
tive detail.  This  was  why  we  requested  circuit  executives  and  why  you 
authorized  them.  This  is  the  whole  thing  that  I'm  talking  about.  I 
don't  know  what  the  concept  is  that  you  are  working  on,  but  I  think  if 
one  district  wants  it  and  can  use  it,  then  I  think  it  would  be  wise  to  let 
them  do  it.  If  another  district  does  not  want  it,  and  doesn't  use  it, 
then  I  think  that's  fine.  It  depends  on  where  they  are  and  how  spread 
out  they  are. 

It  depends  a  lot  on  how  much  you  want  your  district  courts  in  the 
districts  that  you  have  created  to  have  some  autonomy  to  operate. 

Senator  DeConcini.  Judge  MacBride? 

Judge  MacBride.  We  do  have  a  separate  bankruptcy  court  and 
clerk,  of  course,  and  it's  a  very  efficient  operation.  We  have  a  com- 
pletely separate  bankruptcy  office.  The  managers  there  file  initially 
with  the  clerk  of  the  court  and  they  are  referred  to  the  bankruptcy 
clerk's  office.  The  whole  thing  is  handled  there.  They  have  all  of  their 
files  and  all  of  their  recordkeeping.  As  soon  as  a  case  is  completed, 
it  comes  back  to  the  district  clerk's  office  and  is  closed. 
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I  have  espoused  the  idea  of  a  separate  clerk. 

Moreover,  with  this  proposal  that  we  put  before  you  today  of 
having  the  bankruptcy  administrator,  1  think  the  two  go  hand  in 
hand,  the  idea  of  having-  a  bankruptcy  clerk  along  with  the  adminis- 
trator. I'm  sure  that  Judge  DeMascio  can  speak  more  to  that.  But 
these  things  go  hand  in  hand. 

Judge  Brown.  I  might  add  one  other  thing.  We're  going  to  have 
computerized  proceedings  or  court  records  one  of  these  days.  I  can  see 
it  coming.  It  saves  time  and  so  forth. 

So,  when  we  are  talking  about  whether  we  separate  or  what  we  do 
about  them,  1  think  that's  another  factor. 

Judge  DeMascio.  1  might  say  this,  Mr.  Chairman,  about  that. 
There  is  a  misconception  of  what  a  consolidated  office  means.  Let  me 
tell  you  what  it  means  in  eastern  Michigan.  It  simply  means  that  we 
have  a  bankruptcy  clerk  who  is  epiite  proficient  and  quite  expert. 
He  has  been  there  18  or  19  }rears.  When  they  consolidated  they  merely 
made  him  a  chief  deputy  clerk,  and  he  still  does  the  same  thing,  but  in 
one  huge  office  rather  than  in  two  offices  with  a  partition.  There  is  now 
■centralized  filing  and  centralized  docketing  and  everything  else.  So  it 
means  that. 

But  I  wonder  about  this.  Mr.  Feidler,  I  wonder  what  there  is  to 
the  consolidated  office  in  the  proposal  that  we  submit.  You  raised 
that  question  in  conjunction  with  the  bankruptcy  administrator.  I 
suggest  to  you  that  if  this  committee  should  adopt  that  bankruptcy 
administrator  suggestion  that  the  committee  makes,  then  there  would 
be  little  left.  Everything  would  go  through  the  administrator.  It  seems 
to  me  that  the  idea  of  a  consolidated  office  would  go  by  the  wayside 
because  the  bankruptcy  administrator  would  be  in  charge  of  all  of  the 
administrative  functions  of  the  courts'  bankruptcy  business.  So,  I  do 
not  see  that  as  a  problem  anymore. 

Judge  Brown.  You  can  get  from  the  Administrative  Office  a  quick 
survey  we  made  of  the  number  of  districts  that  have  consolidated 
offices.  I  would  suggest  to  you,  Mr.  Feidler,  that  3rou  look  at  that 
survey  for  the  benefit  of  the  committee  and  then  you  can  make  up 
your  mind  what  you  think  about,  it.  We  will  be  glad  to  give  you  any 
help  that  we  might  be  able  to  give.  Our  views  would  be  somewhat  dif- 
ferent. We  didn't  come  to  discuss  clerks'  offices,  but  we  came  to  discuss 
bankruptcy,  and  the  overall  picture,  of  course,  will  be  the  operation 
of  the  court.  It's  hard  to  eliminate  one  phase  from  the  other. 

Mr.  Feidler.  You  mentioned  adequate  personnel  for  the  bankruptcy 
courts.  Do  you  think  a  separate  law  clerk  or  clerk  of  court  or  reporter 
is  needed  for  those  courts? 

Judge  Brown.  I  do  not  think  they  need  a  law  clerk.  That  is  why 
they  were  appointed  in  the  first  place,  because  of  their  competence  to 
do  this.  The  district  judges  thought  they  would  have  the  benefit  of 
that  competence,  just  like  they  did  when  they  had  a  good  lawyer 
appear  before  them,  except  it  would  be  better  because  they  do  this 
work  all  the  time. 

There  are  some  bankruptcy  judges  who  want  law  clerks.  They  are 
busy,  and  they  would  like  to  have  one. 

But  what  I'm  thinking  about,  primarily,  is  a  courtroom  deputy. 
They,  of  course,  need  their  secretaries.  They  need  to  have  the  support- 
ing personnel  which  lets  them  carry  on  their  work. 
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That  can  be  done  through  either  a  consolidated  office  or  the  other 
kind  of  office. 

Again,  I  get  back  to  the  problem  of  who  is  going  to  run  the  courts. 
There  is  no  way  to  duck  that.  I  hand  it  to  you  with  my  prayers. 

Let  me  say  one  other  thing.  I  have  a  little  sign  that  1  keep  on  my 
desk.  It  is  a  prayer.  It  saj^s,  "God  grant  me  the  serenity  to  accept  the 
things  that  1  cannot  change  and  the  courage  to  change  the  things  I 
can  and  the  wisdom  to  know  the  difference." 

I  wish  you  all  success  in  the  wisdom  to  know  the  difference.  I  hope 
we  have  it  too. 

Judge  Aldisert.  With  that  prayer  we're  still  here  to  answer 
questions. 

Senator  DeConcini.  Anybody  that  has  to  leave  please  don't  let 
us  keep  you  here  too  long.  Would  the  panel  be  amenable  to  submitting 
answers  to  any  written  questions  the  committee  may  have? 

Judge  Brown.  We  would  be  happy  to  do  it,  because  we  actually 
talk  off  the  cuff  now.  It's  nice  to  be  precise. 

Senator  DeConcini.  Let  me  ask  Mr.  Dixon  representing  the  minor- 
ity and  Senator  W7allop  if  they  have  questions. 

Mr.  Dixon.  Senator,  I  might  take  this  opportunity  to  ask  one 
question.  I  address  this  to  Judge  Aldisert.  You  mentioned  briefly  in 
your  opening  statement  your  experience  with  Article  I  courts. 

Do  you  think  that  an  Article  I  court  with  the  jurisdiction  that  we 
contemplate  both  in  II. R.  8200  and  the  S.  226G  would  be  constitutional 
as  a  specialized  bankruptcy  court? 

Judge  Aldisert.  Yes.  There  is  no  problem. 

Mr.  Dixon.  Judge  King? 

Judge  King.  A  few  weeks  ago  I  sat  as  a  judge  in  the  Canal  Zone, 
which  has  an  article  I  court.  I  heard  a  murder  trial,  granted  32  divorces, 
and  heard  a  number  of  probate  matters  and  so  on.  This  goes  back  to 
the  appellate  matter  that  you  were  talking  about  earlier. 

There  seems  to  me  to  be  no  reason  why  the  same  theory  of  the 
territorial  court  would  not  work  very  effectively  in  this  field  if  that 
were  to  be  the  decision. 

Mr.  Dixon.  Thank  you. 

Mr.  Feidler.  Judge  DeMascio,  the  bankruptcy  administrator  you 
propose  would  be  appointed  for  a  term  of  five  years  by  the  Judicial 
Council.  Would  it  be  more  appropriate  if  he  were  appointed  by  the 
bankruptcy  court? 

Judge  DeMascio.  If  you  want  the  total  separation  between  the 
appointing  power  and  the  actual  performance  of  the  duties,  then  I 
think  leaving  it  with  the  Judicial  Council  takes  it  a  step  away. 

For  example,  in  chapter  X  proceedings,  if  that  goes  through  the 
district  judge,  then  he  might  appoint  a  trustee  or  ask  him  to  select 
from  the  panel  as  the  program  appears.  But  I  think  it  is  better  to 
leave  it  with  the  Judicial  Council  so  that  there  is  that  further 
separation. 

Judge  Brown.  I  might  add  that  that  has  been  done  by  the  10th 
circuit  in  its  provisions  to  judges  who  handle  reorganization — district 
judges  who  handle  reorganization.  It  was  done  in  a  case  out  in  Colo- 
rado which  involved  the  King  resources  matters.  The  circuit  court 
found  that  the  judge  who  handled  the  reorganization  did  not  handle 
the  litigation,  but  that  another  judge  in  the  district  courts  would  hear 
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that  rather  than  the  reorganization  judge  who  was  there.  So,  wo 
follow  that  concept  of  the  separation  now,  without  any  legislation, 
because  the  courts  have  ruled  accordingly.  Does  that  answer  your 
question? 

Mr.  Feidler.  Yes,  thank  you. 

In  reviewing  the  conference  proposal  we  were  struck  by  the  fact 
that  there  seems  to  exist  the  same  potential  for  conflict  of  interests 
when  the  administrator  appoints  the  trustee  as  when  the  bankruptcy 
judge  appoints  the  trustee.  Will  you  speak  to  that  issue? 

Mr.  DeMascio.  I  do  not  see  the  same  appearance  of  partiality  or 
conflict.  First  of  all,  I  don't  believe  there  is  a  conflict  even  in  the 
present  system.  I  don't  believe  that  the  present  bankruptcy  judges 
would  treat  a  trustee  that  they  might  appoint  any  differently  than 
they  would  a  stranger. 

But  the  point  is  that  when  the  bankruptcy  administrator  appoints 
from  a  panel,  the  bankruptcy  administrator  does  not  appear  before 
the  court.  It  is  the  trustee  who  appears,  and  since  the  bankruptcy 
judge  had  nothing  to  do  with  appointing  that  particular  trustee,  there 
can  be  no  appearance  of  partiality  or  any  conflict.  So  there  is  quite  a 
difference  between  the  bankruptcy  administrator  making  the  selection 
and  the  bankruptcy  judge  doing  it. 

They  are  just  not  the  same  thing.  For  example,  if  he  selects  the 
chapter  XIII  trustee,  we  make  the  suggestion  that  he  be  given  the 
power  and  authority  to  audit  the  trustees.  It  gives  him  the  power 
and  authority  to  audit  all  of  the  accounts  of  the  trustees  whether  it's 
a  rehabilitation  chapter  or  a  chapter  XIII. 

But  whatever  comes  out  of  that  still  goes  to  a  third  person,  namely 
the  bankruptcy  judge,  for  any  determination  that  might  be  made. 
So,  I  do  not  see  that  there  is  any  similarity,  Mr.  Feidler.  I  think  it 
separates  it  entirely. 

Mr.  Feidler.  Do  you  have  a  cost  estimate  for  the  administrator 
system  that  you  are  proposing? 

Judge  DeMascio.  No,  sir,  I  do  not.  I  do  believe  that  it  is  the  cheap- 
est way  to  do  it.  I  don't  think  there  is  any  better  way  to  separate 
those  functions  without  more  expense  which  the  bankruptcy  admin- 
istrator might  entail. 

Judge  Brown.  I  could  give  you  the  cost  of  operating  in  the  field 
in  the  District  of  Kansas,  for  instance,  in  handling  asset  cases  with 
trustees  now  and  in  handling  no-asset-cases.  In  no-asset-cases  trustees 
are  appointed  and  they  are  paid  $10.  So  we  have  one  trustee  for  about 
50  cases.  He  conducts  an  examination  before  the  referee. 

Then  when  it  is  concluded  and  the  stamp  of  discharge  is  put  on, 
then  that  comes  up. 

The  other  case,  from  Oct.  1,  1976  to  Sept.  30,  1977,  with  trustees 
and  with  trustees'  attorneys  at  our  Wichita,  Kans.,  station,  the  total 
cost  of  all  of  those  was  $192,673.  That  is  asset  cases. 

In  Topeka,  Kans.,  station  there  was  $35,613.  In  Kansas  City  for 
the  asset  cases — these  are  not  chapter  XIII  cases  now — but  there  is 
$36,176.  That  is  in  Kansas  City.  But  you  ought  to  get  a  total  figure 
overall.  You  have  that  in  the  Administrative  Office.  They  can  get  it 
for  you  and  give  you  the  cost  estimates.  Then  you  can  project  what- 
ever you  need. 

Judge  Aldisert.  Mr.  Chairman,  I  think  Mr.  Feidler  has  asked  a 
very  important  question  and  we  regret  that  we  do  not  have  that 
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information  at  this  time.  We  would  ask  your  permission  to  prepare- 
a  supplemental  statement  and  work  up  these  figures  you  are  talking 
about — the  cost  of  the  proposed  administrator;  is  that  right? 

Mr.  Feidler.  Yes. 

Judge  Aldisert.   With  your  permission  we  would  be  happy   to 
supply  that. 

Senator  DeCoxcini.  That's  fine.  We  will  insert  it  in  the  record 
at  this  point. 

[Material  to  be  supplied  follows:] 

January  23,  1978. 
Mr.  Robert  Feidler, 

Counsel,  Subcommittee  on  Improvements  in  Judicial  Machinery,  Dirksen  Spn-ate 

Office  Building,  Washington,  B.C. 

Dear  Bob  :  Enclosed  is  the  cost  estimate  material  which  you  requested  during 

hearings  on  November  28,  accompanied  by  a  transmittal  letter  addressed  to 

Senator  DeConcini  from  Mr.  Foley.  Because  the  second  paragraph  of  Mr.  Foley's 

transmittal  letter  discusses  a  factor  which  will  have  a  direct  bearing  upon  the 

overall  cost  of  the  proposed  new  bankruptcy  court  structure,  I  would  like  to 

ask  that  that  transmittal  letter  be  included  in  the  Hearing  Record  with  the  cost 

estimate.  Should  this  request  present  any  problems,  please  call  me. 

Sincerely, 


Enclosures. 


William  James  Weller, 
Legislative  Liaison  0; 

January  23,  1978. 


Hon.  Dennis  DeConcini, 

Chairman,  Snbeomwiittee  on  Improvements  in  Judicial  Machinery,  Dirksen  Sen- 
ate Office  Building,  Washington,  B.C. 

Dear  Senator  DeConcini:  During  your  Subcommittee's  Hearing  of  S.  2266 
on  November  28,  Mr.  Feidler  requested  a  "cost  estimate''  for  the  bankruptcy 
administrator  system  proposed  by  the  Judicial  Conference's  Ad  Hoc  Committee 
on  Bankruptcy  Legislation.  Judge  Aldisert  therefore  requested,  and  received. 
your  approval  for  preparation  of  the  enclosed  document  by  the  Administrative 
Office,  to  be  transmitted  for  inclusion  in  the  Hearings  Record  before  the  end  of 
January. 

As  noted  at  page  2,  the  enclosed  cost  estimate  is  premised  upon  an  assumed: 
total  of  164  administrator  positions,  an  equal  number  of  secretarial  positions, 
and  the  transfer  of  supporting  clerical  personnel  now  serving  referees  in  bank- 
ruptcy to  the  administrators'  offices.  Therefore,  the  '-total-first-year"  and  "annual 
recurring"  costs  figures  presented  in  the  summary  at  page  4  represent  probable 
increases  in  the  costs  of  the  existing  referee  system.  For  that  reason  we  should 
note  the  very  strong  possibility  that  there  may  be  some  offsetting  reduction  in 
cost  which  cannot  now  be  accurately  predicted.  Quite  obviously,  if  the  judicial 
and  administrative  functions  are  separated,  with  duties  now  being  performed 
by  referees  in  bankruptcy  being  transferred  to  the  administrator,  there  may  be 
a  need  for  fewer  referees,  or  bankruptcy  judges,  under  the  new  structure.  Still' 
with  the  increase  in  judicial  duties  contemplated  under  section  1334(b),  an 
evaluation  of  the  extent  to  which  the  number  of  bankruptcy  judges  may  be 
reduced  will  not  be  possible  until  some  experience  has  been  had  with  the  new 
structure. 

If  further  information  is  required  concerning  this  material,  please  have  a' 
member  of  your  staff  notify  me. 
Sincerely, 

William  E.  Foley,  Birector. 

Enclosure. 

Budgetary  Requirements  Relating  to  the  Establishment  of  the  Office  of 
Bankruptcy  Administrator  Pursuant  to  the  Proposed  Amendment  of  S.  2266 

It  is  contemplated  that  the  bankruptcy  administrator,  under  section  209  of 
Title  II  of  S.  2266,  will  perform  the  following  functions : 

1.  Establish  and  maintain  panels  of  private  trustees. 

2.  Select  the  trustees  for  each  case  under  Chapter  7. 

3.  Supervise  the  trustees. 
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4.  Conduct  first  meetings  of  creditors. 

5.  Allow  or  disallow  claims. 

6.  Determine  priority  of  claims. 

7.  Grant  or  withhold  discharges. 

8.  Allow  or  disallow  exemptions. 

0.  Supervise  the  deposit  and  investment  of  estate  funds. 

10.  Audit  or  cause  accounts  of  trustees  to  be  audited. 

11.  Provide  notice  to  parties  in  interest  of  disallowance  of  claims,  claimed 
exemptions  or  discharges  withheld. 

12.  Perform  other  duties  prescribed  by  regulation  of  the  Judicial  Conference, 
e.g..  surveillance  over  depository  bonds. 

Various  portions  of  these  functions  will  be  performed  by  clerical  personnel, 
subject  to  the  general  supervision  of  the  bankruptcy  administrator. 

There  are  presently  214  full-time  and  24  part-time  bankruptcy  judges  located 
and  holding  court  in  151  headquarters'  offices  and  276  divisional  offices.  This 
estimate  is  based  on  an  assumed  total  of  164  bankruptcy  administrators:  17  . 
the  highest  grade  level,  133  at  the  middle  grade  level,  and  14  at  the  lowest  grade 
level. 

In  determining  both  the  number  of  bankruptcy  administrators  required,  as 
well  as  appropriate  levels  of  compensation,  consideration  lias  been  given  to 
the  following  factors  : 

1.  The  total  volume  of  bankruptcy  petitions  filed  annually  in  each  judicial 
district. 

2.  The  effect  on  the  requirements  of  those  judicial  districts  in  which  a  large 
part  of  the  total  volume  of  filings  are  wage  earner  petitions. 

3.  The  general  character  of  cases,  in  terms  of  the  relationship  of  business- 
related  cases  to  the  total  volume  of  cases. 

4.  The  number  of  present  headquarters'  offices  and  designated  places  for  hold- 
ing bankruptcy  court  as  indicative  of  the  number  of  locations  at  which  bank- 
ruptcy administrators  will  be  headquartered  and  hold  first  meetings  of  creditors. 

5.  The  number  of  adversary  proceedings  concluded  by  bankruptcy  judges,  the 
number  of  such  proceedings  involving  objections  to  the  bankrupt's  discharge, 
the  number  of  contested  matters  concluded  in  each  district,  and  those  specifi- 
cally dealing  with  objections  to  claims  and  exemptions.  Each  of  these  relate  to 
specific  responsibilities  assigned  to  bankruptcy  administrators. 

The  number  of  bankruptcy  administrators  and  secretarial  positions  required 
are  in  addition  to  personnel  currently  authorized  for  referees  in  bankruptcy, 
who  presumably  will  be  transferred  to  the  bankruptcy  administrators.  It  is  con- 
templated that  the  services  normally  performed  by  courtroom  deputies  also  will 
be  performed  by  personnel  currently  authorized  for  the  referees.  It  is  not  pos- 
sible to  estimate  at  this  time  what  additional  personnel  may  be  necessary  in 
some  offices  with  respect  to  supervision  of  Chapter  XIII  trustees'  operations  or 
for  supervision  of  the  investment  of  estate  funds. 

Travel  costs  have  been  calculated  at  the  rate  of  $2,000  per  administrator.  It  is 
estimated,  generally,  that  75  percent  of  the  present  travel  costs  of  bankruptcy 
judges  can  be  attributed  to  the  conduct  of  first  meetings  of  creditors.  However, 
both  bankruptcy  administrators  and  bankruptcy  judges  will  continue  to  travel 
to  all  divisional  places  of  holding  court.  The  bankruptcy  administrators  will 
hold  the  first  meetings  and  the  bankruptcy  judges  will  travel  for  purposes  of 
interim  and  final  meetings  and  for  hearings  on  adversary  proceedings  and  con- 
tested matters.  Consequenly.  there  will  be  some  savings  on  the  present  level  of 
travel  of  bankruptcy  judges,  but  this  will  be  reduced  to  the  extent  that  the  bank- 
ruptcy judges  will  no  longer  be  able  to  combine  first  meetings  with  other  meet- 
ings or  trials. 

The  cost  of  communications,  including  long  distance  telephone  and  postage. 
has  been  calculated  at  an  average  rate  of  $850  per  position.  This  unit  cost  con- 
templates an  increase  of  220.000  mailings  per  year  for  the  notification  of  inter- 
ested parties  of  disallowance  of  claims,  extensions  and  withheld  discharges,  and 
adverse  determinations  of  priority  claims.  An  additional  $75,000  was  included  to 
cover  increased  postage  fees  resulting  from  the  increased  jurisdiction  over 
plenary  actions. 

Printing,  other  services,  and  supplies  and  materials  have  been  estimated  at  an 
average  cost  of  $750  per  position.  Office  equipment  is  estimated  at  $1,600  for  each 
bankruptcy  administrator's  office  as  a  nonrecurring  expenditure  for  the  first  year 
only. 
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Nonrecurring  first  year  costs  for  purchasing  furniture  and  furnishings  have 
been  calculated  at  the  rate  of  $6,000  for  the  office  of  the  bankruptcy  administrator 
and  his  secretary.  Office  space  and  facilities  have  been  calculated  at  the  rate  of 
750  square  feet,  @  $8.12  per  foot,  for  each  bankruptcy  administrator  and  his 
secretary.  This  will  also  provide  sufficient  space  for  metings  and  conferences  held 
by  the  administrator. 

COST  SUMMARY 

Number        Compensation 

Personnel  compensation  and  grade: 
Bankruptcy  administrators: 

JSP-1'6 17  $721,  191 

JSP-15                                      _     133  4,810,743 

JSP-14 14  430,  500 

Secretaries: 

JSP-8       17  232,254 

JSP-7                                                                                                                   .  133  1,640,688 

JSP-6                                                          .      14  155,414 


Total  permanent  positions 328  7,991,000 

Less  anticipated  lapses  (2  percent) —161,  000 

Net  personnel  compensation 7,  830,  000 

Personnel  benefits 783,  COO 

Travel 328,000 

Communications  and  postage 354,000 

Printing 66,000 

Other  services 49,000 

Supplies  and  materials 131,  000 

Office  equipment J  262,000 

Furniture  and  furnishings: 

1st  year i  984,  000 

Recurring  years 98,  000 

Space  and  facilities 1,000,000 

Total,  lst-yearcost 11,787,000 

Annual  .ecuiring  cost 10,  639,  000 

i  Nonrecurring. 

Mr.  Feidler.  I  have  a  final  question  and  will  address  it  to  Judge 
Brown. 

What  would  you  estimate  is  the  average  time  expenditure  of  a 
district  court  judges,  at  present,  in  bankruptcy  oversight  and  trial 
jurisdiction  and  the  time  spent  on  bankruptcy  matters? 

Judge  Brown.  Are  you  talking  about  asset  or  nonasset  cases?  Are 
you  talking  about  reorganization  cases  or  the  other?  If  they  are  re- 
organization cases,  the  participation  of  the  district  judge  in  our  dis- 
trict is  probably  60  to  75  percent. 

If  you  are  talking  about  a  nonasset  case,  then  that  is  done  by  the 
clerk's  office.  If  there  are  no  claims  filed,  and  no  objections  filed,  then 
the  stamp  is  put  on,  and  the  discharge  is  given,  and  the  file  is  closed. 

Senator  DeConcini.  It's  a  good  question.  Do  you  have  any  esti- 
mate as  to  how  much  time  you  spend  on  bankruptcy  cases  of  your 
total  time  as  a  district  judge?  Can  you  estimate? 

Judge  Sear.  It's  difficult  to  estimate  because  you  can't  break 
down  your  time  on  how  much  you  spend  on  criminal  and  how  much 
on  civil. 

Senator  DeConcini.  If  someone  asks  you  how  much  time  is 
criminal  couldn't  you  come  to  some  large  amount  of  60  or  70  percent? 

Judge  Sear.  It  would  just  be  a  guess  off  the  top  of  my  head,  and 
it  would  not  be  a  very  educated  guess. 

Senator  DeConcini.  I  value  your  judgments  on  guesstimates.  It 
would  help  me  to  get  an  idea  of  how  you  feel  about  the  weight  of  the 
bankruptcy  litigation. 
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Judge  Sear.  It  has  not  been  such  that  I  have  found  it  burden- 
some. I  can  say  that.  I  can  say  it  with  sincerity.  It  has  not  been  in  any 
way  burdensome.  I  have  not  felt  any  unusual  press  of  it.  We  have 
done  it  expeditiously.  I  have  enjoyed  it,  for  that  matter. 

Senator  DeConcini.  Would  it  be  5  percent? 

Judge  Sear.  At  the  most,  yes. 

Senator  DeConcini.  Judge  King? 

Judge  King.  WTe  have  just  been  talking  and  trying  to  reach  a  figure, 
and  we  felt  that,  in  our  courts,  no  more  than  1  percent  of  our  time  is 
devoted  to  bankruptcy  matters  at  the  present  time.  That  could 
change  radically.  You  will  hear  Judge  Frank  McGarr  on  Wednesday, 
who  has  a  reorganization  matter.  He  has  spent  10  months  of  his  lasl 
year  on  that  matter. 

Senator  DeConcini.  I  appreciate  that  estimate.  I  realize  that  it 
is  only  an  estimate,  but  it  is  helpful  to  me,  because  I've  only  had  the 
benefit  of  talking  to  some  district  judges  in  Arizona.  They  concur 
that  it  is  important,  but  it's  not  a  large  amount  to  them. 

But  I  appreciate  3^011  giving  me  those  off-the-top-of-the-hoad 
estimates. 

Judge  Thompson? 

Judge  Thompson.  A  great  deal  depends  upon  the  quality  of  the 
bankruptcy  judges  that  you  have  operating  in  your  jurisdiction.  In  our 
jurisdiction,  which  you  will  hear  from  at  a  later  time,  we  have  excellent 
bankruptc}'  judges.  I  think  however,  that  not  any  one  of  the  district 
judges  in  San  Diego  spends  more  than  1  or  2  percent,  and  we  have  had 
some  substantial  bankruptcies  in  our  area.  You  are  probabh'  well 
aware  of  those. 

I  think  that  that  is  a  tribute  to  the  bankruptcy  judges  in  our  area. 
I  think  when  Judge  Katz  speaks  he  will  verify  those  facts. 

Senator  DeConcini.  Judge  MacBride? 

Judge  MacBride.  In  Sacramento  it  is  the  same.  We  have  two 
excellent  bankruptcy  judges.  They  do  the  work  well,  but  there  is  an 
additional  responsibility  of  the  chief  district  judge,  who  has  to  work 
with  the  senior  bankruptcy  judge  on  man}'  administrative  matters 
that  come  up. 

But  we  have  a  very  large  chapter  XIII  operation  in  our  district.  It's 
one  of  the  biggest.  I  think  it's  one  of  the  more  successful  in  the  country. 
It  is  constant^  checked  through  the  chief  judge.  So  maybe  in  our 
instance  we  spend  a  little  bit  more  time  on  it.  But  overall  it's  not  a 
large  percentage. 

Judge  Sear.  I  would  revise  my  guess  downward,  and  I  would  say 
that  5  percent  would  be  way  over  what  I  spend. 

Senator  DeConcini.  Ajtv  other  comments  on  this? 

Judges,  we  thank  you  veiy  much  for  3*0111'  time  and  testimom'  this 
morning.  My-  father  was  a  member  of  the  judiciary  and  I  have  a  reali- 
zation of  how  busy  3-ou  gentlemen  are.  To  take  3Tour  time  to  come  and 
help  us  deliberate  on  this  matter  is  most  appreciated  03'  the  entire 
Judiciary  Committee.  I  thank  3tou  sincereh\ 

Judge  Brown.  Mr.  Chairman,  may  I  again  thank  3-ou  for  letting  us 
come.  We  appreciated  this  opportunity  to  present  our  views. 

Senator  DeConcini.  We  will  take  a  short  recess  at  this  time. 

[Recess  taken.] 

Senator  DeConcini.  The  subcommittee  will  come  back  to  order. 
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We  will  now  hear  from  the  National  Conference  of  Bankruptcy 
•Judges.  We  appreciate,  gentlemen,  your  time.  We  have  referred  to 
you  as  judges  and  we  will  continue  to  do  so  and  commend  the  great 
effort  that  you  do. 

I  urge  you  in  your  testimony  this  morning  to  be  as  candid  and 
straightforward  as  you  care  to  be.  As  I  indicated  previously,  I  have 
an  open  mind  on  a  number  of  the  issues  that  are  crucial  to  you  and  the 
people  you  represent.  I  want  to  hear  your  views  and  your  justifica- 
tions. I  understand  Judge  Kline,  you  will  be  the  first  spokesman.  Then 
you  can  lead  us  to  the  other  judges  as  you  wish. 

Any  official  statements  that  you  have  now  or  later,  if  submitted 
by  the  31st  of  January,  will  appear  in  the  record  and  we  will  ask  that 
you  answer  some  questions  that  we  submit  to  you  if  we  don't  get  to 
everything  this  morning. 

Judge  Kline? 

STATEMENT  OF  JUDGE  DAVID  A.  KLINE,  PRESIDENT,  NATIONAL 
CONFERENCE  OF  BANKRUPTCY  JUDGES,  ACCOMPANIED  BY  JUDGE 
HUGH  M.  CALDWELL,  PHOENIX,  ARIZ. ;  JUDGE  JOE  LEE,  LEXING- 
TON, KY.;  JUDGE  CONRAD  K.  CYR,  BANGOR,  MAINE;  JUDGE 
HERBERT  KATZ,  SAN  DIEGO,  CALIF.;  AND  JUDGE  EDWARD  E. 
DAVIS,  PHOENIX,  ARIZ. 

Judge  Kline.  Thank  you,  Mr.  Chairman. 

I  am  David  Kline,  of  Oklahoma  Cit}-,  president  of  the  National 
Conference  of  Bankruptcy  Judges.  With  me  today  are  Judge  Cyr,  of 
Maine,  who  is  the  past  president  of  our  Conference  and  presently 
editor  of  the  American  Bankruptcy  Law  Journal.  I  also  have  Judge 
Jos  Lee,  from  Lexington,  Ky.,  who  is  the  past  president  and  was  the 
principal  author  and  draftsman  of  S.  235,  the  so-called  Judges  bill 
that  was  previously  considered  when  Senator  Burdick  chaired  the 
subcommittee. 

Also  included  with  us  today  on  the  panel  is  Judge  Herbert  Katz,  of 
San  Diego,  and  Judge  Edward  Davis,  from  Phoenix,  Ariz.  Judge 
Caldwell  who  is  right  now  working  somewhere  between  Tucson  and 
Phoenix  also  will  be  here  with  us  as  a  part  of  the  panel. 

It  is  impressive  that  these  hearings  are  taking  place  within  30  days 
from  the  introduction  of  S.  2266;  and  we  thank  you  for  listening  to 
our  views. 

We  understand  that  this  morning  you  wish  to  deal  with  court  struc- 
ture and  the  proposed  trustee  system. 

Special  note  is  taken,  Senator,  of  the  remark  you  made  in  intro- 
ducing this  bill  that  you  had  "tried  to  strike  a  balance  between  some 
of  the  mere  extreme  proposals  for  change  and  the  present  law."  We 
understand  that  the  theoretical  ideal  must  be  measured  alongside  the 
achievable. 

With  your  permission  I  shall  make  a  rather  general  statement  on 
court  structure.  Thereafter,  if  acceptable,  Judge  Lee  will  testify  con- 
cerning the  proposed  trustee  system  and  touch  briefly  on  the  matter 
of  transition.  Then,  our  entire  panel  will  be  available  for  questioning. 

In  addition  to  our  written  statements  available  todajr,  we  would  like 
permission  to  later  submit  for  the  record  a  more  specific  and  compre- 
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hensive  supplemental  written  statement.  I  would  request   that  my 
formal  statement  be  inserted  into  the  record  at  this  point. 

Senator  DeConcini.  Without  objection,  so  ordered. 

[The  statement  of  David  Kline  follows:] 

Statement    of    David    Kline,    President,    National,    Conference    of 

Bankruptcy  Judges 

Mr.  Chairman:  I  am  David  Kline,  Bankruptcy  Judge,  Oklahoma  City,  Okla- 
homa, President  of  the  National  Conference  of  Bankruptcy  Judges.  With  me 
today  are  Judge  Conrad  K.  Cyr,  of  Bangor,  Maine,  our  Conference's  immediate 
past  President  and  present  Editor  of  the  American  Bankruptcy  Law  Journal 
published  by  our  Conference;  and  Bankruptcy  Judge  Joe  Lee  from  Lexington, 
Kentucky,  a  Conference  past  President  and  principal  draftsman  of  S.  235,  the 
so-called  "Judges'  Bill"  previously  considered  when  the  Hon.  Quentin  N.  Burdick 
v.a>  serving  as  this  Subcommittee's  Chairman. 

It  is  impressive  that  these  hearings  are  taking  place  within  30  days  from  the 
introduction  of  S.  226G;  and  we  thank  you  for  listening  to  our  views. 

We  understand  that  today  you  wish  to  deal  with  court  structure  and  the  pro- 
posed trustee  system. 

Special  note  is  taken.  Senator,  of  the  remark  you  made  in  introducing  this  Bill 
that  you  had  "tried  to  strike  a  balance  between  some  of  the  more  extreme  proposals 
for  change  and  the  present  law."  Implicitly,  this  also  recognizes  that  the  theo- 
retically ideal  must  be  measured  alongside  the  achievable. 

Wih  your  permission  I  shall  make  a  rather  general  statement  on  "Court  Struc- 
ture". Thereafter,  if  acceptable,  Judge  Lee  will  testify  concerning  the  proposed 
"Trustee  System"  and  touch  briefly  on  the  matter  of  "Transition".  Then,  if  you 
wish,  each  of  us  will  be  available  for  questioning. 

In  addition  to  our  written  statements  available  today,  with  your  approval, 
we  would  like  to  later  submit  for  the  record  a  more  specific  and  comprehensive 
supplemental  written  statement. 

STATEMENT  limitations 

Certainly  no  remarks  are  intended  to  encroach  upon  any  of  this  Committee's 
prerogatives.  Moreover,  I  do  not  speak  for  the  Judicial  Conference  of  the  United 
States,  and  to  the  extent  my  expressions  are  contrary  to  any  of  those  Judges 
appearing  for  the  Judicial  Conference  the  practical  explanation  is:  In  1969  the 
Judicial  Conference  approved  of  the  creation  of  a  Commission  to  study  bank- 
ruptcy reform  and  specifically  encouraged  a  "study  of  the  basic  philosophy  of 
bankruptcy  and  possible  alternatives  to  the  present  system  of  bankruptcy  ad- 
ministration." 1  (House  Subcommittee  Hearings  on  S.J.  Res.  88,  Oct.  1,  1969, 
]'.  10)  In  1973  when  the  Commission  Bill2  was  pending  before  both  House  of4 
Congress,  as  a  result  of  the  Commission  Report,  the  Judicial  Conference  took  no 
position  but  its  Chairman  of  the  Committee  on  Bankruptcy  Administration,  the 
Hon.  Edward  Weinfeld  of  New  York  (one  of  the  two  Judicial  Conference  members 
on  the  Commission;  and  a  member  of  the  Judicial  Conference  ad  hoc  Committee) 
encouraged  our  Conference  to  submit  our  views  directly  "to  the  two  committees 
considering  the  matter  in  Congress."  (See  Exhibit  1).  Resultantly,  in  1974  a  bill 
was  drafted  by  our  Conference  and  introduced  in  both  Houses  bringing  into  focus 
certain  basic  criticisms  which  we  and  other  interested  and  experienced  groups  had 
of  the  Commission  Bill  approach.3  On  March  11th  of  this  year  the  Judicial  Con- 
ference first  took  an  active  interest  in  and  official  position  on  bankruptcy  reform 
when  by  resolution  it  opposed  "legislation  in  the  Congress  which  would  convert 
bankruptcy  courts  into  Article  I  or  Article  III  courts,  and  giving  Article  III 
tenure  to  referees  in  bankruptcy",  and  authorized  an  ad  hoc  committee  to  draft 
a  supporting  memorandum  in  implementation  of  "the  resolution"  [See  Exhibit  2].4 

COURT  STRUCTURE 

The  position  of  the  National  Conference  of  Bankruptcy  Judges  is: 
For  meaningful  reform  there  must  be  (1)  simply  defined  expanded  jurisdiction; 
and  (2)  a  bankruptcy  court  of  stature  having  functional  independence  and  adequate 
support  personnel  directly  answerable  to  the  bankruptcy  judges. 

1  House  Subcommittee  Hearings  on  S.J.  Res.  88,  Oct.  1,  1969,  p.  10. 

2  H.R.  10792,  93d  Cong.,  1st  Sess.  (1973). 

3  U.K.  16643,  93d  Cons,'.,  2d  Sess.  (1974).  In  the  94th  Congress,  the  Commission  Bill 
and  the  Judges'  Bill  were  again  introduced,  as  H.R.  31  and  H.K.  32,  respectively  [1st 
Sess..   (1975)]. 

'  Actually,   the  pending  legislation  never  proposed   "article   III  tenure  to   referees  in 
.bankruptcy." 
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EXPANDED  JURISDICTION 

The  strongest  kind  of  case  has  been  made  for  a  separate  and  independent 
Article  III  bankruptcy  court.  Anyone  reading  the  report  of  Congressman  Don 
Edwards  of  California  to  the  Committee  of  the  whole  House  in  support  of  pend- 
ing H.R.  8200,  as  reported,  can  but  be  impressed  that  such  may  be  the  surest 
way  to  effectively  expand  bankruptcy  court  jurisdiction — the  need  central  to  any 
genuine  reform}  But,  irrespective  of  whether  the  bankruptcy  court  is  created 
as  a  separate  and  independent  Article  III  court  or  takes  on  some  other  form 
the  present  public  interest  calls  for  a  court  which,  without  spending  time  and 
expense  in  searching  out  its  own  jurisdiction,  can  directly  and  effectively  deal 
with  all  matters  and  proceedings  reasonably  related  to  each  bankruptcy  case 
whether  it  be  business  or  consumer,  liquidation  or  rehabilitation.6 

FUNCTIONAL  INDEPENDENCE 

Procedurally  the  bankruptcy  court  has  become  a  highly  specialized  legal  forum 
yet  it  deals  with  issues  of  substantive  law  as  broad  us  courts  of  general  jurisdiction. 
The  suggestion  that  bankruptcy  court  practice  and  procedure  can  or  should 
operate  as  an  appendage  or  subservient  to  any  supervising  court  ignores  both 
what  has  already  taken  place  in  the  field  of  bankruptcy  and  its  present  needs. 
Insolvency  cases  today,  and  the  immediate  tomorrow,  both  business  related 
and  consumer  oriented,  may  well  have  an  impact  on  property  and  persons  equal 
to  or  exceeding  that  of  any  other  court,  state  or  federal. 

Volume — Complexity 

In  1948  there  were  bankruptcy  case  filings  totalling  18,510.  In  fiscal  1975, 
254,484  were  filed.  This  dramatic  volume  upsurge  is  only  one  part  of  the  story. 
Bankruptcy  litigation   complexity  has   developed   comparably.7 

A  nationwide  bankruptcy  court  caseload  survey  conducted  by  our  Conference 
in  the  Fall  of  1976  reflected  scheduled  assets  in  excess  of  27  billion  dollars,  liabilities 
exceeding  42  billion  dollars,  affecting  some  9  million  scheduled  creditors.  Included 
with  such  survey  were  selected  brief  narrative  summaries  of  cases  of  special 
interest,  or  significance  by  reason  of  their  size,  complexity  or  community  impact 
(See  Exhibit  3). 

The  most  casual  examination  of  these  dollar  figures  and  the  related  legal  prob- 
lems is  understandably  persuasive.  A  little  more  subtle  but  none  the  less  real 
is  the  day  to  day  importance  of  consumer  or  individual  (non-business)  bank- 
ruptcies. 

Consumer  Bankruptcies 

Some  85%  of  current  filings  are  consumer  or  wage  earner  bankruptcies.  Even 
in  this  area  (particularly  since  the  Dischargeability  Bill  effective  since  December 
of  1970)  there  is  litigation  and  judicial  action  of  marked  significance.8 

During  1975  there  were  95,861  adversary  proceedings  and  contested  matters 
terminated  by  bankruptcy  judges,  that  is  individual  lawsuits  within  the  filed 
cases.9 


sSee  Report  No.  95-595  of  Comm.  Judi.,  95th  Cong.  1st  Sess.  (1977),  p.  1  et  seq., 
particularly  pp.  21-39.  (Of.  cover  page,  Exhibit  3) 

8  "When 'a  'summary'  proceeding  in  the  bankruptcy  court  is  appropriate  and  when  a 
plenary  suit  is  required  is  one  of  the  most  involved  and  controversial  questions  in  the 
entire  field  of  bankruptcy."  MacLacMan,  §  24.  Also  read  Scope  of  the  Summary  Jurisdic- 
tion of  the  Bankruptcy  Court,  40  Colum.  L.  Rev.  4S9,  490,  n.  2   (1940). 

"'  Included  in  the  1975  tilings  were  30,130  business  cases,  189  Chapter  X  corporate 
reorganizations,  3,786  Chapter  XI  and  XII  arrangements,  41,178  Chapter  XIII  (wage 
earner)  arrangements  and  179,200  non-business  liquidation  proceedings  (See  1970 
Annual  Report  of  Director  of  Administrative  Office  of  U.S.  Courts,  appendix  "Gl"). 

8  Speciflcallv,  the  bankruptcy  court  was  empowered  to  pass  upon  individual  debt  dis- 
chargeaibility  [B.A.  §  17(c),  11  TJ.S.C.  §  35(c)]  and  to  enter  judgments  therein  [B.A. 
§  17(c)(3),  11  TJ.S.C.  §35(c)(3)].  The  statutory  language  contemplated  decisions  and 
judgments  on  issues  both  of  liability  and  amount  TB.A.  §  2(a)  (12),  11  TJ.S.C.  §  11(a)  (12), 
B.A.  §38(4),  11  TJ.S.C.  §60(4)]  thereby  precluding  possible  duplicate  court  action  and 
effectively  pre-empting  state  court  jurisdiction. 

0  Figures  furnished  by  Administrative  Office  (1975).  Adversary  proceedings  include 
actions:  (1)  to  recover  money  or  property,  (2)  to  determine  the  validity,  priority,  or 
extent  of  a  lien  or  other  interest  in  property,  (3)  to  sell  property  free  of  lien  or  other 
interest  for  which  the  holder  can  be  compelled  to  take  money  satisfaction,  (4)  to  object 
to  or  revoke  a  discharge,  (5)  to  obtain  an  injunction,  (6)  to  obtain  relief  from  a  stay 
;is  provided  in  BR  401  and  BR  601,  (7)  to  avoid  an  obligation  under  BR  220  (examina- 
tion of  bankrupt's  transactions  with  his  attorney)  or  (8)  to  determine  the  discharge- 
ability of  a  debt  (Read  BR  701).  Contested  matters  include  but  are  not  limited  to  objec- 
tions to  claims  (as  distinguished  from  a  complaint  by  way  of  counterclaim  for  affirma- 
tive relief)  and  disputes  over  claimed  exemptions  (see  BR  121,  BR  914). 


439 


Included  in  such  mini-lawsuits  were  thousands  of  evidential  trials  dealing 
both  with  whether  the  bankrupt  qualified  for  a  discharge  and  whether  individual 
debts  or  judgments  were  dischargeable. 

Where  the  bankruptcy  court  enters  Dischargeability  Bill  judgments,  often 
for  substantial  amounts,  such  judgments  have  the  same  effect  as  any  other  federal 
court  judgment.10  In  fact,  such  bankruptcy  court  judgments  are  of  more  practical 
significance  than  many  judgments  of  other  courts  which  may  be  subject  to  being 
discharged  in  bankruptcy.  This  is  keenly  appreciated  both  by  the  bankrupts 
and  creditors  who  seek  determinations  as  to  individual  debts.11 

The  U.S.  District  Judge 

Today,  it  makes  little  sense  for  any  U.  S.  District  Judge  to  be  burdened  with 
bankruptcy  related  responsibilities.  In  principle,  many  district  judges  must  agree 
with  this.  The  Federal  Judicial  Center's  1969-1970  survey  indicated  that  ap- 
proximately 1%  of  district  judge  time  was  devoted  to  bankruptcy  related  matters. 
Doubtless  even  less  time  is  now  being  spent.  The  Bankruptcy  Rules  of  1973-1975 
authorize  bankruptcy  judges  to  perform  (with  several  minor  exceptions)  all 
district  court  functions  is  straight  bankruptcy  and  Chapters  X,  XI  and  XII 
rehabilitation  cases. 

Significantly,  everyone  close  to  the  present  day  federal  judicial  scene  knows 
of  the  urgent  need  for  additional  federal  judges  to  cope  with  mushrooming  federal 
court  litigation.  Impossible  pressures  exist  because  of  Speedy  Trial  Act  criminal 
trial  requirements  and  multi-faceted,  ever-increasing  non-bankruptcy  civil 
litigation,  which  cannot  now  be  ideally  handled  by  the  judges  even  with  the  aid 
of  law  clerks  and  U.  S.  Magistrates. 

Functionally  Independent  Bankruptcy  Court  Opposition 

Most  active  opponents  of  a  functionally  independent  bankruptcy  court  must 
either  be  influenced  by  a  throw-back  to  years  gone  by  and  be  personally  unaware 
of  the  unprecedented  change  in  bankruptcy  court  practice  and  action  in  recent 
years  or  be  unduly  weighted  by  some  unique,  non-representative  local  experience 
or  condition. 

Interestingly,  a  portion  of  the  preliminary  report  made  Jby  the  ad  hoc  com- 
mittee (mailed  to  federal  judges  May  2,  1977)  observed  in  part: 

"Jurisdiction  in  bankruptcy  cases  is  now  granted  by  law  to  United  States 
District  Courts  under  28  U.S.C.  1334.  To  discharge  their  duties  under  the  Bank- 
ruptcy Act,  District  Courts  are  authorized  to  appoint  referees  who  may  exercise 
certain  powers  subject  to  review  by  District  Judges.  The  position  of  a  referee  in  bank- 
ruptcy is  similar  to  the  ancient  position  of  a  standing  master  in  chancery,  except  that 
since  1946  a  referee  in  bankruptcy  has  been  a  salaried  officer  serving  a  term  of 
six  years."  [Emphasis  added] 

This  is  a  remarkable  mis-description  of  the  present  day  bankruptcy  court. 

As  mentioned  by  the  Bankruptcy  Rules  draftsmen  (1973) : 

"There  has  been  a  purpose  to  emphasize  the  judicial  in  contra-distinction  to 
the  ministerial  functions  of  the  referee  in  bankruptcy  administration  and  to 
enhance  the  dignity  of  the  office  as  that  of  the  principal  judge  of  the  bankruptcy 
court." 

The  implementation  of  this  stated  purpose  includes  designating  the  referee  as 
"bankruptcy  judge"  [BR  920],  and  authorizing  him  to  conduct  jury  trails  absent 
demand  for  a  district  judge  [BR  115(b)(1)].  Moreover,  upon  appeals  to  the  dis- 
trict court  the  parties  are  no  longer  permitted  to  introduce  new  evidence  and  pre- 
sent the  matter  "de  novo"  [BR  810],  and  the  bankruptcy  judges  findings  of  fact 
shall  be  accepted  on  appeal  "unless  they  are  clearly  erroneous"  [BR  810].  Addi- 
tionally, to  abolish  criticized  delay  and  inefficiency,  the  rules  direct  automatic 
reference  to  the  bankruptcy  court  of  all  straight  bankruptcy  cases  as  filed  [BR 


10  2S  U.S.C.  5  1963,  FRCP  69,  BR  769,  BR  921(b). 

11  Debts  which  may  be  excepted  from  general  discharge  fall  into  eight  identifiable  cate- 
gories under  B.A.  §  17(a),  11  U.S.C.  35(a)  :  (1)  taxes  due  and  owing  within  three  years 
prior  to  bankruptcy;  (2)  debts  arising  from  obtaining  money  or  property  by  false 
pretenses,  false  representations  of  false  financial  statements  or  liabilities  for  wilful  and 
malicious  conversion  of  another's  property;  (3)  unscheduled  debts:  (4)  liabilities  created 
by  fraud,  misappropriation  or  defalcation  while  acting  as  an  officer  or  in  any  fiduciary 
capacity  ;  (5)  wages  and  commissions  to  the  extent  they  are  entitled  to  prioriiy  under 
§  64(a),  11  U.S.C.  §  104(a)  ;  (6)  moneys  of  an  employee  received  by  his  employer  (the 
bankrupt)  to  secure  faithful  performance  of  employment  contract;  (7)  alimony,  child 
and  wife  support,  seduction,  breach  of  promise,  criminal  conversation  ;  and  (S)  liabilities 
for  wilful,  malicious  injury  to  another's  person  or  property  .  .  .  other  than  conversion. 
[See  BA.  §  17(a),  11  U.S.C.  35(a).] 
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102(a)],  all  ancillary  proceedings  [BR  217(b)],  and  all  applications  to  reopen 
closed  cases  [BR  515].  Moreover,  the  bankruptcy  judge  (.1)  is  authorized  to  trans- 
fer cases  [BR  116],  (2)  to  appoint  estate  receivers  in  any  adversary  situation  where 
a  trustee  has  not  qualified  or  has  a  potential  conflict  of  interest  [BR  303(b)],  (3) 
is  released  from  the  burden  of  determining  the  allowability  of  claims  where  do 
objection  has  been  made  [BR  300(b)]  and  (4)  may  delegate  ministerial  duties  to  an 
assistant  [BR  506].  BR  920  gives  the  bankruptcy  court  limited  contempt  power. 
Moreover,  the  bankruptcy  judge  is  authorized  to  designate  bank  depositories  for 
estate  funds  [BR  532]  and  to  determine  the  newspapers  for  publication  notices 
[BR  908]. 

Chapter  X  cases  may  be  automatically  referred  by  local  rule  [BR  10-103], 
Chapter  XI  and  XII  cases  are  automatically  refened  for  all  purposes  [BR  11-5: 
BR  12-5]. 

Today's  bankruptcy  judge,  (who  with  the  exception  of  enjoining  another  court 
and  having  limited  contempt  power,  can  and  generally  does  exercise  all  the  powers 
of  the  district  court)  bears  no  kinship  to  the  "ancient  standing  mastei  inchancery" 
who  reported  and  recommended  but  had  no  final  order  authority. 

A  "master  in  chancery"  viewpoint  or  the  mere  suggestion  that  bankruptcy 
judges  possibly  should  again  be  identified  by  the  nondescriptive  (inferentially 
athletic)  title  of  referee  can  but  raise  deep  concern  with  any  proposed  bankruptcy 
reform  which  is  interpretable  as  leaving  bankruptcy  in  a  "step-child"  relation-hip 
district  court. 

Additionally,  that  any  serious  consideration  would  be  given  to  the  general 
merging  of  bankruptcy  court  responsibilities  with  U.S.  Magistrate  functions 
seems  inconceivably  unrealistic  and  disquieting  to  any  person  interested  in  and 
conversant  with  current  insolvency  related  problems.12 

Lack  of  Uniformity 

Although  the  bankruptcy  system  has  worked  surprisingly  well  considering  its 
unrealistic  jurisdictional  authority  restricted  to  court  possession  of  property  or 
consent  of  parties  and  its  "Topsylike"  court  structure  evolution,  problems  can 
(and  do)  exist. 

Although  clearly  not  a  general  practice  the  district  judges  by  local  rule  and  prac- 
tice can:  (a)  retain  control  over  Chapter  X  cases  of  special  interest  [BR  10-103 
(a)(2)]  or  withdraw  a  reference  of  any  case  without  cause  [BR  102,  BR  10-103; 
BR  11-5;  BR  12-5];  (b)  appoint  Chapter  X  receivers  or  trustees  [BR  10-201  (a); 
BR  10-202(a)]  and  then  assign  the  cases  to  the  bankruptcy  court  for  handling;, 
(c)  reserve  the  right  to  set  or  review  the  fixing  of  fees  in  cases  exclusively  handled 
by  the  bankruptcy  court;  (d)  consolidate  the  bankruptcy  clerk's  office  with  that 
of  the  U.S.  District  Court  Clerk  removing  bankruptcy  clerk  personnel  from  all 
bankruptcy  court  control  lesulting  in  bankruptcy  court  business  receiving  second- 
ary  attention  even  by  bankruptcy  personnel. 

CONCLUSION 

Man;/  good  faith  opinion  differences  exist.  Yet,  certain  issues  seem  founda- 
tional. We  believe  the  most  significant  policy  decision  this  Committee  will  make 
deals  with  whether  the  public  interest  will  be  best  served  by: 

(1)  A  forum  of  disputed,  arguable  jurisdictional  authority — one  operating 
within  the  shadow  of  a  supervising  court  so  burdened  with  other  responsibilities 
and  interests  as  to  have  neither  the  time  nor  expertise  to  contribute  meaningfully,, 
or 

(2)  A  forum  of  clearly  defined,  true  bankruptcy  jurisdiction — one  operating  as 
a  court  of  identifiable  stature  equipped  with  adequate  personnel  and  expertise  to 
give  "one-stop"  service  to  the  nation's  bankruptcy  needs. 

Thank  you  for  your  attention. 

Judge  Kline.  As  for  statement  limitations,  certainly  no  remarks 
are  intended  to  encroach  upon  airy  of  this  committee's  prerogatives. 
Moreover,  I  do  not  speak  for  the  Judicial  Conference  of  the  United 
States,  and  to  the  extent  my  expressions  are  contrary  to  any  of  those 
of  the  ad  hoc  committee  appearing  for  the  Judicial  Conference  the- 
practical  explanation  is:  In  1969  the  Judicial  Conference  approved  of 


12  See  Separate  Report  of  the  Ad  Hoc  Committee  on  Bankruptcy  Legislation  Concerning 
the  Interchangeable  Use  of  Referees  in  Bankruptcy  and  United  States  Magistrates  (mailed 
to  federal  judges  July  5.  1977). 
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the  creation  of  a  commission  to  study  bankruptcy  reform  and  en- 
couraged a  "study  of  the  basic  philosophy  of  bankruptcy  and  possible 
alternatives  to  the  present  system  of  bankruptcy  administration." 
This  is  from  House  subcommittee  hearings  on  Senate  Joint  Resolution 
88,  October  1969,  page  10. 

In  1973  when  the  commission  bankruptcy  reform  bill — II. R.  10792, 
93d  Congress,  1st  session,  1973 — was  pending  before  both  Houses  of 
Congress,  as  a  result  of  the  commission  report,  the  Judicial  Con- 
ference took  no  position  but  its  chairman  of  the  Committee  on  Bank- 
ruptcy Administration,  Hon.  Edward  Weinfeld  of  New  York — one  of 
the  two  Judicial  Conference  members  on  the  commission  and  a 
member  of  the  Judicial  Conference  Ad  Hoc  Committee — encouraged 
our  conference  to  submit  our  views  directly  "to  the  two  committees 
considering  the  matter  in  Congress." 

I  would  like  to  have  exhibit  1  inserted  in  the  record. 

Senator  DeConcini.  It  will  be  inserted  in  the  record  at  this  point. 

[The  material  referred  to  follows:] 

United  States  District  Court, 

United  States  Courthouse, 
New  York,  N.Y.,  December  12,  1973. 
Hon.  Joe  Lee, 
Referee  in  Bankruptcy,  United  States  Courthouse,  Lexington,  Ky. 

Dear  Referee  Lee:  I  have  your  letter  of  November  30  advising  of  the  desire 
of  Referee  Bare  and  yourself  to  meet  with  me  to  discuss  policy  matters  covered 
by  the  new  bankruptcy  bill.  I  shall,  of  course,  be  glad  to  meet  with  you  or  any 
committee  of  your  group.  Frankly,  I  question  whether  a  worthwhile  purpose 
would  be  served.  As  you  know,  the  Bankruptcy  Commission  twas  established 
by  Congress  to  study,  evaluate,  analyze  and  recommend  changes  in  the 
bankruptcy  laws,  and  after  an  intensive  two-year  study  made  its  recommenda- 
tions, and  there  is  presently  pending  a  bill  in  both  branches  of  the  Congress 
to  carry  out  its  recommendations. 

In  the  circumstances,  I  believe  that  whatever  policy  considerations  or  adminis- 
trative matters  you  desire  to  submit  on  behalf  of  the  group  you  represent  would 
best  be  submitted  to  the  two  committees  considering  the  matter  in  Congress.  I 
do  not  believe  it  desirable  pending  action  on  such  legislation  (and  I  am  aware  of 
the  fact  that  it  would  take  some  time  before  action  may  be  expected)  that  changes 
be  made  under  the  rule  making  power  of  the  Supreme  Court. 
Sincerely  yours, 

Edward  Weinfeld. 

Judge  Kline.  Resultantly,  in  1974  a  bill  was  drafted  by  our  con- 
ference and  introduced  in  both  Houses  bringing  into  focus  certain  basic 
criticisms  which  we  and  other  interested  and  experienced  groups 
had  of  the  Commission  bill  approach.  My  reference  for  this  is  H.R. 
16643,  93d  Congress,  Second  Session,  1974.  In  the  94th  Congress, 
the  Commission  bill  and  the  judges  bill  were  again  introduced  as 
H.R.  31  and  H.R.  32,  respectively,  in  the  First  Session,  1975. 

On  March  1 1  of  this  year  the  Judicial  Conference  first  took  an  active 
interest  in  and  official  position  on  bankruptcy  reform  when  by  res- 
olution it  opposed  "legislation  in  the  Congress  which  would  con- 
vert bankruptcy  courts  into  Article  I  or  Article  III  courts,  and  giving 
Article  III  tenure  to  referees  in  bankruptcy",  and  authorized  an  ad 
hoc  committee  to  draft  a  supporting  memorandum  to  implement  "the 
resolution." 

I  might  say  as  an  aside  that  I  am  unaware  of  a  time  that  there 
has  been  any  provision  pending  in  the  Congress  in  effect  converting 
or  giving  Article   III    tenure   to   referees    in   bankruptcy.    The   bill 


442 

actually  referred  to,  for  all  practical  purposes,  amounted  to  an  ex- 
tinction of  present  referees  in  bankruptcy  or  bankruptcy  judges. 

I  would  like  to  have  exhibit  2  inserted  in  the  record. 

Senator  DeConcini.  It  will  be  inserted  in  the  record. 

[The  material  referred  to  follows:] 

Appendix  A 

Resolved, That  the  Judicial  Conference  of  the  United  States  opposes  legislation 
pending  in  the  Congress  which  would  convert  bankruptcy  courts  into  separate 
Article  I  or  Article  III  courts,  and  giving  Article  III  tenure  to  referees  in 
bankruptcy. 

The  Chief  Justice  is  authoiized  to  designate  an  ad  hoc  committee  to  draft  a 
supporting  memorandum  in  implementation  of  this  resolution. 

The  Conference  especially  requests  that  at  an  appropriate  time  it  be  given  an 
opportunity  to  present  its  views  on  this  subject  matter  to  the  Congress. 

March  11,  1977. 

Judge  Kline.  Now  on  court  structure,  the  position  of  the  National 
Conference  of  Bankuptcy  Judges  is:  For  meaningful  reform  there 
must  be  (1)  simply  defined  expanded  jurisdiction;  and  (2)  a  bank- 
ruptcy court  of  stature  having  functional  independence  and  adequate 
support  personnel  directly  answerable  to  the  bankruptcy  judges. 

As  for  expanded  jurisdiction,  the  strongest  kind  of  case  has  been 
made  for  a  separate  and  independent  article  III  bankruptcy  court. 
Anyone  reading  the  report  of  Congressman  Don  Edwards  of  Cali- 
fornia to  the  committee  of  the  whole  House  in  support  of  pending 
H.R.  8200,  as  reported,  can  but  be  impressed  that  such  may  be  the 
surest  way  to  effectively  expand  bankruptcy  court  jurisdiction — the 
need  central  to  any  genuine  reform.  See  Report  No.  95-595  of  the 
Judiciary  Committee,  95th  Congress,  first  session,  1977,  page  1,  and 
particularly  pages  21  to  39. 

But,  irrespective  of  whether  the  bankruptcy  court  is  created  as  a 
separate  and  independent  article  III  court  or  takes  on  some  other  form 
the  present  public  interest  calls  for  a  court  which,  without  spending 
time  and  expense  in  searching  out  its  own  jurisdiction,  can  directly 
and  effectively  deal  with  all  matters  and  proceedings  reasonably 
related  to  each  bankruptcy  case  whether  it  be  business  or  consumer, 
liquidation  or  rehabilitation. 

When  a  "summary"  proceeding  in  the  bankruptcy  court  is  appropriate  and  when 
a  plenary  suit  is  required  is  one  of  the  most  involved  and  controversial  questions 
in  the  entire  field  of  bankruptcy,  MacLachlan,  section  24.  Also  read  Scope  of  the 
Summary  Jurisdiction  of  the  Bankruptcy  Court,  40,  column  L,  revision  489,  490, 
n.2,  1940. 

Procedurally  the  bankruptcy  court  has  become  a  highly  specialized 
legal  forum.  We  are  past  the  time  that  it  can  be  handled  on  an  ad 
hoc  basis.  Yet,  at  the  same  time  it  deals  with  issues  of  substantive 
law  as  broad  as  courts  of  general  jurisdiction.  It's  in  a  unique  position. 

I  might  say  parenthetically  we're  not  talking  so  much  now  about 
creating  something,  that  is,  creating  a  separate  court.  In  fact  we 
now  have  a  separately  operating  and  independent  court.  It  has 
limitations  that  we  believe  must  be  dealt  with  here  to  have  any 
meaningful  reform.  The  suggestion  that  bankruptc}-  court  practice 
and  procedure  can  or  should  operate  subservient  to  any  supervising 
court  ignores  both  what  has  already  taken  place  in  bankruptcy  and 
its  present  needs.  Insolvency  cases  today,  and  the  immediate  tomorrow, 
both  business  related   and   consumer  oriented,   may  well  have   an 
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impact  on  property  and  persons  equal  to  or  exceeding  that  of  any 
other  court,  State  or  Federal. 

In  1948  there  were  bankruptcy  case  filings  totalling  18,510.  In 
fiscal  1975,  254,484  were  filed.  This  dramatic  volume  upsurge  is  only 
one  part  of  the  story.  Bankruptcy  litigation  complexity  has  developed 
comparably.  Included  in  the  1975  filings  were  30,130  business  cases, 
189  chapter  X  corporate  reorganizations,  3,786  chapter  XI  and  XII 
arrangements,  41,178  chapter  XIII — wage  earner — arrangements  and 
179,200  nonbusiness  liquidation  proceedings.  See  the  1976  Annual 
Report  of  Director  of  Administrative  Office  of  U.S.  Courts,  appendix 
"Gl." 

A  nationwide  bankruptcy  court  case  load  survey  conducted  by  our 
( \mference  in  the  fall  of  1976  reflected  scheduled  assets  in  excess  of 
$27  billion,  liabilities  exceeding  $42  billion,  affecting  some  9  million 
scheduled  creditors.  Included  with  such  survey  were  selected  narrative 
summaries  of  cases  of  special  interest,  or  significance  because  of  their 
size,  complexity  or  community  impact. 

We  ask  that  exhibit  3  be  included  in  the  record. 

Senator  DeCoxcixi.  It  will  be  included  in  the  record  at  this  point. 

[The  material  referred  to  follows:] 

Appendix  I 

National  Conference  op  Bankruptcy  Judges, 

Bangor,  Maine,  March  8,  1977. 
Congressman  Don  Edwards, 
Washington,  D.C. 

Dear  Congressman  Edwards:  In  conjunction  with  the  nationwide  caseload 
survey  recently  conducted  by  the  National  Conference  of  Bankruptcy  Judges, 
reflecting  scheduled  assets  in  excess  of  $27  billion  and  liabilities  exceeding  $42  bil- 
lion, the  judges  were  invited  to  submit  a  brief  narrative  summary  of  one  or  more 
pending  cases  having  special  interest  or  significance  by  reason  of  their  size,  com- 
plexity, or  community  impact.  The  responses  were  fascinating,  as  well  as  impres- 
sive. I  have  selected  a  few  case  descriptions  from  among  the  hundreds  received, 
which  I  believe  tend  to  describe  more  eloquently  than  raw  statistical  data  can 
the  nature  of  the  bankruptcy  court  caseload. 

The  Conference  remains  prepared  to  assist  you  in  any  way  possible  in  furthering 
the  legislative  progress  of  the  pending  bankruptcy  legislation. 

With  kind  personal  regards,  I  remain, 
Sincerely  yours, 

Conrad  K.  Cyr. 

SELECTED    BANKRUPTCY    COURT    CASE    NARRATIVES 

1.  American  Kitchen  Foods,  Inc.  (Me.  J/Cyr).  This  chapter  XI  debtor,  whose 
stock  traded  on  the  American  Stock  Exchange  and  whose  assets  total  $50  million, 
is  engaged  principally  in  the  processing,  freezing,  and  packaging  of  potatoes  and 
other  vegetables  for  the  retail  and  institutional  markets.  It  also  owned  and  oper- 
ated thousands  of  acres  of  farmland  in  Maine,  Minnesota,  and  North  Dakota. 
Subsidiaries  operated  a  hotel  and  apartment  building,  a  farm  machinery  business, 
3  potato  and  vegetable  processing  plants  employing  some  5,000  persons,  beef, 
beet,  pea  and  potato  farms,  woodlands,  and  refrigeration  plants.  The  debtor 
continues  to  be  the  largest  potato  processor  in  the  East.  Its  plan  has  been  accepted 
bv  creditors  and  is  scheduled  for  hearing  on  confirmation  in  March  1977. 

2.  Edward  B.  McAlpine  Refinery  (R.I.  J./Votolato).  On  December  1,  1970,  the 
debtor's  son  and  general  manager  committed  suicide,  which  resulted  in  this  chap- 
ter XI  filing  on  December  15,  1970.  The  debtor  had  accumulated  obligations  to 
creditors  in  excess  of  $10.5  million  through  dealing  in  silver  futuies.  Ultimately, 
an  arrangement  was  presented  whereby  all  creditors  holding  claims  of  less  than 
$10,000  were  paid  in  full;  all  creditors  with  claims  over  $10,000,  but  below  $1.3 
million,  were  ultimately  paid  80  percent.  The  three  large  creditors  constituting 
class  three  creditors  were  paid  initially  55  percent  of  their  claims.  Once  the  class 
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two  creditors  had  received  the  80  percent  and  the  class  three  creditors  had  re- 
ceived 55  percent  class  distinctions  were  eliminated  and  since  that  time  $500,000 
has  been  divided  pro  rata.  Thus  far  $7.6  million  has  been  distributed  to  creditois 
with  the  debtor  left  in  possession  of  assets  worth  in  excess  of  $1.2  million.  Under 
the  plan  the  debtor  has  experienced  a  forgiveness  of  debt  well  in  excess  of  $3 
million,  but  the  refinery  is  functioning  as  a  going  business  in  the  hands  of  new 
owners. 

3.  Continental  Mortgage  Investors  (Mass.  J/Glennon).  For  years  the  debtor  was 
the  Nation's  largest  independent  real  estate  investment  trust.  Assets  of  $622 
million  and  liabilities  of  $475  million  are  involved.  Its  properties  stretch  from 
Puerto  Rico  to  Hawaii.  Some  120  of  the  largest  banks  in  the  United  States  as  well 
as  some  foreign  banks  were  lenders.  There  are  about  2,000  subordinated  debt 
holders  and  approximately  20,000  stockholders.  Properties  include  thousands  of 
condominiums  and  apartments,  many  of  which  are  incompleted.  Currently,  CMI 
has  under  management  motels  in  Virginia,  the  largest  highrise  office  building  in 
Miami  at  the  foot  of  Biscayne  Boulevard,  large  facilities  in  Utah,  Atlanta,  Puerto 
Rico,  California,  Texas,  and  Hawaii — warehouses,  nursing  homes,  and  apartments 
in  Washington. 

4.  Bolton  Hall  Nursing  Home,  et  al.  (Mass.  J/Lawless).  This  involves  46  different 
proceedings  in  chapters  XI,  XII,  and  involuntary  straight  bankruptcy.  The 
debtors  own  and  operate  23  large,  relatively  modern  nursing  homes  and  health 
care  facilities  in  Massachusetts,  Connecticut,  and  New  York.  Additionally,  the 
debtors  own  two  nursing  homes  which  are  leased  to  unrelated  operators,  a  new 
luxury  life  care  apartment  complex,  two  nursing  homes  under  construction  and 
various  parcels  of  real  estate  located  in  six  States.  Included  are  management 
companies,  data  processing  operations,  construction  companies,  et  cetera.  Ap- 
proximately 2,800  persons  are  employed  and  direct  health  care  services  are 
provided  to  approximately  3,200  persons  each  day.  Gross  operating  revenues  are 
approximately  $30  million  per  year.  Potential  claims  by  unaffiliated  creditors  total 
approximately  $75  million  while  inter-debtor  claims  may  equal  another  $75  million. 

5.  W.  T.  Grant  Company  (S.D.N. Y.J/ Galgay).  This  proceeding  was  initiated 
as  a  chapter  XI  petition  filed  October  2,  1975.  Grant  had  1,074  stores  in  40  States 
with  sales  volume  in  excess  of  $1  billion.  There  were  12,800  noticed  creditors 
which  included  a  loan  balance  of  $640  million  plus  trade  debts  of  $100  million. 
Within  29  days  the  Grant  stores  were  reduced  to  493  in  14  States  in  an  effort  to 
rehabilitate.  On  December  19,  1975,  Judge  Galgay  ordered  the  closing  of  an 
additional  133  stores,  leaving  Grant  with  359  stores  at  year's  end.  By  then  banks 
had  taken  some  $200  million  in  loan  writeoffs  and  more  were  expected  as  bank 
auditors  looked  to  the  collateral  value  behind  Grant's  $640  million  in  loans. 

On  February  12,  1976,  Judge  Galgay  ordered  Grant  to  "close  or  sell"  the 
remaining  359  stores  within  60  days  and  to  consolidate  its  inventory  in  200  stores 
for  the  final  liquidation  sales.  On  April  13,  1976,  the  court  ordered  immediate 
liquidation  of  all  remaining  stock  upon  the  recommendation  of  the  creditors' 
committee.  ??????????  Service  Corporation  (Conn.  J/Trevethan).  The  debtor's 
two  operating  divisions  provide  waste  collection  and  disposal  and  telephone 
marketing  services.  Through  10  wholly  owned  subsidiaries  and  43  sub-subsidiaries 
operating  in  18  different  States,  Peru,  Puerto  Rico,  Virgin  Islands,  and  British 
Virgin  Islands,  the  debtor  is  also  engaged  in  the  pest  control  business,  chemical 
manufacturing  and  distribution,  security  guard  business,  and  supply  support 
services  to  the  coastal  petroleum  and  natural  gas  industries.  The  schedules  show 
$6.9  million  in  assets  and  $23.9  million  in  liabilities,  exclusive  of  assets  and  liabil- 
ities of  the  subsidiaries  and  sub-subsidiaries. 

7.  Gold  Medal  Packing  Corporation  (N.D.N.  Y.  J/Marketos).  Gold  Medal  was  one 
of  the  largest  independent  meatpacking  companies  in  upstate  New  York.  The 
demise  of  the  plant  took  place  at  approximately  the  same  time  that  the  city  of 
Utica  was  beginning  its  urban  renewal  development  program,  and  the  plant 
property  had  been  condemned  by  the  city  of  Utica.  The  proceeds  of  the  condem- 
nation award  became  the  subject  of  extensive  litigation;  the  trustee  was  successful 
in  obtaining  the  proceeds  from  the  State  supreme  court  where  the  original  condem- 
nation proceedings  had  taken  place  and  fended  off  all  attempts  to  deplete  the  fund. 
The  question  of  the  effective  date  of  bankruptcy  went  to  the  circuit  court  of  appeals 
two  times,  and  the  appellate  court  sustained  the  position  of  the  trustee  that  the 
bankruptcy  took  place  as  of  the  original  filing  date  of  the  involuntary  petition. 
Interestingly,  assets  of  approximately  $600,000  have  been  generated  by  the  trustee 
from  extensive  litigation  with  secured  creditors  and  some  former  officers  of  the 
corporation.  All  creditors  will  be  paid  in  full,  together  with  approximately  5  percent 
interest  on  their  claims. 
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8.  Bloomfield  College  (N.J.  J/Commisa) — the  first  successful  chapter  XI  arrange- 
ment involving  a  college.  The  college  has  since  expanded  into  two  off-campus  sites 
in  Plainfield  and  Paramus  to  accommodate  its  veterans'  program  and  enrollment 
of  new  students  has  progressively  increased. 

9.  Hubler  Rentals,  Inc.  and  Lancaster  Truck  Leasing  (E.D.  Pa.  J/Twardowski) . 
The  Hubler  companies,  debtors,  arose  from  a  modest-sized  family  corporation  to 
become  the  Nation's  eighth  largest  lessor  of  tractors  and  trailers  (long-term  and 
daily  rental  fleets).  This  case  embodies  both  factual  and  legal  issues  concerning: 
(1)  interstate  shipment  of  commercial  and  consumer  goods;  (2)  the  public  concern 
for  the  stability  of  our  transportation  industry;  (3)  the  private  and  public  interest 
in  thousands  of  jobs  directly  affected  by  this  operation.  The  following  table 
represents  highlights  of  statistics  compiled  for  this  estate  during  its  18  months  of 
administration:  (1)  Assets:  $28.9  million;  (2)  liabilities:  $27.6  million;  (3)  creditors: 
4,200;  (4)  notices  required:  40,000;  (5)  docket  entries:  1,200;  (6)  clerical  time  of  2- 
person  staff — 620  hours;  (7)  judicial  time  of  bankruptcy  judge — 150  hours;  (8) 
administrative  time  of  bankruptcy  judge — 80  hours;  (9)  research  time  of  bank- 
ruptcy judge — 35  hours.  The  bankruptcy  judge's  administrative  duties  included 
supervision  of  the  disposition  of  2,000  vehicles  and  11  trucking  terminals  through- 
out the  United  States  as  well  as  scores  of  conferences;  and  courtroom  judicial  time 
involved:  (a)  25  reclamation  complaints;  (b)  60  accounts  receivable  complaints; 
(c)  104  applications  on  notice  to  creditors;  (d)  10  contested  proofs  of  claim;  (e)  5 
contested  miscellaneous  complaints;  (/)  motion  for  consolidation  (contested);  (</) 
motion  to  segregate  rental  income  (contested) ;  and  (h)  complaint  to  set  rate  of  de- 
preciation on  rolling  stock. 

10.  Aldersgate  Foundation  (M.D.  Fla.  J/Paskay).  This  case  involves  a  large 
retirement  complex  of  four  projects,  with  a  large  publicly  held  indebtedness, 
represented  by  several  bond  issues.  Some  7  million  people  are  affected.  Assets  are 
approximately  $18  million  and  liabilities  of  some  $22  million.  (Note:  Judge  Paskay 
includes  among  his  other  cases  a  large  land  development  company  with  liabilities 
in  excess  of  $3  million  and  more  than  200  creditors;  a  church  in  a  chapter  X 
proceeding  with  widespread  public  indebtedness,  represented  by  numerous  bond 
issues,  with  assets  in  excess  of  $5  million,  liabilities  in  excess  of  $3  million,  and 
more  than  250  creditors;  a  large  multistage  plumbing  contracting  operation  with 
assets  in  excess  of  $2  million,  liabilities  in  excess  of  $4  million  and  386  creditors; 
a  publicly  held  corporation  with  7  subsidiaries  with  assets  of  $4  million,  liabilities 
of  $3  million,  and  167  creditors;  a  chain  drugstore  with  liabilities  in  excess  of  $1 
million,  involving  340  creditors;  a  large  thoroughbred  racing  company  in  chapter 
X  with  assets  in  excess  of  $5  million,  liabilities  in  the  same  amount,  involving 
more  than  1,000  creditors;  family  controlled  apartment  projects  with  combined 
liabilities  of  more  than  $11  million  in  a  chapter  XII  real  property  arrangement 
proceedings;  a  multistate,  publicly  held  corporation,  with  11  subsidiaries  with 
liabilities  in  excess  of  $5  million  and  assets  close  to  $5  million,  involving  297 
creditors;  and  a  publicly  held  corporation,  operating  numerous  retail  shoestores 
with  assets,  and  liabilities  of  some  $2  million  involving  361  creditors. 

11.  G.A.C.  Corporation  (S.D.  Fla.  J/Hyman).  This  chapter  X  involves  approxi- 
mately 60  subsidiary  corporations  and  was  transferred  from  chapter  XI  after 
extensive  hearing.  Total  assets  are  valued  at  $367  million  with  liabilities  of  $322 
million.  In  addition,  there  are  contingent  liabilities  due  239,000  lot  purchasers  in 
the  approximate  amount  of  $41  million.  These  are  land  development  companies, 
which  operate  six  golf  courses,  six  hotels,  cattle  ranches,  run  ranges,  campgrounds 
and  land  development  projects  in  Florida,  Arizona,  offshore  islands,  et  cetera. 
They  also  own  and  operate  numerous  utility  companies  in  several  States  and  a 
title  and  abstract  company.  The  creditors,  in  addition  to  trade  creditors,  include 
approximately  22,000  bondholders.  The  monthly  income  is  over  $5  million.  Devel- 
opment is  continuing  at  an  expense  of  $2  million  per  month.  The  trustees  also 
have  had  problems  involving  the  various  State  and  Federal  ecological  agencies. 

12.  North  American  Acceptance  Corporation  (N.D.  Ga.  J/Kahn).  This  chapter 
X  debtor  and  its  10  subsidiary  corporate  proceedings  involve  over  12,000  creditors, 
most  of  whom  purchased  so-called  thrift  notes  which  were  time  and  demand 
obligations  of  NAAC,  There  was  a  "run"  which  precipitated  the  filing  of  these 
proceedings,  since  NAAC  at  the  time  could  not  honor  its  obligations.  This  case 
is  highly  controversial  because  it  involves  public  "depositors"  rather  than 
investors.  The  first  meeting  of  creditors  was  held  in  the  city  auditorium  in  Atlanta, 
Ga.,  and  an  estimated  4,000  people  attended.  At  the  time  of  the  insolvency  pro- 
ceeding NAAC  was  "servicing"  a  portfolio  of  mortgages  for  a  Massachusetts  real 
estate  investment  trust  totaling  some  $42  million.  The  monthly  collections  amount 
to  over  $1.5  million.  The  trustee  of  NAAC,  believing  he  had  a  claim  against  the 
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REIT,  stopped  the  payment  on  the  portfolio  and  this  precipitated  a  reclamation 
complaint  which  was  followed  by  the  counterclaim  of  the  Trustee.  In  essence  it 
was  alleged  that  the  REIT  in  collusion  with  the  Chase  Manhattan  Bank  and 
others  caused  NAAC's  failure  and  a  money  judgment  was  sought  in  the  millions. 
The  complaint  was  vigorously  litigated,  and  has  been  pending  for  over  2  years. 
Numerous  hearings  have  been  held  before  the  bankruptcy  judge  including  a  trial 
on  a  temporary  restraining  order  requested  by  the  REIT  which  lasted  for  approxi- 
mately 4  weeks.  There  have  been  three  appeals  during  the  pendency  of  the  case; 
over  12  pretrial  conferences;  10,000  pages  of  depositions;  over  1,500  exhibits:  and 
numerous  conferences  all  resulting  in  a  settlement  offer — requiring  12,000  creditors 
to  be  notified  and  a  hearing  held  thereon — which  it  is  estimated  will  return  the 
trustee  approximately  $15  million.  Still  pending  in  this  case  is  a  $20  million 
securities  fraud  complaint  against  the  trustee  by  the  parent  corporation  of  NAAC, 
itself  in  a  chapter  X  in  Dallas,  Tex.,  and  two  class  actions,  one  involving  Georgia 
plaintiffs  and  one  involving  Michigan  plaintiffs  who  assert  defenses  and  damages 
based  upon  various  usury  law  violations  and  truth-in-lending  violations  running 
into  the  millions  of  dollars.  There  is  also  a  bank  setoff  case  involving  six  banks 
throughout  the  country  and  several  million  dollars  in  NAAC  deposits.  Addition- 
ally, there  remains  the  imposing  task  of  reorganizing  the  land  subsidiaries  of 
NAAC  in  order  to  formulate  a  complete  plan  of  reorganization  for  the  corporation. 

13.  Bell  &  Norflect,  a  partnership  (W.D.  Tenn.  J/Leffler).  This  chapter  XI 
debtor  was  a  highly  successful  developer  of  commercial  and  industrial  properties 
in  Memphis,  Tenn.,  and  other  major  cities,  for  some  10  years.  The  Memphis 
based  partnership  conducted  its  businesses  through  various  affiliated  partnerships 
and  joint  ventures,  including  Tampa  Distribution  Center,  Oklahoma  Distribution 
Center,  Denver  Distribution  Center,  Distribution  Center  of  Birmingham,  B  &  N 
West  Fleetbrook  Co.,  New  Orleans  Distribution  Center,  Lamar  Distribution 
Center,  Winchester  Distribution  Center,  Birmingham  Distribution  Center, 
Enterprise  Park,  Spacettes,  Miami  Distribution  Center,  and  Hickory  Hill  Indus- 
trial Park.  Beginning  in  1974,  the  partnership  suffered  the  adverse  impact  of 
rising  interest  rates,  while  at  the  same  time  financing,  both  short  and  long  term, 
became  scarce  as  well  as  expensive.  Inflation  caused  construction  and  operating 
expenses  to  soar.  A  sufficient  cash  flow  could  not  be  maintained  to  service  debt 
and  operate  the  business.  The  total  liabilities  of  the  partnership  and  the  affiliated 
entities  exceeded  $70  million.  After  many  lengthy  pretrial  conferences,  much 
negotiation  by  the  many  attorneys,  and  court  hearings,  plans  have  now  been 
confirmed. 

14.  Irvin  D.  Kaplan,  individually  and  d/b/a  Kaplan  Properties  (S.D.  Tex. 
Judges  Patton,  Blinn,  and  Schultz).  This  case  involves  in  excess  of  $17  million 
in  liabilities  and  $14  million  in  assets.  Mr.  Kaplan,  either  individually  or  through 
other  entities,  controlled  the  professional  basketball  and  hockey  franchises  in 
Houston.  These  two  franchises  were  the  primary  tenants  of  a  new  facility,  "The 
Summit,"  in  suburban  southwest  Houston.  The  city  of  Houston  guaranteed  the 
indebtedness  for  the  construction  of  the  facility.  Thus,  unless  some  resolution 
could  be  achieved  that  would  keep  both  franchises  in  Houston,  there  was  a  sub- 
stantial risk  that  the  facility  itself  and  the  city  of  Houston  would  suffer.  A 
satisfactory  resolution  was  achieved. 

15.  Hill  Properties,  Inc.  (N.D.  Tex.  J/Gandy).  The  case  involves  $156  million 
in  assets  and  $315  million  in  liabilities.  One  of  the  partners  owned  a  substantial 
interest  in  the  New  York  Yankees  and  another  had  an  interest  in  the  Milwaukee 
Brewers.  Player  contracts  in  baseball,  football,  and  other  sports  enterprises  are 
capitalized  for  large  sums  on  acquisition  of  the  clubs  by  new  owners,  and  then 
depreciated  over  the  estimated  playing  life  of  the  players.  The  partners  in  Hill 
Properties  who  owned  the  interests  in  the  chibs  took  large  losses  as  a  result  of 
depreciating  player  contracts.  Internal  Revenue  Service  disallowed  those  losses 
and  filed  priority  claims  in  the  bankruptcy  court  contending  that  additional 
taxes  are  owed  for  the  years  in  question.  The  bankruptcy  judge  must  decide 
whether  depreciation  of  player  contracts  is  permissible,  or  whether  the  amount 
so  assigned  to  the  contracts  should  be  capitalized  as  the  value  of  the  franchise. 
The  results  of  this  ruling  will  have  a  significant  national  impact  on  the  structure 
of  professional  sports. 

16.  American  Grain  &  Cattle,  Inc.  (N.D.  Tex.  J/Ford).  This  chapter  XI  petition 
was  filed  in  response  to  an  involuntary  petition.  The  debtor  scheduled  assets  in 
excess  of  $21  million  and  unsecured  debts  in  excess  of  $3.6  million.  A  plan  of 
arrangement  was  confirmed  providing  six  options  for  the  settlement  of  unsecured 
claims.  The  options  included  combinations  of  cash,  notes,  scrip,  common  stock, 
and  two  classes  of  preferred  stock.  A  claimant  was  entitled,  under  the  plan,  to 
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designate  a  portion  of  his  claim  under  one  option  and  the  remainder  of  the  claim 
under  other  options.  The  debtor's  operations  were  widely  scattered,  consisting 
of  grain  warehousing  operations  from  Texas  to  North  Dakota.  The  unsecured 
creditors  were  primarily  grain  farmers. 

17.  El  Paso  Coin  Company  (W.D.  Tex.  J/Thompson).  The  assets  herein 
amounted  to  $2.2  million  consisting  primarily  of  gold  bullion  and  rare  coins. 
The  liabilities  totaled  $4  million  which  was  for  money  received  for  purchases  of 
gold  from  various  parts  of  the  country  which  was  never  mailed  out.  The  FBI 
and  the  U.S.  attorney's  office  have  been  involved  and  the  president  of  the  corpora- 
tion has  been  indicted,  and  is  currently  a  fugitive  from  justice  in  Mexico.  There 
have  been  many  adversary  hearings  requesting  the  return  of  gold  by  purchasers 
who  had  paid  for  it  and  sellers  who  had  delivered  and  received  NSF  checks. 
One  check  was  for  $700,000  for  gold  delivered  just  prior  to  closing  of  the  business. 
The  legal  questions  have  been  complicated  and  portions  of  the  case  are  presently 
on  appeal.  There  is  now  under  consideration  the  ownership  of  $100,000  in  rare 
coins  claimed  by  several  different  persons  including  the  fugitive's  attorney. 

18.  Cadillac  and  Lake  City  Railway  Company  (W.D.  Mich.  J/Nims).  This  is  a 
section  77  case  involving  exceptional  problems,  particularly  the  interplay  of  the 
Bankruptcy  Act  and  the  Interstate  Commerce  Act.  Although  the  case  was  filed  in 
1971  the  final  order  of  the  Interstate  Commerce  Commission  approving  the  plan 
of  reorganization  was  only  recently  entered.  It  had  been  held  up  due  to  an  appeal 
from  the  decision  of  the  administrative  law  judge.  Bankruptcy  Judge  Nims  served 
as  special  master  and  has  had  day-by-day  responsibility  for  the  case. 

19.  Advance  Schools,  Inc.  (N.D.  111.  j/Fisher).  Advance  Schools,  Inc.,  (ASI) 
is  one  of  the  Nation's  largest  home  study  schools.  At  the  time  of  the  chapter  XI 
petition,  about  60,000  students  from  all  over  the  United  States  were  enrolled.  For 
the  fiscal  year  ending  September  1974,  over  40,000  students  completed  courses  of 
study  and  completed  lesson  income  totaled  $46  million.  A  substantial  portion  of 
tuition  obligations  were  represented  by  federally  insured  student  loans  financed 
with  49  banks  and  financial  institutions  throughout  the  country  and  with  the 
Student  Loan  Marketing  Association  (SLMA).  Early  in  1975,  however,  due  to 
decreasing  profits  and  higher  levels  of  general  and  administrative  expense,  a 
severe  cash  flow  shortage  developed  which  resulted  in  ASI  being  unable  to  cover 
its  obligation  to  repay  the  lender  for  matured  notes.  In  April  1975,  the  schedules  of 
ASI  indicated  it  owed  to  banks  and  financial  institutions  approximately  $70 
million  on  agreements  to  repurchase  student  notes  at  maturity  and  approximately 
$9.4  million  to  SLMA,  secured  by  $12  million  face  amount  student  notes.  Addi- 
tional creditors  and  trade  creditors  amounted  to  an  additional  $6  million  with 
assets  exceeding  $99  million.  The  plan  as  confirmed  provides  for  payment  in  full 
to  the  banks  and  financial  institutions  and  to  SLMA.  The  U.S.  Department  of 
Health,  Education,  and  Welfare  has  become  subrogated  to  approximately  $20 
million  in  claims  as  a  creditor  of  ASI,  representing  the  unearned  portion  of  student 
notes  formerly  held  by  banks  and  financial  institutions.  Trade  creditors  will 
receive  approximately  two-thirds  payment  in  cash. 

20.  Richardson  Homes  Corporation  (N.D.  Ind.  J/Rodibaugh).  The  debtor 
operated  a  plant  reputed  to  be  the  largest  mobile  home  plant  under  one  roof  in 
the  world.  The  plant  building  was  appraised  for  $1.7  million.  Prior  to  filing  the 
chapter  XI,  the  debtor  corporation  loaned  $1,993,248  to  its  parent  corporation, 
Great  Southwest  Corp.  The  trustee  has  now  sued  the  parent  corporation  along 
with  others  for  recovery  of  this  sum,  along  with  an  additional  $600,000  for  negli- 
gence and  other  miscellaneous  claims. 

21.  Cortland  J.  Silver,  et  al.  (Minn.  J/Dim).  These  cases  involved  39  chapter 
XI  cases  consisting  of  over  50  separate  entities  with  properties  in  many  States. 
Thirty-seven  were  converted  to  bankruptcy  and  2  chapter  XFs  are  still  pending. 
Numerous  hearings  have  been  held  relating  to  the  lifting  of  stays,  validity  of 
mortgages  and  title  to  property.  There  are  20  objections  to  discharge  and  21 
dischargeability  of  debt  cases  filed  in  the  above  matters  which  are  yet  to  be  tried 
involving  $6S  million. 

22.  R.  T.  Crow,  el  al.  (E.D.  Mo.  J/Shanahan).  These  2  chapter  XI  proceedings 
deal  with  lake  developments  in  the  St.  Louis  area  and  affect,  some  1,000  creditors. 
In  R.  T.  Crow  assets  of  $56  million  and  liabilities  of  $35  million  were  scheduled.  In 
Terre  Du  Lac,  Inc.,  assets  Gf  $31  million  and  liabilities  of  $10  million  are  reflected. 
The  multitudinous  matters  which  arose  in  the  administration  of  these  estates 
involved  numerous  and  varied  areas  of  law.  Plans  have  been  confirmed  in  both 
estates. 

23.  Financial  Corporation  (W.D.  Mo.  J/Jones).  The  bankrupt  scheduled  assets 
of  $50  million  and  debts  of  $68  million.  The  company  was  owned  by  a  farmer  from 
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Iowa  who  started  and  operated  a  truckline.  Without  financial  background,  he  got 
involved  in  buying  and  selling  Government  securities  on  a  large  scale.  He  took  $1 
million  and  in  a  short  period  of  time  had  between  $1  and  $3  billion  "in  the  float." 
The  trustee  asserts  that  the  bankrupt  was  solvent  at  the  time  the  Securities  and 
Exchange  Commission  shut  his  operation  down  and  that  it  was  done  at  the  request 
of  the  Federal  Reserve  Bank  of  New  York  and  the  26  primary  dealers  in  Govern- 
ment securities.  The  trustee  is  considering  an  antitrust  suit  against  the  Govern- 
ment, the  Treasury  Department  and  the  Federal  Reserve  System  for  many 
millions  of  dollars. 

24.  American  Beef  Packers,  Inc.  (Nebr.  J/Crawford).  This  chapter  XI  proceed- 
ing involved  $110  million  in  assets  and  $19  million  in  liabilities.  There  were  some 
300  separate  adversary  proceedings  filed  including  a  security  fraud  cause  of  action 
seeking  recoveries  approximating  $2  million.  The  proceeding  concerned  seven 
meatpacking  operations  in  four  States,  three  of  which  were  sold.  A  grand  jury  for 
the  U.S.  District  Court  for  Nebraska  returned  a  100-count  indictment  against  the 
debtor's  president.  Similar  indictments  were  returned  by  the  States  of  Iowa  and 
South  Dakota.  A  plan  was  confirmed.  Retained  jurisdiction  over  future  payments 
will  extend  for  7  years. 

25.  Tyrolian  Village  (Nev.  J/ George).  This  chapter  XI  involves  valuable  parcels 
of  land  in  both  Nevada  and  California.  One  large  piece  of  land  on  the  Santa 
Barbara  coast  presents  important  environmental  and  ecology  questions. 

26.  Metropolitan  Shippers'  Clearings  Corp.  (W.D.  Wash.  J/Volinn).  This  case 
involves  some  500  creditors,  many  of  them  major  users  of  truck  transportation 
such  as  Ford  Motor  Co.,  Carrier  Corp.,  Pepperidge  Farms,  and  GTE  Automatic 
Electric.  The  bankrupt  was  a  shipping  agency  which  specialized  in  auditing  freight 
bills.  Subsidiaries  in  Washington,  California,  New  Jersey,  and  Illinois  are  involved. 
Class  actions  were  instituted  in  Illinois  and  in  the  State  of  Washington  for  pref- 
erences directed  against  the  Canadian  Imperial  Bank  of  Commerce.  The  bank- 
ruptcies and  the  district  court  actions,  all  of  which  were  before  the  bankruptcy 
judge,  involve  some  22  parties,  and  total  demands  approach  $2  million. 

27.  Jackson  Enterprises,  Inc.  (S.D.  Calif.  J/Katz).  This  chapter  XI  is  a  major 
farming  operation  in  the  Imperial  Valley  of  California.  The  debtor  farms  approx- 
imately 16,000  acres  for  its  own  account  as  well  as  for  various  farming  partner- 
ships. In  addition  it  operated  a  cattle  feedlot  with  20,000  head  of  cattle  to  fatten 
for  market  and  a  slaughterhouse  which  weekly  slaughtered  and  butchered  $50,000 
worth  of  cattle.  The  debtor's  meatpacking  plant  supplied  most  of  the  meat  con- 
sumed in  the  valley,  to  grocery  stores  and  restaurants.  The  debtor  owed  some 
300  creditors  almost  $10  million. 

28.  Frank  R.  Mello,  et  ux  (E.D.  Calif.  J/Thompson).  The  Mellos  ov/ned  1,084 
acres  of  land,  including  their  84-acre  homestead,  which  had  been  purchased  with 
a  VA  loan  and  on  which  they  operated  a  dairy  consisting  of  450  cows.  Frank 
Mello  had  terminal  cancer  and  could  no  longer  take  care  of  the  dairy.  The  bank 
was  about  to  foreclose  its  second  trust  deed  and  the  lien  on  the  cattle  for  $230,000, 
which  would  have  left  the  debtors  and  general  creditors  with  nothing.  During  the 
course  of  the  chapter  XI  proceedings,  the  bank  agreed  to  a  sale  of  the  cattle  and 
of  the  1,000  acres  of  rangeland  and  received  the  net  proceeds  therefrom.  The 
bank  further  agreed  to  remain  restrained  pending  Mr.  Mello's  imminent  death. 
Upon  such  death  the  mortgage  insurance  paid  off  the  Veterans'  Administration 
first  lien  of  $32,000,  which  enhances  the  equity  of  Mrs.  Mello  in  her  84-acre  home- 
stead so  that  she  was  able  to  refinance  and  pay  off  the  bank.  All  creditors  will  be 
paid  in  full  and  the  widow  and  the  heirs  of  Mr.  Mello  will  receive  about  $70,000 
over  and  above  costs  of  administration. 

29.  Humboldt  Fir,  Inc.  (N.D.  Calif.  J/Brown).  The  chapter  XI  debtor  was  the 
only  major  emplover  in  the  village  of  Hoopa  in  Humboldt  County,  Calif.  (Hoopa 
Indian  Reservation).  It  hired  at  least  250  people.  For  over  2  years  hearings  were 
held  and  eventually  a  confirmed  plan  paid  off  every  creditor  in  full,  generated 
moneys  for  the  owners  of  the  corporation,  and  culminated  in  the  ownership  of  the 
entire  facility  as  a  going  business  which  preserved  employment  for  250  or  more 
families.  Assets  and  liabilities  of  some  $3.7  million  were  involved. 

30.  General  Hawaiian  Corporation  (Hawaii  J/Chinen).  The  debtor  is  a  publicly 
held  holding  company  for  a  series  of  interrelated  corporations  including  a  land 
development  subsidiary  with  projects  in  Alaska,  California,  and  Hawaii  having 
approximately  $19  million  in  assets  and  $26  million  in  liabilities.  The  Bank  of 
California  moves  to  lift  the  rule  11-44  automatic  stay,  so  that  it  could  foreclose 
its  mortgage  on  certain  property  located  at  Hanalei  on  the  island  of  Kauai.  Gen- 
eral Hawaiian  Development  had  acquired  the  fee  simple  interest  in  some  14  acres 
at  Hanalei  and  had  constructed  a  luxury  132-unit  condominium  project  fully 
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equipped  with  tennis  courts,  access  to  golf  facilities,  and  the  like.  The  interim 
lender,  the  Bank  of  California,  was  owed  in  excess  of  $12  million  when  the  case 
was  filed.  The  principal  issue  was  whether  the  court  should  view  the  potential  for 
selling  the  condominiums  on  a  "time-sharing  ownership"  basis  or  on  a  conventional 
basis,  in  determining  whether  there  was  sufficient  equity  in  the  property  to  war- 
rant denying  the  motion  to  lift  the  stay. 

31.  Tilco,  Inc.  (Kans.  J/Morton).  In  these  chapter  XI  proceedings  an  oil  funding 
parent  corporation  was  consolidated  with  its  nine  subsidiaries.  Novel  legal  issues 
included:  (a)  A  "lead"  bank  filed  a  multimillion  dollar  secured  claim  solely  in  its 
own  name  although  substantial  portions  of  the  indebtedness  were  owed  to  three 
other  banks  through  participation-type  agreements.  The  trustee  challenged  the 
status  of  the  "lead"  bank  as  the  real  party  in  interest:  (6)  the  "lead"  bank  took  a 
security  interest  and  financing  statement  describing  as  collateral,  inter  alia, 
"general  intangibles."  The  reorganization  trustee  filed  the  corporation's  tax  re- 
turn for  fiscal  1972  along  with  an  application  for  tax  refund  based  on  loss  carry- 
backs. The  refund  was  allowed  and  paid  by  IRS.  The  court  ruled  there  was  no 
UCC  perfection  as  against  the  trustee. 

32.  The  King  Resources  Company  (Colo.  J/McGrath).  This  chapter  XI  involved 
a  large  multinational  oil  and  mineral  firm.  Assets  during  the  course  of  administra- 
tion have  been  sold  in  South  Africa  and  the  debtor  operates  gas  and  oil  wells  in 
Canada,  the  Suez,  and  other  areas  around  the  globe.  It  has  been  determined 
through  various  hearings  that  there  are  liabilities  of  approximately  $86  million 
with  assets  of  approximately  $47  million.  The  Colorado  Corporation  is  a  liquidating 
bankruptcy  and  was  also  part  of  the  "King  empire."  There  are  liabilities  of  ap- 
proximately $65  million  with  assets  of  approximately  $47  million.  The  bankrupt 
owns  a  one-half  interst  in  one  of  the  largest  uranium  deposits  in  North  America, 
situated  in  Wyoming.  Selling  this  asset  for  the  most  advantageous  price  has  re- 
sulted in  numerous  hearings,  disputes  and  appeals.  Conceivably,  a  one-half 
interest  should  net  the  estate  anywhere  from  $5  to  $10  million.  The  Imperial 
American  Resources  Company  is  another  entity  in  the  "King  empire."  This 
corporation  was  a  general  partner  in  oil  and  gas  wells.  A  plan  has  been  submitted 
and  the  SEC  report  has  been  filed  and  this  chapter  X  proceeding  should  be  con- 
firmed shortly.  The  case  involves  assets  of  approximately  $45  million  and  liabilities 
of  approximately  $100  million. 

Judge  Kline.  The  most  casual  examination  of  these  dollar  figures 
and  the  related  legal  problems  is  understandably  persuasive.  A 
little  more  subtle  but  nonetheless  real  is  the  day-to-day  importance 
of  consumer  or  individual,  nonbusiness  bankruptcies. 

Some  85  percent  of  current  filings  are  consumer  or  wage  earner 
bankruptcies.  Interestingly,  10  years  ago  it  was  about  92  percent. 
So  there  has  been  a  positive  move  toward  increased  business  bank- 
ruptcy and  rehabilitation  cases.  But  even  in  this  area — particularly 
since  the  dischargeability  bill  effective  since  December  of  1970 — there 
is  litigation  and  judicial  action  of  marked  significance.  And  it  makes  no 
difference  whether  you're  talking  about  an  asset  case  or  a  no-asset 
case. 

Specifically,  the  bankruptcy  court  was  empowered  to  pass  upon 
individual  debt  dischargeability  and  to  enter  judgments  therein.  The 
statutory  language  contemplated  decisions  and  judgments  on  issues 
both  as  to  liability  and  amount  thereby  precluding  possible  duplicate 
court  action  and  effectively  preempting  State  court  jurisdiction. 

According  to  figures  furnished  by  the  administrative  office,  during 
1975  there  were  95,861  adversary  proceedings  and  contested  matters 
terminated  by  bankruptcy  judges,  that  is  individual  lawsuits  within 
the  filed  cases.  Adversary  proceedings  include  actions:  (1)  To  recover 
money  or  property,  (2)  to  determine  the  validity,  priority,  or  extent 
of  a  lien  or  other  interest  in  property,  (3)  to  sell  property  free  of 
lien  or  other  interest  for  which  the  holder  can  be  compelled  to  take 
money  satisfaction,  (4)  to  object  to  or  revoke  a  discharge,  (5)  to 
obtain  an  injunction,  (6)  to  obtain  relief  from  a  stay  as  provided  in 
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BR  401  and  BR  601,  (7)  or  avoid  an  obligation  under  BR  220— 
examination  of  bankrupt's  transactions  with  his  attorney — or,  (8)  to 
determine  the  dischargeability  of  a  debt. 

Contested  matters  include  but  are  not  limited  to  objections  to 
claims — as  distinguished  from  a  complaint  by  way  of  counterclaim 
for  affirmative  relief — and  disputes  over  claimed  exemptions. 

Included  in  such  minilawsuits  were  thousands  of  evidential  trials 
dealing  both  with  whether  the  bankrupt  qualified  for  a  discharge  and 
whether  individual  debts  or  judgments  were  dischargeable. 

Where  the  bankruptcy  court  enters  dischargeability  bill  judgments, 
often  for  substantial  amounts,  such  judgments  have  the  same  effect 
as  anv  other  Federal  court  judgment.  See  28  U.S.C.,  section  1963, 
FRCP  69,  BR  769,  BR  921  (bj. 

In  fact,  such  bankruptcy  court  judgments  are  of  more  practical 
significance  than  many  judgments  of  other  courts  which  may  be 
subject  to  being  discharged  in  bankruptcy.  This  is  keenly  appreciated 
both  by  the  bankrupts  and  creditors  who  seek  determinations  as  to 
individual  debts.  Debts  which  may  be  excepted  from  general  discharge 
fall  into  eight  identifiable  categories  under  B.A.  section  17(a),  11 
U.S.C.  35(a);  (1)  taxes  due  and  owing  within  3  years  prior  to  bank- 
ruptcy; (2)  debts  arising  from  obtaining  money  or  property  by  false 
pretenses,  false  representations  or  false  financial  statements  or 
liabilities  for  willful  and  malicious  conversion  of  another's  property; 
(3)  unscheduled  debts;  (4)  liabilities  created  by  fraud,  misappropria- 
tion or  defalcation  while  acting  as  an  officer  or  in  any  fiduciary 
capacity;  (5)  wages  and  commissions  to  the  extent  they  are  entitled  to 
priority  under  section  64(a),  11  U.S.C.  section  104(a);  (6)  moneys 
of  an  employee  received  by  his  employer — the  bankrupt — to  secure 
faithful  performance  of  employment  contract;  (7)  alimon}r,  child  and 
wife  support,  seduction,  breach  of  promise,  criminal  conversation; 
and  (8)  liabilities  for  willful,  malicious  injury  to  another's  person  or 
property — other  conversion.  See  B.A.  section  17(a),  11  U.S.C.  35(a). 

Today,  it  makes  little  sense  for  any  U.S.  district  judge  to  be  bur- 
dened with  or  care  for  bankruptcy  related  responsibilities.  In  principle 
and  conduct,  most  district  judges  apparently  agree  with  this.  The 
Federal  Judicial  Center's  1960-70  survey  indicated  that  approxi- 
mately 1  percent  of  district  judge  time  was  devoted  to  bankruptcy 
related  matters.  That  was  borne  out  by  the  Ad  Hoc  Committees'  own 
testimony  ahead  of  us  here.  Doubtless  even  less  time  is  now  being 
spent.  The  bankruptcy  rules  of  1973-75  authorize  bankruptcy  judges 
to  perform — with  several  minor  exceptions — all  district  court  func- 
tions in  straight  bankruptcy  and  chapters  X,  XI,  and  XII  rehabilita- 
tion cases. 

Significantly,  everyone  close  to  the  present-day  Federal  judicial 
scene  knows  of  the  urgent  need  for  additional  Federal  judges  to  cope 
with  mushrooming  Federal  court  litigation.  Impossible  pressures  exist 
because  of  the  Speedy  Trial  Act  criminal  trial  requirements  and  multi- 
faceted,  ever-increasing  nonbankruptcy  civil  litigation,  which  cannot 
now  be  ideally  handled  by  the  existing  judges  even  with  the  aid  of  law 
clerks  and  U.S.  magistrates. 

As  for  functionally  independent  bankruptcy  court  opposition,  most 
active  opponents  of  a  functionally  independent  bankruptcy  court 
must  either  be  influenced  by  a  throwback  to  3^ears  gone  by  and  be 
personally  unaware  of  the  unprecedented  change  in  bankruptcy  court 
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practice  and  action  in  recent  years  or  be  unduly  weighted  by  some 
unique,  nonrepresentative  local  condition. 

Interestingly,  a  portion  of  the  preliminary  report  made  by  the  ad  hoc 
committee — mailed  to  Federal  judges  May  2,  1977 — observed  in  part: 

Jurisdiction  in  bankruptcy  cases  is  now  granted  by  law  to  U.S.  district  courts 
under  28  U.S.C.  1334.  To  discharge  their  duties  under  the  Bankruptcy  Act, 
district  courts  are  authorized  to  appoint  referees  who  may  exercise  certain  powers 
subject  to  review  by  district  judges.  The  position  of  a  referee  in  bankruptcy  is 
similar  to  the  ancient  position  of  a  standing  master  in  chancery,  except  that  since 
194G  a  referee  in  bankruptcy  has  been  a  salaried  officer  serving  a  term  of  6  years. 

This  is  a  remarkable  misdescription  of  the  present  day  bankruptcy 
court. 

As  mentioned  by  the  bankruptcy  rules  draftsmen  in  1973: 

There  has  been  a  purpose  to  emphasize  the  judicial  in  contradistinction  to  the 
ministerial  functions  of  the  referee  in  bankruptcy  administration  and  to  enhance 
the  dignity  of  the  office  as  that  of  the  principal  judge  of  the  bankruptcy  court. 

The  implementation  of  this  stated  purpose  includes  designating  the 
referee  as  "bankruptcy  judge"  (BR  920),  and  authorizing  him  to 
conduct  jury  trials  (BR  115(b)(1)).  Moreover,  upon  appeals  to  the 
district  court,  the  parties  are  not  permitted  to  introduce  new  evidence 
or  present  the  matter  "de  novo"  (BR  810),  but  the  bankruptcy 
judge's  findings  shall  be  accepted  on  appeal  "unless  they  are  clearly 
erroneous"  (BR  810). 

Additionally,  to  abolish  criticized  delay  and  inefficiency,  the  rules 
direct  automatic  reference  "for  all  purposes"  to  the  bankruptcy  court 
of  all  straight  bankruptcy  cases  (BR  102(a)),  all  ancillary  pro- 
ceedings (BR  217(b)),  and  all  applications  to  reopen  closed  cases 
(BR  515).  Moreover,  the  bankruptcy  judge  (1)  is  authorized  to 
transfer  cases  (BR  116),  (2)  to  appoint  estate  receivers  in  any  ad- 
versary situation  where  a  trustee  has  not  qualified  or  has  a  potential 
conflict  of  interest  (BR  306(b)),  (3)  is  released  from  the  burden  of 
determining  the  allowability  of  claims  where  no  objection  has  been 
made  (BR  306(b))  and  (4)  the  bankruptcy  judge  may  delegate  min- 
isterial duties  to  an  assistant  (BR  506).  BR  920  grants  the  bank- 
ruptcy court  limited  contempt  power.  Moreover,  the  bankruptcy 
judge  is  authorized  to  designate  bank  depositories,  a  most  significant 
responsibility,  for  estate  funds  (BR  512)  and  to  determine  the  news- 
papers for  publication  notices  (BR  908). 

Chapter  X  cases  may  be  automatically  referred  by  local  rule  (BR 
10-103).  Chapters  XI  and  XII  cases  are  automatically  referred  for  all 
purposes  (BR  11-5,  BR  12-5). 

Today's  bankruptcy  judge — who  with  the  exception  of  enjoing 
another  court  and  having  limited  contempt  power,  can  and  generally 
does  exercise  all  the  powers  of  the  district  court— bears  no  kinship 
to  the  "ancient  standing  master  in  chancery"  who  reported  and 
recommended  but  had  no  final  order  authority. 

A  "master  in  chancery"  viewpoint  or  the  mere  suggestion  that 
bankruptcy  judges  possibly  should  again  be  identified  by  the  non- 
descriptive — inferentially  athletic — title  of  referee  can  but  raise  deep 
concern  with  any  proposed  bankruptcy  reform  which  is  interpret  able 
as  leaving  bankruptcy  in  a  "stepchild"  relationship  with  the  district 
court.  It's  like  Judge  Brown  said,  "When  everything  is  said  and  done, 
you  just  get  down  to  this  issue:  Who  is  going  to  run  the  court?" 
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We  submit  that  bankruptcy  judges,  the  persons  that  actually  do 
the  work,  "run  the  court." 

Additionally,  that  any  serious  consideration  would  be  given  to  the 
general  merging  of  bankruptcy  court  responsibilities  with  U.S. 
magistrate  functions — and  that  has  been  considered  by  Ad  Hoc 
Committee  of  the  Judicial  Conference — seems  inconceivably  un- 
realistic and  disquieting  to  any  person  interested  in  and  conversant 
with  current  insolvency  litigation. 

Although  the  bankruptcy  system  has  worked  surprisingly  well 
considering  its  unrealistic  jurisdictional  authority  restricted  to  court 
possession  of  property  or  consent  of  parties  and  its  "Topsylike" 
court  structure  evolution,  problems  as  to  uniformity  can  and  do  exist. 

Although  clearly  not  a  general  practice  the  district  judges  by  local 
rule  and  practice  can:  (a)  retain  control  over  chapter  X  cases  of 
special  interest  (BR  10-103 (a)  (2))  or  withdraw  a  reference  of  any 
case  without  cause  (BR  102,  BR  10-103,  BR  11-5,  BR  12-5);  (b) 
appoint  chapter  X  receivers  or  trustees  (BR  10-201  (a),  BR  10-202(a)) 
and  then  assign  the  cases  to  the  bankruptcy  court  for  handling; 
(c)  reserve  the  right  to  set  or  review  the  fixing  of  fees  in  cases  ex- 
clusively handled  by  the  bankruptcy  court.  That's  not  done  generally, 
but  I  do  know  of  specific  instances  where  that  is  a  practice.  You 
talk  about  lack,  of  uniformity;  there  you  have  it. 

Then  (d)  consolidate  the  bankruptcy  clerk's  office  with  that  of  the 
U.S.  district  court  clerk  removing  bankruptcy  clerk  personnel  from 
all  bankruptcy  court  control  resulting  in  bankruptcy  court  business 
receiving  secondary  attention  even  by  bankruptcy  personnel.  Now 
there  again  that  is  an  isolated  circumstance.  It  depends  on  what  the 
persons  in  a  position  of  authority  have  in  mind  at  the  time.  The 
Houston  operation,  as  I  understand  it,  has  worked  pretty  well.  I  get 
that  directly  from  the  bankruptcy  judges.  But  it  is  separated  because 
there  is  a  spirit  to  understand  and  know  how  it  should  be  handled. 

With  due  respect  to  Judge  Brown  and  the  Kansas  situation,  I  have 
reasonably  reliable  information  that  when  the  Kansas  consolidation 
took  place,  there  was  a  chief  clerk  of  the  bankruptcy  division  that 
had  been  there  some  18  or  19  years.  Due  to  some  difference,  in  per- 
sonalities or  otherwise,  the  U.S.  district  court  clerk  was  in  a  position 
to  dismiss  her  and  did  so  without  even  consulting  the  bankruptcy 
judges.  Where  the  bankruptcy  judges  lose  all  practical  control  over  the 
bankruptcy  clerks,  the  situation  is  impossible.  Believe  me,  the  bank- 
ruptcy clerk's  office  is  much  more  than  a  recordkeeping  office  in  the 
way  it  functions.  As  I  understand  it,  the  clerks  would  be  under  the 
bankruptcy  judges'  control  in  S.  2266. 

Judge  DeMascio  also  mentioned  the  consolidated  clerk's  office  in 
Detroit.  I  happened  to  chair  the  committee  for  our  Conference  which 
conducted  the  survey  that  was  presented  as  to  cases  pending  before 
bankruptcy  judges  on  October  31,  1976.  We  have  a  letter  from  Judge 
DeMascio  as  to  his  district,  the  only  district  as  such  that  could  not 
give  us  the  requested  survey  information.  He  wrote  that  it  would  take 
seven  people  424  hours  or  53  days  in  his  clerk's  office  to  give  the 
information  which  we  had  requested.  Interestingly,  in  less  than  30 
days  from  the  time  I  first  made  written  inquiry  of  the  other  districts 
we  had  a  report  mailed  to  the  president  of  our  Conference  in  Bangor, 
Maine,  to  be  submitted  to  Congressman  Edwards  who  had  made  a 
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request  for  such  data.  If  that's  a  problem  also  related  to  the  consolida- 
tion of  the  clerk's  office,  then  that  will  have  to  be  judged. 

Many  good  faith  opinion  differences  exist.  Yet,  certain  issues  seem 
foundational.  We  believe  the  most  significant  policy  decision  this 
committee  will  make  deals  with  whether  the  public  interest  will  be 
best  served  by : 

(1)  A  forum  of  disputed,  arguable  jurisdictional  authority — one 
operating  within  the  shadow  of  a  supervising  court  so  burdened  with 
other  responsibilities  and  interests  as  to  have  neither  the  time  nor 
expertise  to  contribute  meaningfully,  or 

(2)  A  forum  of  clearly  defined,  true  bankruptcy  jurisdiction — one 
operating  as  a  court  of  stature  equipped  with  adequate  personnel  and 
expertise  to  give  "one-stop"  full-service  attention  to  the  Nation's 
insolvency  needs. 

Thank  you  so  much  for  your  attention.  If  I  may — unless  there 
is  something  else  for  me — I  will  invite  Judge  Lee  to  make  some 
comments. 

Senator  DeConcini.  Judge  Lee? 

Judge  Lee.  I  wish  to  suggest  improvements  in  S.  2266  with  respect 
to  two  matters:  (1)  the  trustee  apparatus,  and  (2)  transition  to  the 
new  court  system. 

THE    TRUSTEE    APPARATUS 

The  language  in  title  II,  section  209  of  S.  2266,  page  269,  authoriz- 
ing the  Director  of  the  Administrative  Office  of  the  U.S.  Courts 
to  establish  a  panel  of  private  trustees  for  each  bankruptcy  court 
is  based  on  similar  language  in  section  4-301  of  the  so-called  judges' 
bill  introduced  in  the  two  previous  Congresses.  S.  4046,  93d  Congress, 
2d  session;  S.  235,  94th  Congress,  1st  session. 

However,  the  trustee  apparatus  provided  by  for  S.  2266  does 
not  achieve  a  separation  of  administrative  and  judicial  functions 
as  did  the  trustee  system  proposed  in  the  judges'  bill. 

Title  II,  section  207  of  the  judges'  bill  provided  for  the  establish- 
ment by  statute  within  the  Administrative  Office  of  the  U.S.  Courts 
of  a  Branch  of  Bankruptcy  Administration  headed  by  a  chief  to  be 
appointed  by  the  Supreme  Court. 

Title  II,  section  206  of  the  judges'  bill  authorized  the  Branch 
of  Bankruptcy  Administration  to  establish  and  maintain  such  local 
offices  as  are  necessary  to  administer  the  provisions  of  title  II  of  the 
United  States  Code. 

Finally,  title  I,  section  4-302  of  the  judges'  bill  provided  that 
upon  the  commencement  of  a  case  the  Director  acting  through  his 
local  agents  would  appoint  the  trustee. 

The  judges'  bill  not  only  took  from  the  court  the  duty  of  appointing 
trustees;  it  also  removed  from  the  court  the  duty  of  supervising 
trustees.  Title  II,  section  206  of  the  judges'  bill  assigned  the  duty  of 
supervising  trustees  to  the  Director. 

Those  of  us  who  composed  the  judges'  bill  envisioned  that  the 
Branch  of  Bankruptcy  Administration  of  the  Administrative  Office 
of  U.S.  Courts  would  be  a  quasiautonomous  separate  arm  of  the 
Administrative  Office  of  the  U.S.  Courts.  See  Hearings  on  S.  235  and 
S.  236,  part  II,  pages  920-927;  951-955. 

The  idea  of  a  statutory  arm  of  the  Administrative  Office  of  the 
U.S.  Courts  to  exercise  continuing  scrutiny  of  bankruptcy  administra- 
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tion  is  not  new.  It  was  first  recommended  in  the  report  of  the  At- 
torney General's  Committee  on  Bankruptcy  Administration  (1940), 
at  XIII.  This  was  because  the  Act  of  August  7,  1939,  creating  the 
Administrative  Office  of  U.S.  Courts  and  spelling  out  its  functions 
makes  no  reference  to  referees  in  bankruptcy  or  to  the  responsibility 
for  supervising  the  Administration  of  the  Bankruptcy  Act — title 
28  United  States  Code,  section  604. 

At  a  special  meeting  held  January  22  and  23,  1940  the  Judicial 
Conference  decided  that  referees  were  within  the  preview  of  the 
statute,  and  that  the  Judicial  Conference  had  the  responsibility  of 
supervising  the  administration  of  the  Bankruptcy  Act  by  all  the 
officers  of  the  bankruptcy  courts,  including  the  referee  in  bankruptcy. 
Chandler,  "The  Beginning  of  a  New  Era  in  Bankruptcy  Administral 
tion  1939-47,"  34  Ref.  J.  3,  January  1960.  Finally,  at  a  special  meeting 
held  January  21,  and  22,  1941  the  Judicial  Conference  approved  the 
establishment  of  a  Bankruptcy  Division  in  the  Administrative  Office. 
See  Chandler,  supra,  at  25. 

The  Bankruptcy  Division  of  the  Administrative  Office  of  U.S. 
Courts,  which  exists  by  administrative  fiat,  has  been  perennially 
underfunded  and  understaffed. 

There  is  no  provision  under  present  law  for  the  Bankruptcy  Division 
or  the  Administrative  Office  to  maintain  offices  other  than  at  the  seat 
of  government. 

The  proposal  in  S.  2266  to  authorize  the  Director  of  the  Administra- 
tive Office  of  U.S.  Courts  to  establish  a  panel  of  private  trustees  for 
each  bankruptcy  court  is  completely  unrealistic  unless  accompanied 
by  a  congressional  mandate  which  lifts  the  Bankruptcy  Division  out 
of  limbo  and  establishes  it  as  a  statutory  arm  of  the  Administrative 
Office. 

More  importantly,  the  mere  authorization  for  establishment  of 
panels  of  private  trustees  for  each  court  does  not  accomplish  a  separa- 
tion of  administrative  and  judicial  functions  because  S.  2266  imposes 
on  the  bankruptcy  court  the  obligation  of  appointing  and  supervising 
trustees. 

This  structure,  which  is  essentially  the  same  as  under  present  law, 
is  contrary  to  the  recommendations  of  all  concerned  parties  who 
testified  during  the  previous  hearings  on  bankruptcy  reform  legislation. 

The  following  excerpts  from  the  Hearings  Before  the  Subcommittee 
on  Improvements  in  Judicial  Machinery  of  the  Committee  on  the 
Judiciary,  U.S.  Senate,  94th  Congress,  1st  session  on  S.  235  and  S.  236, 
will  illustrate  the  point. 

"The  first  problem  which  the  Commission  tried  to  solve  in  connection  with  the 
structure  of  the  bankruptcy  system  was  what  it  perceived  to  be  a  really  unhealthy 
combination  of  judicial  and  administrative  functions  in  the  bankruptcy  court." 
Harold  Marsh,  Chairman  of  the  Commission  on  Bankruptcy  Laws  of  the  United 
States,  Hearings,  Part  1,  pg.  19. 

"I  have  read  and  studied  the  judges'  bill  and  noted  the  differences  between  the 
judges'  bill  and  the  Commission's  bill,  and  quite  frankly  I  do  not  think  the 
differences  are  as  deep  and  wide  as  they  seem  to  be  on  the  surface.  I  think  that 
the  judges  are  agreed  with  the  basic  philosophy  of  the  Commission  which  is  that 
there  should  and  must  be  a  separation  of  the  judicial  functions  of  the  judge  from 
the  administrative  functions  now  performed  by  the  judges.  This  is  the  basic 
thing."  Charles  Scligson,  Member  of  the  Commission  on  Bankruptcy  Laws  of  the 
United  States  and  Chairman  of  the  National  Bankruptcy  Conference,  Hearings, 
Part  1,  pg.  31. 
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"The  first  major  proposal  put  forward  by  the  Commission  and  one  with  which 
the  National  Conference  of  Bankruptcy  Judges  agrees  in  principle,  involves  the 
separation  of  the  administrative  from  the  judicial  functions  in  bankruptcy  ad- 
ministration. *  *  *  Bankruptcy  judges  will  be  greatly  relieved  at  being  freed  of 
the  responsibility,  not  only  for  the  appointment  of  these  functionaries  which 
Chairman  Marsh  referred  to  yesterday,  but  their  supervision,  and  it  is  in  large 
part  in  the  area  of  their  supervision  and  compensation  that  some  of  the  appear- 
ances of  conflict  have  occurred.  We  welcome,  we  endorse  and  enthusiastically 
recommend  that  this  responsibility  be  taken  from  us."  Judge  Conrad  K.  Cyr, 
President,  National  Conference  of  Bankruptcy  Judges,  Hearings,  Part  1,  pg.  53. 
See  also  pages  76-77,  121. 

"On  balance  we  are  of  the  opinion  that  the  Judges'  Bill  offers  a  superior  method 
of  handling  the  judicial/administrative  problem."  Walter  W.  Vaughn  on  behalf  of 
the  American  Bankers  Association  and  the  Consumer  Bankers  Association. 

"At  the  outset  I  can  report  that  we  applaud  the  segregation  of  judicial  and 
administrative  functions,  a  reform  agreed  upon  in  principle  by  both  the  Commis- 
sion on  Bankruptcy  Laws  and  the  bankruptcy  judges.  This  reform,  including  the 
appointment  of  trustees  by  an  authority  other  than  the  judges  who  are  so  inti- 
mately involved  in  the  subsequent  handling  of  adversary  proceedings  involving 
these  estates,  should  contribute  importantly  to  the  public's  confidence  in  the 
bankruptcy  process.  Rex  E.  Lee,  Assistant  Attorney  General,  speaking  for  the 
United  States  Department  of  Justice,  Hearings,  Part  II,  pg.  476. 

"  *  *  *  \ye  believe  it  is  desirable  to  test  use  of  an  enlarged  role  for  the  Adminis- 
trative Office  of  U.  S.  Courts,  as  the  bankruptcy  judges  propose,  coupled  with 
use  of  salaried  standing  trustees  in  certain  districts,  to  see  what  economies  can  be 
obtained  thereby.  If  these  results  and  economies  do  not  meet  expectations,  further 
study  can  then  be  given  to  the  proposal  of  a  separate  bankruptcy  administration  in 
the  executive  branch."  Rex  E.  Lee,  Assistant  Attorney  General,  for  the  United 
States  Department  of  Justice,  Hearings,  Part  II,  pg.  483. 

"It  seems  to  me  that  judges  cannot  fairly  decide  cases,  decide  controversies, 
or  at  least  there  is  an  appearance  of  unfairness,  if  they  also  have  the  responsibility 
for  administration  of  the  estate."  George  M.  Triester,  Vice  Chairman,  National 
Bankruptcy  Conference,  Hearings,  Part  II,  pg.  958 

In  view  of  the  unanimity  of  opinion  on  this  point  we  are  disappointed 
that  S.  2266  contains  no  provisions  for  separation  of  the  judicial  and 
administrative  function  in  bankruptcy"  proceedings. 

The  House  version  of  bankruptcy  reform  legislation,  H.R.  8200, 
achieves  a  separation  of  administrative  and  judicial  functions  by 
creating  the  Office  of  United  States  Trustee  for  each  judicial  district. 
The  United  States  Trustee,  who  would  be  appointed  by  and  would  be 
under  the  general  supervision  of  the  Attorney  General,  would  be 
responsible  for  establishing  a  panel  of  private  trustees  for  each  bank- 
ruptcy court,  and  would  appoint  and  supervise  trustees  in  bankruptcy 
cases. 

The  United  States  Trustee  concept  has  been  criticized  primarily 
on  the  ground  that  lodging  the  office  in  the  Department  of  Justice 
creates  a  conflict  of  interest  because  the  Attorney  General  represents 
other  agencies  of  Government  in  bankruptcy  cases.  Possible  responses 
to  this  argument  are:  (1)  The  conflict  is  one  step  removed  because  the 
trustee  in  important  cases  will  not  be  the  United  States  Trustee  but 
insteadwill  be  a  private  trustee  appointed  by  the  United  States  Trustee, 
and  (2)  if  the  onus  of  an  apparent  conflict  of  interest  is  placed  on  the 
Department  of  Justice  rather  than  on  the  court,  the  general  creditors 
will  have  an  impartial  forum  for  inquiry  into  the  activities  of  the 
trustee,  and  thus  there  will  be  sufficient  checks  and  balances  to  keep 
the  system  honest. 

The  so-called  Danielson-Railsback  amendment  to  H.R.  8200  pre- 
serves the  U.S.  Trustee  system.  It  provides  that  the  U.S.  Trustee  will 
be  appointed  by  the  U.S.  district  court  for  a  term  of  years.  Support 
for  the  Office  of  United  States  Trustee  would  be  furnished  by  the 


456 

Director  of  the  Administrative  Office  of  U.S.  Courts  and  the  trustee's 
office  would  be  subject  to  regulation  by  the  Judicial  Conference. 

An  alternative  method  of  appointment  of  U.S.  Trustees  by  the  judi- 
cial council  of  the  circuit  has  been  suggested. 

The  National  Bankruptcy  Conference  has  expressed  the  view  that 
establishment  of  an  administrative  unit  in  the  Judicial  Branch  of 
Government  to  appoint  and  supervise  trustees  would  be  acceptable 
only  if  the  unit  is  dislodged  from  the  Administrative  Office  of  United 
States  Courts.  The  National  Conference  of  Bankruptcy  Judges  has 
no  objection  to  creation  of  a  separate  agency  in  the  Judicial  branch  of 
Government  to  assume  responsibility  for  appointment  and  supervi- 
sion of  trustees  in  bankruptcy  cases.  (Hearings,  pt.  II,  pp.  922,  958.) 

We  urge  that  in  final  form  S.  2266  contain  an  appropriate  and 
acceptable  apparatus  for  relieving  the  bankruptcy  judge  of  the  duty 
of  appointing  and  supervising  trustees. 

TRANSITION   TO   THE   NEW   COURT   SYSTEM 

The  2-year  fold-in  provision  in  title  IV,  section  402(b)  of  S.  2266  is 
an  unrealistically  short  period  of  time  for  transition  from  the  present 
to  any  new  court  system. 

It  was  agreed  during  previous  hearings  that  a  5-year  transition 
period  was  advisable.  The  following  colloquy  between  Senator  Burdick 
and  Prof.  Charles  Seligson,  a  member  of  the  Commission  on  Bank- 
ruptcy Laws  of  the  United  States  and  president  of  the  National 
Bankruptcy  Conference  illustrates  the  point. 

Senator  Burdick.  What  you  are  saying,  then,  on  this  question  of  appointing 
judges  is  there  ought  to  be  a  5-year  break-in  period  before  we  do  anything  in  a 
permanent  way.  First  of  all,  we  will  know  how  much  reduction  of  business  takes 
place,  particularly  in  the  consumer  areas  during  that  period  of  time,  and  there  is 
another  factor  that  I  touched  upon  earlier,  that  during  this  5-year  period  there 
is  going  to  be  considerable  attrition  also.  So  maybe,  again,  that  period  might  look 
better  to  us,  to  know  where  we  are  going.  Is  that  what  you  are  saying? 

Mr.  Seligson.  That  is  right.  That  is  exactly  the  way  I  feel  about  it.  (Hearings, 
pt.  1,  p.  41.) 

Mr.  Berkeley  Wright,  Chief,  Division  of  Bankruptcy,  Administra- 
tive Office  of  the  U.S.  Courts,  concurred  in  the  view  that  a  5-year 
transition  period  was  desirable,  as  indicated  by  the  following  excerpt 
from  his  testimony  before  this  subcommittee : 

A  period  of  approximately  5  years  from  the  date  of  enactment  will  be  required 
to  fully  implement  the  proposed  legislation.  I  base  my  estimate  on  the  following: 

1.  A  survey  cannot  be  undertaken  to  establish  either  the  number  of  offices  and 
their  locations  or  the  number  of  bankruptcy  judge  positions  that  will  be  needed 
until  the  substantive  changes  in  the  law  are  put  into  effect  and  subjected  to  critical 
analysis  for  a  period  of  from  2  to  3  years. 

2.  Recommendations  will  have  to  be  made  to  the  Judicial  Conference  Committee 
on  Bankruptcy  Administration  and  to  the  Judicial  Conference  of  the  United 
States  at  one  of  its  semiannual  sessions.  The  Conference  recommendations  are 
then  referred  to  the  Congress.  This  procedure  will  require  nearly  1  year  to 
accomplish. 

3.  Appropriations  will  have  to  be  sought  through  the  appropriations  channels 
and  the  changes  implemented.  (Hearings,  part  II,  p.  904.) 

The  National  Bankruptcy  Conference  is  on  record  as  favoring  a 
fold-in  of  sitting  bankruptcy  judges  on  any  new  court  for  a  full  term  of 
15  years  subject  only  to  the  requirement  that  a  judge  be  certified  as 
competent  by  the  Judicial  Council  of  the  circuit.  See  hearings,  part 
II,  pp.   1032-1033. 
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The  bankruptcy  reform  bill  under  consideration  in  the  House, 
II. R.  S200,  opts  for  a  transition  period  running  from  the  date  of 
enactment  until  October  1,  1983,  a  period  anticipated  to  be  slightly 
more  than  5  years.  See  H.R.  8200,  "Title  IV— Transition,  §  404(b)." 

We  recommend  that  all  sitting  bankruptcy  judges  be  folded  in  for  a 
transition  period  of  at  least  5  years  from  the  date  of  enactment  of 
S.  2266  to  allow  adequate  time  to  evaluate  the  workload  of  the  new 
bankruptcy  court  before,  as  Senator  Burdick  put  it,  "we  do  anything 
in  a  permanent  way." 

During  such  a  period  several  events  may  occur  which  will  have  a 
bearing  on  the  number  of  bankruptcy  judges  needed  on  the  new  court. 

One:  During  the  transition  period  the  Committee  on  Bankruptcy 
Rules  should  be  reconstituted  and  new  rules  promulgated.  The  present 
rules,  which  are  continued  in  effect  until  superseded  by  new  rules — 
title  IV — Transition,  section  404 — require  the  bankruptcy  judge  to 
preside  at  the  first  meeting  of  creditors.  Rule  205(b).  S.  2266  and 
H.R.  S200  do  not  require  the  bankruptcy  judge  to  preside  at  the 
first  meeting  of  creditors — title  I,  sections  341  and  343.  A  rules  change 
which  would  permit  the  trustee  to  conduct  the  first  meeting  of  credi- 
tors as  contemplated  by  this  legislation — -see  Report  of  House  Judi- 
ciary Committee  on  H.R.  8200,  p.  331 — will  have  a  substantial 
bearing  on  the  number  of  bankruptcy  judges  needed  to  handle  the 
business  of  the  court.  Consequently,  there  is  no  way  to  know  the 
number  of  bankruptcy  judges  needed  until  new  bankruptcy  rules 
are  ultimately  approved  by  Congress.  The  process  of  rewriting  the 
bankruptcy  rules  to  accord  with  the  new  act  is  likely  to  take  several 
years. 

Two :  During  the  transition  period  the  court  should  have  the  same 
powers  and  perform  the  same  functions  as  will  be  performed  by  the 
new  court  when  it  comes  into  existence.  The  House  bill  accomplishes 
this  result;  S.  2266  does  not.  Unless  S.  2266  is  changed  to  conform  to 
the  House  bill  in  this  respect  there  will  be  no  experience  on  which  to 
base  measurements  of  caseload  and  judicial  time  requirements  which 
will  certainly  be  material  factors  in  determining  the  number  of  judges 
needed  for  the  new  court. 

Three:  During  the  transition  period  there  should  be  experimenta- 
tion with  a  trustee  system  designed  to  relieve  the  bankruptcy  judge 
of  administrative  duties  to  the  greatest  extent  possible.  The  number  of 
judges  needed  on  the  new  court  may  depend  on  the  success  or  failure 
of  such  a  trustee  system  in  relieving  the  court  of  administrative  duties. 

Four:  During  the  transition  period  there  may  be  a  need  to  phase 
out  part-time  bankruptcy  judge  positions  either  by  eliminating  the 
positions  or  by  converting  them  into  full-time  positions.  Action  on 
such  positions  will  depend  largely  on  the  variables  above  mentioned. 

Five:  S.  2266,  title  II,  section  775a(2)  leaves  the  question  of  the 
extent  of  the  powers  to  be  exercised  by  the  bankruptcy  judge  in 
handling  litigation  between  the  trustee  and  third  parties  to  be  de- 
termined by  local  rule.  We  think  that  is  an  unwarranted  restriction 
on  the  powers  of  the  bankruptcy  judge  but  should  that  concept  prevail 
there  will  be  no  way  to  determine  the  functions  to  be  performed  by  the 
bankruptcy  judge  until  we  know  how  many  courts  will  be  inclined  to 
adopt  such  a  local  rule. 

There  are  perhaps  other  variables  which  will  have  an  effect  on  the 
workload  of  the  new  bankruptcy  court  but  those  enumerated  above 


458 

are  sufficient  to  indicate  why  we  believe  2  rears  is  much  too  short 
a  time  frame  for  obtaining  the  necessary  data  for  phasing  in  a  new 
bankruptcy  court. 

Senator  DeConcini.  Thank  you. 

Judge  Cat,  would  you  care  to  testify  at  this  time? 

Judge  Cye.  Senator,  I  have  no  opening  statement  but  I  am  avail- 
able as  are  the  rest  of  the  panel  for  questions  at  your  pleasure. 

Senator  DeConcini.  Judge  Caldwell,  any  statement  that  you  would 
like  to  make  at  this  time? 

Judge  Caldwell.  I  have  no  opening  statement. 

Senator  DeConcini.  Judge  Davis? 

Judge  Davis.  I  am  available  for  questions. 

Senator  DeConcini.  Judge  Katz? 

Judge  Katz.  Briefly,  Senator,  I  would  like  to  make  a  comment  or 
two  with  regard  to  the  testimony  if  it's  in  order  at  this  time. 

I  agree  with  everything  that  the  ad  hoc  committee  said  in  relation 
to  the  need  to  expeditiously  determine  appeals  from  the  bankruptcy 
court  because,  as  we've  often  seen,  justice  delayed  may  be  justice 
denied.  The  problem  I  have  with  the  concept  of  going  back  to  the  peti- 
tion for  review  which  seems  to  be  what  the  ad  hoc  committee  stressed 
is  that  really  would  entail  a  trial  de  novo  at  the  district  court.  It  was 
not  a  meaningful  appellate  procedure,  but  it  was  simply  a  review  b}^ 
an  appointing  officer  of  the  officer  appointed. 

I  think  appeals  from  the  bankruptcy  court  require  the  dignity  of 
an  appellate  procedure.  They  do  not  require,  in  my  opinion,  being 
handled  as  a  tailgate  matter  on  a  motion  calendar  at  the  district 
court  level. 

I  have  no  panacea  for  the  problem  of  appeal.  I  recognize  that  the 
appellate  procedure  to  the  circuit  court  is  a  lengthy  and  expensive 
procedure  and  one  that  is  probably  not  satisfactory  to  a  vast  majority 
of  litigants  who  appear  before  the  bankruptcy  court.  But  I'm  not  talk- 
ing specifically  about  the  85  percent  of  our  caseload  which  deals  with 
consumer  cases.  They  should  have  some  sort  of  appellate  forum.  I 
understand  there  will  be  some  testimony  later  on  regarding  some  po- 
tential forum.  I  don't  want  to  step  on  anybody's  toes  in  that  regard. 

But  there  ought  to  be  an  effective  appellate  measure.  Quite  frankly, 
the  one  thing  that  struck  me  about  the  ad  hoc  committee's  testimony 
and  the  question  I  have  is  that  if  magistrates,  sitting  as  they  now 
may  under  the  powers  granted  to  them  as  trail  judges,  ought  to  have 
their  appeals  according  to  what  I  understand  and  heard  by  the  circuit 
directly  rather  than  go  through  the  person  who  appointed  them, 
then  I  can  see  no  distinction,  quite  frankly,  between  an  appeal  from  a 
bankruptcy  court  decision  which  is  every  bit  as  meaningful  and  as 
legal  and  has  all  the  complexities  of  any  other  major  civil  litigation. 
I  don't  see  why  that  should  somehow  determine  why  an  appeal  or  a 
petition  for  review,  if  you  will,  to  the  appointive  power. 

The  last  comment  I  would  like  to  make  is  that  while  I  have  no 
personnel  problem  with  my  district  court  judge  who  may  have  ap- 
pointed me  or  my  group  of  judges  who  may  have  appointed  me  to 
hear  an  appeal  from  a  decision,  I  think  it's  the  appearance  of  impro- 
priety that  is  involved.  I  feel  very  strongly  that  the  appointive  power 
probably  should  not  be  the  appellate  power.  That's  all  I  have  to  say 
in  that  regard. 

Senator  DeConcini.  Let  me  pursue  the  appeals  a  little  bit. 
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How  do  you  get  around  the  realistic  problem  of  the  time,  the  cost, 
the  accessibility  or  nonaccessibility  to  consumers  or  anyone  else  of 
having  to  go  to  the  appellate  courts?  If  the  answer  is,  "Well,  there  is 
no  way  to  get  around  it,"  then  as  you  just  testified,  do  you  think 
anything  can  be  done  to  make  an  appeal  through  the  district  court 
more  meaningful  from  the  standpoint  of  rules  or  procedures  or  even  if 
necessary  legislation? 

Judge  Katz.  Senator,  it  certainly  can  be  more  meaningful  if  it  is  an 
appeal  as  opposed  to  a  petition  for  review. 

Senator  DeConcini.  Even  if  the  law  provided  that  it  would  be 
considered  an  appeal  rather  than  a  petition  for  review,  then  with  the 
objection  of  the  appointing  authority  hearing  the  appeal,  then  what  is 
your  reaction  to  that?  Is  that  the  only  problem  you  foresee  as  the 
potential  impropriety? 

Judge  Katz.  As  I  indicated,  it's  a  problem.  It's  one  that  doesn't 
bother  me  particularly,  but  it's  a  problem  and  it's  a  criticism  that 
has  been  raised  in  the  past. 

Senator  DeConcini.  Where  has  it  been  raised?  Is  it  bankruptcy 
judges? 

Judge  Katz.  It's  been  raised  to  me.  Quite  frankly,  I  can't  give 
3*ou  chapter  and  verse. 

Senator  DeConcini.  But  you're  talking  about  litigants  and  their 
counsel? 

Judge  Katz.  Yes;  litigants  and  their  counsel  and  other  bankruptcy 
judges. 

Senator  DeConcini.  Do  they  think  they  are  going  to  favor  the 
referee's  decision  because  they  appointed  him  or  that  they  don't  take 
the  time  or  they  don't  have  this  as  a  priority  or  because  it's  a  petition 
for  review  or  what?  Can  you  be  more  specific? 

Judge  Katz.  Yes;  I  think  it  has  come  from  two  areas.  One  is  that 
I  think  it's  the  same  kind  of  criticism  that  we  are  discussing  and  that 
Judge  Lee  was  discussing  in  relation  to  the  appointing  of  the  trustee. 
It's  the  same  kind  of  thing.  The  appointive  power  sitting  on  judgment 
of  something  that  his  appointee  has  done. 

I  have  heard  the  criticism  that  expedition  is  not  the  name  of  the 
game  in  the  district  court  in  many  instances.  I  further  heard  the 
criticism  that  it  is  relegated  to  a  position  of  less  dignity  than  many 
others  matters.  It  is  relegated  in  some  areas  to  nothing  more  than  a 
law-in-motion  matter.  It  is  on  the  law-in-motion  calendar.  A  law-in- 
motion  calendar  has  all  sorts  of  things  on  it.  It  has  motions  to  compel 
answers  to  interrogatories. 

Senator  DeConcini.  What  if  it  were  changed  to  an  appeal 
procedure? 

Judge  Katz.  Yes;  I  think  it  has  to  be  an  appellate  procedure.  It 
has  to  be  a  full  appellate  procedure.  There  would  not  be  the  possi- 
bility of  trial  de  novo,  but  you  simply  appeal  and  you  file  a  brief  and 
points  and  authorities.  I  don't  think  it  has  to  be  as  formalized  at  the 
district  court  level  as  it  is  at  the  circuit  court  level,  but  it  has  to  have 
the  dignity  of  an  appeal. 

Senator  DeConcini.  I  can  agree  with  you  that  the  appeal  pro- 
cedure might  need  addressing.  My  real  problem  with  the  appeal  to 
the  appellate  court  is  the  fact  that  it  is  making  the  court,  in  my  opinion, 
less  accessible  to  consumers  or  to  any  business  group  that  may  be 
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involved.  I  don't  think  we  accomplish  much.  We  went  through  this 
on  the  Magistrates  Act  attempting  to  broaden  it. 

Let  me  ask  you  this.  What  if  your  appointment  came  from  a  source 
other  than  an  article  III  judge? 

Judge  Katz.  In  my  opinion,  that  would  take  away — as  I  say,  that 
is  the  bottom  criterion.  I  don't  find  that  as  critical  as  some  others. 

Senator  DeConcini.  As  the  lack  of  a  real  appeal? 

Judge  Katz.  That's  correct.  It  has  to  be  a  real  appellate  procedure. 
It  ought  to  be. 

Senator  DeConcini.  Do  any  of  you  have  an  estimate  or  care  to 
guess  on  this?  If  you  had  a  full  appeals  procedure,  do  you  think  that 
would  increase  the  amount  of  appeals? 

Judge  Kline? 

Judge  Kline.  Senator,  I  can  give  the  experience  in  my  district. 
Theoretically  it  would  be  ideal  to  have  some  appellate  approach  other 
than  to  the  district  court.  But  you  have  touched  the  heart  of  a  prac- 
tical problem.  It  may  mean  that  you  severely  restrict  appeals,  par- 
ticularly in  consumer  cases. 

It  may  make  practical  sense  to  make  it  easy  to  have  one  more 
judge  take  a  fresh  look  at  it.  If  that  is  done,  then  is  seems  that  two 
things  are  critical.  First,  the  appellate  judge  must  be  removed  from 
the  appointive  process.  Second,  the  appeal  judge  must  not  have  any 
supervisory  rule  or  control  at  the  bankruptcy  court  trial  level.  If  you 
make  an  appellate  judge  out  of  the  district  judge,  that  is  fine.  Such 
represents  a  compromise  and  gives  bankruptcy  litigants  one  easy 
independent  view. 

In  our  district  we  presently  follow  that  procedure  in  a  practical  way. 
We  have  a  real  appeal  procedure.  I  have  been  in  the  bankruptcy  court 
some  8  years.  At  my  last  count  I've  had  approximately  20  appeals, 
some  of  which  went  on  to  the  court  of  appeals.  That  may  be  repre- 
sentative, but  I  cannot  say  that  it  is. 

It  is  really  not  that  kind  of  an  overpowering  problem.  If  you  are 
going  to  make  the  district  judge  the  appellate  judge  and  he's  not  going 
to  be  the  appointive  one,  then  he's  not  going  to  have  any  real  or 
imagined  control  of  cases  at  the  trial  level.  Then,  to  me,  you  may  have  a 
thing  that  can  be  justified. 

Judge  Cyr.  There  is  one  other  basic  problem  with  having  appeals 
run  to  the  district  court,  which  is  that  the  bankruptcy  judge,  who 
spends  100  percent  of  his  time  dealing  with  bankruptcy  matters,  has 
his  decision  appealed  to  a  generalist  trial  judge  who,  on  the  basis  of 
the  testimony  of  the  Ad  Hoc  Committee,  spends  less  than  1  percent  of 
his  time  on  bankruptc}-  matters. 

That  does  present  certain  anomalies  which  I  think  should  be  taken 
into  account.  If  that  is  considered  a  serious  problem,  there  should  be 
some  insulation  in  those  districts  where  it  is  possible  to  provide  it, 
that  a  given  district  judge  become  the  appellate  district  judge  in  that 
area  for  bankruptcy  matters.  In  that  fashion  his  expertise  would  be 
sharpened  from  time  to  time  more  effectively  than  b}r  a  draw  cf  the 
hat. 

Senator  DeConcini.  Isn't  that  true  of  almost  any  complicated  area 
of  litigation,  that  you  can  constantly  try  to  perfect  the  appellate 
bench  so  that  they  are  "experts"?  Isn't  that  almost  impractical? 
Eventually  you  go  to  a  court  of  appeals,  and  perhaps  the  Supreme 
Court,  and  they  are  generalists.  They  ma}^  be  constitutionally  a  little 
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more  versed  than  many  others  on  the  bench  but  I  find  that  a  little 
difficult  to  justify  trying  to  single  out  bankruptcy  appeals  without 
doing  it  also  for  the  antitrust  or  criminal  law.  The  Federal  court  does 
not  lend  itself  to  particular  divisions  for  criminal  law  as  some  State 
courts  do,  or  antitrust  or  bankruptcy.  I  find  it  a  little  difficult  to 
justify  it  purely  for  the  bankruptcy.  I  would  be  glad  for  you  to  expand 
on  that. 

Judge  Cyr.  The  problem  is  that  we  tend  to  view  this  as  a  system 
which  is  in  place  and  therefore  must  be  retained  as  it  is. 

Any  other  civil  matter  in  the  Federal  district  courts  does  not  have 
an  appeal  to  another  trial  judge. 

Senator  DeConcini.  That's  true. 

Judge  Cyr.  The  appeals  that  we  have  in  our  system  are  to  three- 
judge  panels,  and  they  provide  what  we  believe  to  be  the  leavening  of 
a  generalist  approach  to  the  law,  which  I  would  not  dispute. 

The  right  to  appeal  to  a  generalist  trial  judge  in  a  court  which  was 
not  designed  as  an  appellate  court  in  the  first  place  is,  at  the  very 
least,  anomalous,  however.  We  do  not  suggest  that  that  cannot  be 
buttressed  and  made  a  useful  tool  in  providing  appellate  access  for 
litigants  in  the  bankruptcy  court.  But  clearly,  Senator,  if  cost  were  not 
prohibitive,  some  method  which  would  assure  that  bankruptcy  matters 
have  the  same  appellate  attention  as  other  civil  matters  in  the  district 
court  would  not  seem  inappropriate. 

Senator  DeConcini.  I  think  you  make  a  good  point. 

Judge  Davis.  I  want  to  make  one  comment  on  the  present  appellate 
system.  I  sat  and  listened  to  the  judges  this  morning.  I  was  somewhat 
amazed  but  I  certainly  don't  know  their  districts,  which  may  differ. 

But  the  judges  in  my  district  usually  complain  about  the  fact  that 
they  have  to  handle  bankruptcy  appeals.  Fourof  the  five  haveexpressed 
that  they  are  ill-equipped  to  do  so.  They  do  not  desire  to  function  as 
an  appellate  court.  They  wish  that  they  didn't  have  that  burden. 

Of  course  in  our  district,  as  you  well  realize,  Senator,  we  have  such 
a  tremendous  criminal  problem  that  most  of  our  judges,  one  of  which 
in  Phoenix  has  not  tried  a  civil  case  in  3  years  and  cannot  do  so  because 
of  the  state  of  the  calendar  and  the  impediments  put  to  trying  civil 
cases  by  the  Speedy  Trial  Act  and  several  others. 

So,  I  was  amazed"  at  that.  I  think  that  also  one  of  our  judges  recently 
in  a  case  in  which  I  had  a  chapter  X  matter  of  which  I  think  about 
nine  appeals  went  from  decisions  to  his.  But  he  got  several  of  them 
and  the  other  three  got  their  share. 

I  think  eight  of  the  nine  appeals  that  were  appealed  to  the  district 
court  were  very  serious  appeals  and  they  all  went  to  the  circuit. 

After  awhile  one  of  the  judges  commented,  "I'm  tired  of  writing 
opinions  or  reviewing  your  decisions  with  that  particularity  when 
they're  going  to  go  forward  anyway."  That  is  one  of  the  problems  we 
have. 

Senator  DeConcini.  Judge  Caldwell,  regarding  the  Arizona  prob- 
lem, this  morning  if  you  were  here,  I  got  a  strong  feeling  that  the 
district  judges  did  not  feel  overburdened.  Do  you  feel  in  Arizona  in 
some  districts  that  that  is  the  case  from  your  long  experience? 

Judge  Caldwell.  I  do  not  feel  that  the  judges  are  overburdened 
particularly.  I  feel  that  each  judge  feels  that  it  is  his  duty  to  hear 
these  appeals.  But  I  am  definitely  of  the  opinion  that  the  district 
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judges  would  feel  easier  without  the  burden  of  bankruptcy  reviews 
or  opinions. 

Senator  DeConcini.  Let  me  address  another  question.  Maybe 
Judge  Katz  or  someone  else  can  speak  on  this. 

Regarding  the  first  meeting  of  creditors,  is  it  in  your  opinion  at  all 
beneficial  to  have  a  judge  preside  at  that  first  meeting  of  creditors? 

Judge  Katz? 

Judge  Katz.  I  would  defer  to  Judge  Cyr  on  that. 

Judge  Cyr.  Mr.  Chairman,  I  see  in  first  meetings  of  creditors  no 
need  for  a  judge  to  be  in  attendance.  Nonetheless,  I  think  it  has  long 
been  traditional — and  there  is  strong  feeling  in  certain  circles — that 
debtors  ought  to  have  some  awareness  of  the  seriousness  of  the  occa- 
sion when  they  appear  in  court — usually  the  one  and  only  such 
appearance  in  the  bankruptcy  case.  That  is  one  motivation  for  having 
someone  there,  whether  we  call  him  a  judge  or  what  have  you,  in  a 
black  robe. 

The  other  which  seems  to  be  a  far  more  telling  problem  is,  again,  the 
one  of  cost.  Were  we  to  establish  some  other  functionary — call  him 
administrator  or  whatever — whose  function  might  include  that  of 
presiding  at  first  meetings  of  creditors,  then  I  think  it  would  be  a 
step  forward  personally.  It  has  been  the  position  of  our  conference 
consistently  that  we  do  not  feel  that  that  is  a  function  we  should 
retain  if  there  is  a  reasonable  alternative. 

There  are  matters  which  arise  at  first  meetings  of  creditors  which 
require  judicial  rulings.  However,  they  are  not  very  common  and  the 
judge  usually  is  available,  although  there  can  be  travel  problems  arise 
on  occasion. 

Senator  DeConcini.  Anyone  else  care  to  comment? 

Judge  Caldwell? 

Judge  Caldwell.  I  feel  that  the  first  meeting  of  creditors  in  any 
bankruptcy  is  one  of  the  most  important  parts  or  the  mcst  important 
function  of  that  case.  It  is  a  judicial  proceeding.  Traditionally  it  is.  It 
is  the  first  time  that  many  of  those  people  who  are  seeking  relief  have 
ever  seen  a  court.  I  think  that  the  gravity  of  this  step  that  they  are 
about  to  take  to  receive  a  discharge  in  bankruptcy  should  be  a  court 
function. 

Senator  DeConcini.  With  the  judge  presiding? 

Judge  Caldwell.  Yes.  I  think  the  people  should  be  impressed  with 
the  fact  that  this  is  not  another  thing  of  going  downtown  and  peeling 
off  your  debts. 

Senator  DeConcini.  How  many  of  the  judges  do  that  now? 

Judge  Davis.  We  all  do. 

Judge  Cyr.  We're  required  by  rule  to  do  that. 

Senator  DeConcini.  How  much  time  does  that  take?  Do  you 
spend  hours?  It  varies  with  the  case,  of  course.  Do  you  allocate 
enough  time? 

Judge  Davis.  I'm  sure  courts  differ  in  different  districts.  In  the 
district  of  Arizona  I  think  we  all  three  and  now  four  bankruptcy 
judges  can  handle  it  similarly.  I  set  aside  one  morning  a  week  for  the 
general  consumer  bankruptcies  and  I'm  able  to  take  them  usually 
without  a  recess.  I  can  usually  do  about  20  different  cases  and 
examinations. 

So  they  will  probably  average  about  15  minutes  apiece  or  10 
minutes  apiece  depending  upon  how  crowded  the  calendar  is. 
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The  serious  business  bankruptcies  and  the  more  complicated  con- 
sumer bankruptcies,  of  course,  we  spot  and  the  clerks  spot  by  the 
schedules  as  filed.  They  are  scheduled  in  separately.  Probably  I  am 
spending  more  than  not  quite  a  full  day  a  week.  It's  a  half-day  or 
slightly  more.  I  think  my  colleagues  are  in  about  the  same  situation. 

Senator  DeConcini.  Do  you  feel  there  is  ample  time  given  to  the 
creditors  based  on  the  heavy  schedules  that  you  judges  have?  I'm 
talking  about  the  first  meetings. 

Judge  Davis.  Do  I  think  there  is  ample  time  given? 

Senator  DeConcini.  Yes.  Do  you  feel  from  the  standpoint  of  the 
creditors  that  there  is  ample  time  for  them  to  understand  the  pro- 
ceeding and  the  process? 

Judge  Davis.  Yes,  if  you  use  the  method  of  ferreting  out  those 
from  the  schedules  that  will  probably  take  longer.  You  can  have  a 
creditor  participation  and  a  great  deal  of  examination  necessary. 
Those  are  scheduled  separately. 

Senator  DeConcini.  Judge  Cyr? 

Judge  Cyr.  I  cannot  recall  any  occasion  when  a  creditor  asked  foi 
time  which  was  not  afforded  in  my  court.  There  are  judges,  like  Judge 
Lee  who  travels  I  believe  to  either  five  or  six  outlying  areas,  for 
whom  these  problems  may  be  more  serious.  I  believe  at  least  half 
Judge  Lee's  time  is  consumed  in  traveling  to  or  conducting  first 
meetings. 

Judge  Katz.  Obviously  it  depends  on  whether  }~ou  travel  or  not. 
We  don't  travel  very  often.  We  have  reduced  our  load  down  where 
each  judge  has  a  first  meeting  day  every  3  weeks.  He  handles  all 
the  consumer  cases  all  day  long.  That's  it.  If  anybody  needs  more 
time  for  examination  then  they  are  given  ample  opportunity  for  a 
continued  first  meeting.  I  don't  see  any  problem.  I  agree  with  Judge 
Caldwell.  I  think  that  traditionally  it  is  the  severing  of  the  creditor- 
debtor  relationship  and  it's  in  the  legal  process.  It  seems  to  me  it 
ought  to  have  a  judge  presiding. 

Senator  DeConcini.  Judge  Lee? 

Judge  Lee.  I  merely  wish  to  suggest  that  this  bankruptcy  admin- 
istrator that  has  been  proposed  is  probably  not  an  ideal  solution.  It's 
probably  an  expensive  solution.  For  example,  in  a  district  like  mine 
he  would  be  one  other  person  who  was  traveling  to  six  places  to  hold 
court.  That  would  be  expensive. 

It  seems  to  me  that  it  would  be  more  desirable,  if  we  go  the  route 
of  letting  someone  other  than  the  bankruptcy  judge  conduct  these 
meetings,  that  it  would  be  less  expensive  for  the  trustee,  the  private 
trustee  who  is  appointed  at  the  outset  of  the  case  to  conduct  them, 
lie  is  likely  to  be  a  person  already  situated  at  the  place  of  holding 
court  and  where  the  bankrupt  resides.  There  would  be  no  loss  of  time 
or  travel  expenses  to  the  government  in  handling  the  case  that  way. 

I  do  not  know  what  a  bankruptcy  administrator  could  add  in 
presiding  at  those  meetings.  I  think  it  would  be  ideal  for  him  to 
appoint  and  supervise  trustees.  But  I  would  not  see  that  he  should 
have  the  role  of  presiding  in  meetings  or  making  some  of  the  deter- 
minations that  would  be  attributed  to  him  under  the  proposal  of  the 
ad  hoc  committee. 

Judge  Katz.  Judge  C}T  touched  on  this.  There  are  issues  that  come 
up  at  the  first  meeting  of  creditors.  Not  too  often  but  there  are 
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issues  that  require  legal  determinations.  For  example,  the  propriety 
of  a  question  being  asked  by  a  creditor. 

If  it's  in  a  district  like  Judge  Lee's  where  the  administrator  is  in 
port  A  and  Judge  Lee  is  in  port  B,  then  you  have  all  the  delay  of 
Judge  Lee  having  to  travel  some  time  in  the  future  to  court  A  to 
determine  those  issues  before  you  can  continue  on  with  the  first 
meeting  of  creditors.  This  creates  more  problems. 

Senator  DeConcini. 

Judge  Cyr? 

Judge  Cyr.  That's  all  I  have  in  that  connection. 

I  wonder,  if  it  is  not  objectionable,  if  I  might  touch  upon  one 
matter  that  you  mentioned  in  your  questions  to  the  ad  hoc  committee? 

Senator  DeConcini.  Please  do. 

Judge  Cyr.  The  question  was  raised  with  the  ad  hoc  committee 
concerning  membership  on  the  part  of  magistrates  and  bankruptcy 
judges  on  the  Federal  Judicial  Center,  as  well  as  on  the  Judicial 
Conference  of  the  United  States.  The  reaction  seemed  rather  un- 
favorable. 

It  was  pointed  out  by  Judge  Sear  that  as  a  former  magistrate 
he  always  felt  very  comfortable  that  his  interests  and  problems  and 
concerns  as  a  magistrate  were  being  very  adequately  represented 
before  the  Judicial  Conference  of  the  United  States  and  the  Federal 
Judicial  Center.  I  suggest  to  you  that  that  is  not  a  case  in  point  for 
for  the  bankruptcy  judges. 

Our  efforts  have  gone  back  over  a  period  of  at  least  13  years  during 
which  we  have  asked  for  either  representation  or  even  an  oppor- 
tunity to  be  heard  by  the  Committee  on  Bankruptcy  Administration 
of  the  Judicial  Conference.  Those  requests  have  been  uniformly  and 
unmistakably  refused. 

We  do  not  believe,  even  if  this  committee  in  its  wisdom  is  able  to 
design  a  perfect  adjunct  bankruptcy  system,  that  unless  there  is  some 
vehicle  for  assuring  that  those  who  tend  the  pumps  in  the  bankruptcy 
system  are  going  to  have  some  input  into  the  policymaking  of  this 
court,  that  it  will  function  very  efficiently.  We  believe  that  this  is 
essential  and  basic  to  any  system  on  any  organizational  chart.  It 
only  stands  to  reason  that,  if  those  who  are  confronting  the  problems 
are  not  even  being  consulted  as  to  their  solutions,  there  will  be  more 
and  more  problems. 

Senator  DeConcini.  Thank  you.  That  was  a  question  I  wanted  to 
get  into.  The  testimony  we  heard  this  morning  seemed  to  leave  the 
clear  message  that  the  bankruptcy  judges  were  consulted  in  their 
districts  and  in  the  committee. 

Is  it  your  testimony  that  you  do  not  feel  adequate  input  is  there 
or  there  is  none? 

Judge  Cyr.  Senator,  I  could  not  say  there  was  none  for  the  very 
good  reason  that  each  of  us  in  his  cwn  home  district  is  usually  fortu- 
nate enough  to  have  a  district  judge  who  cares  about  his  responsibility 
to  his  court.  This  is  part  of  his  court. 

We  usually  then  in  his  busy  schedule  will  be  afforded  some  time. 
But  when  it  comes  to  our  message  getting  through  to  the  higher 
echelon  of  the  policymaking  body  of  the  Federal  judiciary,  there  is 
no  access — absolutely  none. 

I  would  like  to  cite  an  instance  which  could  scarcely  give  us  confi- 
dence that  we  have  been  adequately  represented.  The  sorry  salary 
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freeze  which  we  experienced  over  a  period  of  5  years,  as  a  direct 
result  of  the  actions  of  the  Committee  on  Bankruptcy  Administration 
when  the  Judicial  Conference  not  only  disregarded  the  well-being  of 
the  bankruptcy  court  but  actually  contributed  substantially  to  the 
loss  of  roughly  15  to  18  of  our  best  bankruptcy  judges.  More  than 
that,  the  Judicial  Conference  actually,  as  the  Senate  itself  later 
determined,  disregarded  the  clear  intent  of  Congress  by  refusing  to 
permit  salary  increases  to  bankruptcy  judges. 

The  same  problems  have  arisen  with  regard  to  the  change  of  title 
in  the  rules.  The  instances  are  legion. 

Senator  DeConcini.  You  subscribe,  of  course,  to  having  represen- 
tation on  the  Judicial  Center  Board  and  on  the  Judicial  Conference? 

Judge  Cyr.  I  certainly  do,  Senator.  I  think  that  short  of  a  separate 
court,  which  in  my  judgment  a  separate  article  III  court,  an  article  I 
court,  and  any  separate  court  is  really  the  answer.  It  reminds  me  of 
something  that  Prime  Minister  Trudeau  of  Canada  once  said  when 
he  was  asked  about  Canada's  relationship  with  the  United  States. 
He  said,  "It's  sort  of  like  sleeping  with  an  elephant.  No  matter  how 
good  natured  the  elephant  is,  you  always  have  to  sort  of  keep  your 
eye  open."  [Laughter.] 

In  this  case  I  suggest  that  there  is  considerable  evidence  that  the 
elephant  may  not  be  so  good  natured.  Secondly,  we  really  think  that 
its  time  for  twin  beds.  [Laughter.] 

Senator  DeConcini.  Aptly  put.  Judge  Kline? 

Judge  Kline.  Specifically,  this  goes  back  to  the  time  of  the  Senate 
joint  resolution  for  the  Commission.  It  was  strongly  recommended 
that  bankruptcy  referees  have  some  input.  That  was  ignored. 

Specifically,  not  only  could  we  not  get  any  hearing  as  to  the  salary 
increase  which  was  later  resolved  by  an  act  without  a  dissenting  con- 
gressional vote  but  actually  not  only  having  no  input.  On  one  specific 
occasion  the  Chairman  of  the  Bankruptcy  Committee  of  the  Judicial 
Conference  would  not  even  visit  with  one  of  our  representatives  be- 
cause he  anticipated  and  expressed  that  that  is  probably  what  the 
referee  had  on  his  mind. 

As  to  the  Federal  Judicial  Center,  let  me  say  this.  Since  1973, 1  have 
been  a  permanent  member  of  what  is  called  the  National  Faculty  for 
Bankruptcy  Judges.  The  title  thing  may  be  of  questionable  conse- 
quence. In  ways,  you  would  rather  be  called  something  else  and  have 
the  unbridled  authority  to  do  the  job.  But  it  is  true  in  this  society 
parties  litigant  want  to  say,  "I'm  dealing  with  the  judge  who  is  going 
to  handle  this  matter.  It  is  a  matter  of  importance  and  he  is  the  judge." 
Policywise,  such  seems  dictated. 

As  to  the  lack  of  input  to  the  Federal  Judicial  Center,  I  would  like 
to  say  this.  All  associated  with  the  Center  recognize  that  the  educa- 
tional program  originated  with  the  Honorable  Asa  Herzog  when  Chief 
Justice  Warren  some  15  years  ago  approached  him  and  asked  Judge 
Herzog  to  establish  seminars  for  bankruptcy  referees  because  of  a  need 
for  the  specialized  instruction.  The  very  heart  of  the  Federal  Judicial 
Center  is  the  educational  program  which  in  fact  has  been  patterned 
from  the  bankruptcy  seminars  which  have  been  going  on  for  some  15 
years.  The  Federal  Judicial  Center  itself  has  actively  participated  since 
1968   or   1969. 

The  practical  lack  of  input  is  this.  After  the  new  Bankruptcy  Rules 
came  in  1973  we  for  years  had  a  series  of  seminars  for  bankruptcy 
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judges.  I  lectured  all  during  this  time.  Then  mysteriously  after  the 
Judicial  Conference  resolution  in  March  of  this  year,  a  program  was 
sent  to  me  as  a  member  of  the  faculty.  When  I  arrived  in  Washington 
some  3  weeks  later  for  the  seminar,  the  original,  printed  programs  had 
been  destro}red  and  we  had  something  substituted  that  looked  like 
mimeographed  programs.  In  the  new  programs  there  was  no  reference 
made  to  bankruptcy  judges  at  all.  That  has  now  continued  at  the 
Center. 

I  felt  like  I  knew  what  the  problem  was  but  I  wanted  to  put  it  on 
the  record.  Consequently,  I  later  wrote  to  the  then  new  Director 
somewhat  good  humoredly.  1  thought  somewhere  along  the  line  it 
might  be  read  by  others.  I  just  put  it  on  him  in  a  rather  gentle,  tongue- 
in-cheek  manner  concerning  the  change  of  title  in  the  cassette 
catalog  but  also  in  what  was  obviously  an  uncompromising  way. 

My  letter  was  dated  September  26,  1977.  You  talk  about  input  or 
representation.  I  would  like  to  introduce  this  letter  for  the  record. 
I  have  not  to  this  moment  received  an  answer. 

Senator  DeConcini.  Who  is  the  letter  to? 

Judge  Kline.  The  Honorable  A.  Leo  Levin,  Director  of  the  Federal 
Judicial  Center. 

Senator  DeConcini.  The  record  will  show  your  letter. 

[The  letter  referred  to  follows:] 

United  States  Bankruptcy  Court, 

Western  District  of  Oklahoma, 
Oklahoma  City,  Okla.,  September  25,  1977. 
Hon.  A.  Leo  Levin, 
Director,  Federal  Judicial  Center, 
Dolley  Madison  House, 
Washington,  D.C. 

Dear  Director  Levin:  Congratulations  on  your  recent  appointment.  This  is 
an  exceptional  recognition  and  service  opportunity. 

Several  days  ago  we  received  copies  of  the  new  "Educational  Media  Catalog" 
(May  1977)  published  by  the  Federal  Judicial  Center.  It  is  beautifully  and  ef- 
fectively put  together  but  I  can  but  be  disturbed  by  the  bankruptcy  court  format 
indiscriminately  identifying  all  seminars  involved  and  all  papers  presented 
(1971-197G)  as  ones  for  (and  by)  referees  in  bankruptcy. 

Recently,  I  was  elected  president  of  the  National  Conference  of  Bankruptcy 
Judges,  arid,  of  course,  am  aware  of  existing  tensions  related  to  good  faith,  but 
somewhat  sharp  opinion  differences  on  pending  Congressional  bankruptcy 
legislation.  However,  this  letter  is  purely  personal  and  not  written  on  behalf  of 
our  Conference. 

I  have  served  on  the  Federal  Judicial  Center's  Bankruptcy  Seminar  Faculty 
since  1972  and  am  a  lecturer  in  a  number  of  the  cassettes  which  you  offer  for  dis- 
tribution. No  part  of  my  bankruptcy  court  related  duties  has  been  more  interesting 
or  rewarding. 

The  original  Catalog  of  Cassettes  (1974),  published  when  Judge  Murrah  was 
Director,  uses  the  title  "bankruptcy  judge"  and  "bankruptcy  judges"  throughout. 
Moreover,  Addendum  1  to  the  Catalog  of  Cassettes  printed  in  1975  while  the 
Hon.  Walter  E.  Hoffman  was  in  his  first  year  as  Director  continued  the  practice 
of  referring  to  us  as  bankruptcy  judges. 

As  you  doubtless  know,  until  the  enactment  of  the  Bankruptcy  Rules  in  1973 
the  use  of  "bankruptcy  judge"  would  have  been  technically  inappropriate. 
Our  office,  under  the  law's  letter,  was  identified  as  referee  in  bankruptcy.  Then 
on  April  25,  1973  the  Supreme  Court  of  the  United  States  entered  an  Order 
authorizing  the  Chief  Justice  "to  transmit  the  said  new  Bankrupty  Rules  and 
Official  Bankruptcy  Forms  to  the  "Congress  at  its  present  session  on  or  before 
the  first  day  of  May,  1973."  Resultantly,  these  Rules  became  effective  October  1, 
1973.  The  ~Note  of  the  Advisory  Committee  on  Bankruptcy  Rules  (the  Committee 
established  pursuant  to  28  U.S.C.  §331)  states  under  "Salient  Features  of  the 
Rules  and  Forms"  that:  "(1)  There  has  been  a  purpose  to  emphasize  the  judicial 
in  contradistinction  to  the  ministerial  functions  of  the  referee  in  bankruptcy 
administration  and  to  enhance  the  dignity  of  the  office  as  that  of  the  principal  judge 
of  the  bankruptcy  court."     (Emphasis  added)  To  support  this  thesis  a  number  of 
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Rules  were  identified  and  summarized  with  said  Note  then  pointedly  including 
"Rule  901(7),  designating  the  referee  as  bankruptcy  judge:  *  *  *"  (1976 
Collier   Pamphlet  Ed.,   Part  2,  pp.   753-754). 

The  Center's  new  Catalog  in  repeatedly  making  references  to  "Seminars  for 
Referees  in  Bankruptcy"  and  lectures  by  "Referees  in  Bankruptcy"  on  variously 
named  topics  (see  for  example  pp.  14  and  15)  obviously  is  a  departure  from  the 
first  two  annual  catalogs  but  constitutes  an  actual  record  inaccuracy  at  variance 
with  the  Judicial  Centers  own  printed  programs  (from  1973  through  1976)  and 
lecture  papers  disseminated  among  seminar  attendants.  (For  your  easy  reference 
copies  of  portions  of  some  of  your  Bankruptcy  Judge  Seminar  programs  are 
enclosed.) 

This  may  seem  trivial,  but  is  it?  The  existing  differences  of  opinion  as  to  the 
bankruptcy  court's  future  are  understandable  but  of  its  present  status  there 
should  be  no  doubt.  Irrespective  of  whether  a  new  bankruptcy  court  is  estab- 
lished by  the  Congress,  I  am  proud  to  be  a  judge  in  the  present  bankruptcy  court 
and  to  make  some  small  contribution  to  federal  bankruptcy  administration.  I 
have  some  28  years  with  the  federal  government,  which  includes  three  years  in 
the  Navy,  nine  years  law  clerking  for  two  very  fine  Oklahoma  U.S.  "District 
Judges,  seven  and  one-half  years  as  First  Assistant  U.S.  Attorney  (W.D.  Okla.) 
and  something  over  eight  years  as  referee  and  bankruptcy  judge.  (See  attached 
one  page  biographical  sketch  containing  "puffing"  but  no  fraud.) 

Mr.  Director,  respectfully  it  is  emphasized,  I  know  what  it  is  to  function  as 
law  clerk,  special  master,  referee  and  judge.  Happily,  I  acknowledge  that  all  these 
opportunities  were  granted  me  by  members  of  the  federal  judiciary,  men  to  whom 
I  shall  ever  be  indebt  and  unreservedly  admire.  But  long  before  1973  we  in  bank- 
ruptcy have  served  as  judges  in  fact,  daily  exercising  "final  order"  authority.  All 
informed,  fair  minded  persons  know  we  do  not  perform  as  referees  "reporting 
and  recommending"  to  a  supervising  referor  who  then  exercises  the  ultimate 
judgment  and  judicial  responsibility.  Since  1973  we  have  been  fairly  designated 
judges  as  a  matter  of  law.  Somewhat  good-humoredly  I  suggest,  "I  have  paid  my 
dues."  It  is  right  both  for  the  system  and  me  that  such  be  recognized. 

In  the  future,  should  the  "powers  that  be"  unexpectedly  conclude  that  it  would 
make  sense  for  the  U.S.  District  Judges,  who  absent  present  bankruptcy  responsi- 
bilities are  hopelessly  burdened  and  overworked  with  all  manner  of  criminal  and 
non-bankruptcy  civil  litigation,  to  reassume  final  order  bankruptcy  responsibility, 
reducing  our  function  to  a  mere  recommending  referee,  so  be  it.  But  for  now, 
earnestly  I  urge  you  and  the  entire  Board  of  the  Federal  Judicial  Center  (and 
hopefully  Mr.  Chief  Justice  Burger  himself)  to  reconsider  the  policy  reflected  in 
the  "Educational  Media  Catalog". 

You  may  deem  it  untimely  to  personally  talk  with  me.  However,  I  plan  to  be  at 
the  Federal  Judicial  Center  October  2-8,  1977  as  a  member  of  the  Bankruptcy 
Seminar  faculty,  and  would  be  delighted  to  visit  with  you  should  you  judge  it 
appropriate. 

Thanks  for  wading  through  this  lengthy  letter.  May  the  future  hold  only  the 
very  best  for  you. 
Sincerely, 

David  Kline, 
Bankruptcy  Judge. 
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Senator  DeConcini.  Would  you  like  to  summarize  what  it  says? 
Out  of  curiosit}r  I  would  like  to  know. 

Judge  Kline.  I  said  "How  come?"  The  bankruptcy  rules  have 
indicated  that  we  be  called  bankruptcy  judges.  We  think  it's  a  matter 
of  good  policy.  I  tried  to  keep  our  conference  out  of  the  fire  and  made 
it  personal  to  me.  I  was  a  member  of  the  faculty  of  the  center. 

For  example,  here  is  "The  seminars  for  Bankruptcy  Judges"  Federal 
Judicial  Center  certificate  where  they  commend  me  on  December  8, 
1975.  My  second  6-year  appointment  to  the  bankruptcy  court  for  the 
western  district  of  Oklahoma  reads  "bankruptcy  judge."  It's  no 
big  deal.  .  .  . 

Senator  DeConcini.  We  shall  include  the  certificate  in  the  record 
at  this  time.  Without  objection,  so  ordered. 

[The  material  referred  to  follows:] 
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Senator  DeConcini.  I  think  it  is  important.  I  was  very  encouraged 
this  morning  that  the  panel  of  judges  had  no  reluctance  whatsoever. 
Quite  frankly  they  espoused  a  real  desire,  short  of  a  separate  court, 
of  upgrading  and  improving  and  referring  to  and  making  the  title 
"judge."  I  think  that  is  correct  in  my  preliminary  opinion. 

Judge  Cyr.  Senator,  may  I  ask  for  the  same  privilege.  I  would  like 
to  provide  the  committee  with  documentation  of  the  efforts  of  our 
conference,  to  gain  access  to  the  policymaking  forum  of  the  Federal 
Judiciary. 

Senator  DeConcini.  I  would  like  to  have  that. 

[Editors  note:  The  above  mentioned  documentation  has  been 
received  and  is  in  the  Subcommittee's  file.] 

Judge  Cyr.  We  have  repeatedly  requested  the  privilege  of  either 
appearing  before  or  being  in  an  advisory  capacity  or  having  member- 
ship on  the  Bankruptcy  Committee.  I  think  these  efforts  suggest 
something  that  is  not  commonly  recognized  at  this  late  stage  in  this 
long  process.  For  many  years  before  this  legislative  process  got  under- 
way, bankruptcy  judges  were  making  sincere  efforts  to  work  out 
adjustments  within  the  judicial  system,  without  bringing  our  problems 
to  the  Congress. 

Senator  DeConcini.  We  will  be  glad  to  receive  it. 

Let  me  ask  you  a  question  along  that  line.  Assuming  that  you  re- 
ceive a  response  or  answer  to  your  request  to  serve  on  the  Bankruptcy 
Committee  of  the  Judicial  Conference.  What  was  the  answer  besides 
no? 

Judge  Cyr.  There  was  no  answer,  Senator.  Usually  we  received  an 
acknowledgment  from  a  secretary  to  the  chief  justice  who  said  it 
would  be  forwarded  to  the  appropriate  committee  of  the  Judicial 
Conference  for  consideration.  The  next  year  we  would  forward  a 
similar  request  and  that  would  be  similarly  dealt  with.  We  never 
have  heard.  We've  gotten  the  impression,  but  we  have  never  heard 
that  we  were  either  welcome  or  unwelcome. 

Senator  DeConcini.  I  have  to  admit  I  find  that  difficult  to  believe 
that  there  were  no  members  on  the  committee  appointed  by  the  chief 
judge. 

Judge  Lee.  May  I  comment  on  the  activities  of  the  ad  hoc  com- 
mittee from  which  you  have  just  heard? 

Senator  DeConcini.  Certainly. 

Judge  Lee.  They  held  several  meetings  but  there  are  as  you  know 
200  bankruptcy  judges  who  could  contribute  some  expertise  and  help 
them  make  judgments  on  recommendations  to  be  made  to  this 
conference. 

There  are  members  of  the  Bankruptcy  Commission  who  are  avail- 
able and  the  staff  of  the  Commission  is  available.  There  are  practioners 
who  work  every  day  in  the  bankruptcy  court. 

Apparently  the  ad  hoc  committee  saw  no  reason  to  consult  any 
of  these  people  before  they  arrived  at  their  recommendations  to  be 
presented  to  the  subcommittee. 

I  would  think  that  if  they  really  want  to  hear  our  views  about  these 
matters  that  we  would  have  been  consulted  before  they  came  here. 
We  were  not. 

Senator  DeConcini.  Maybe  their  answer  might  be  that  they  know 
your  views  from  prior  testimony  and  from  discussion  that  you  ob- 


471 

viously  have  with  3Tour  own  district  judges.  I  don't  want  to  answer  for 
them  but  that  could  be  the  answer. 

Judge  Cyr.  I  would  like  to  mention  another  example  of  the  fact 
that  we  do  not  get  accorded  what  we  feel  is  appropriate  recognition 
for  at  least  our  practical  experience  in  this  field.  The  experience  that 
your  predecessor,  Senator  Burdick,  had  in  regard  to  the  creation  and 
appointment  of  the  membership  to  the  Commission  on  the  Bank- 
ruptcy Laws  of  the  United  States,  is  a  case  in  point. 

As  you  may  recall,  Senator,  the  original  legislation  provided  that 
the  membership  should  include  at  least  two  full-time  referees  in 
bankruptcy,  as  well  as  two  practitioners. 

That  provision  was  deleted  by  the  House  of  Representatives  as  a 
result  of  the  strong  urgings  of  the  chairman  of  the  Committee  on 
Bankruptcy  Administration  of  the  Judicial  Conference.  The  legis- 
lation came  over  to  the  Senate,  and  the  Senate  reluctantly,  as  stated 
by  Senator  Burdick  on  the  floor  of  the  Senate,  agreed  to  accept  that 
amendment.  Senator  Burdick  said  in  substance  that  he  was  entirely 
satisfied  that  the  legislative  record  is  clear  as  to  the  desirability  and 
the  intent  of  Congress  that  referees  in  bankruptcy  should  be  appointed. 

Within  weeks  after  that  Commission  bill  became  law,  Bankruptcy 
Judge  Clive  Bare,  the  president  of  our  Conference  at  that  time,  wrote 
to  the  Chief  Justice  and  requested  the  appointment  of  at  least  one 
bankruptcy  referee.  As  we  all  know,  there  was  no  such  appointment. 

Senator  DeConcini.  Judge  Katz? 

Judge  Katz.  With  regard  to  representation,  I  think  that  beyond 
just  representation  on  the  Judicial  Conference  of  the  United  States 
Courts  and  the  Judicial  Center,  for  the  first  time  this  year  in  the 
ninth  circuit — the  first  time  in  my  knowledge — five  bankruptcy 
judges  and  five  magistrates  were  invited  to  attend  the  Circuit  Con- 
ference. It  is  my  opinion  that  since  the  object  of  a  Circuit  Conference 
is  to  better  the  administration  of  justice  within  the  circuit,  that  every 
bankruptcy  judge  and  every  magistrate  and  if  necessary  every  parole 
officer  who  also  is  involved  in  the  effective  administration  of  justice 
should  attend  those  Conferences  to  carry  out  the  true  purposes. 

In  all  fairness  to  the  ad  hoc  committee,  however,  I  must  say  that 
Judge  Thompson  who  sits  in  the  Southern  District  of  California 
consulted  with  me  and  my  colleagues  every  time  before  he  attended 
a  meeting  of  the  ad  hoc  committee  to  get  our  views  as  to  what  this 
whole  brouhaha  was  about. 

Senator  DeConcini.  Your  testimony,  then,  is  that  there  was  an 
input  but  it  wasn't  a  formal  appointed  position;  is  that  right? 

Judge  Katz.  It  was  not  formal,  but  at  least  on  an  informal  basis 
Judge  Thompson  and  I  did  confer  on  a  number  of  occasions  regarding 
bankruptcy  legislation. 

Senator  DeConcini.  Is  it  fair  to  ask  the  other  judges  here  this:  Is 
that  generally  the  input  that  you  do  get  by  discussing  with  the 
"friendly  district  judge"  that  you  all  have  some  relationship  with? 
Is  that  how  you  get  your  input  in  at  all? 

Judge  Kline.  That's  the  great  anomaly  here.  The  large  majority 
of  us  have  a  fine  relationship  at  the  local  level.  Obviously,  that  is  our 
constituency.  We  wouldn't  be  there  without  that. 

But  the  remarkable  thing  is  that  you  have  something  else,  some- 
thing in  a  parallel  way.  There's  not  a  judge  in  my  district  with  whom 
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I  can't  visit.  I  put  a  copy  of  the  preliminary  statement  I  made  here 
underneath  the  doors  of  each  of  my  district  judges  when  I  left  home. 
They  will  have  read  it  by  now. 

There  is  no  big  mystery  to  this.  It  is  one  thing  to  have  that  kind  of 
relationship  at  the  local  level  which  is  appreciated  and  which  is  ideal. 
Yet,  when  it  gets  right  down  to  it,  there  is  not  any  real  input  in  terms 
of  the  policymaking  because  the  policy  apparently  is  coming  from 
someplace  else  than  the  local  level. 

Senator  DeConcini.  I  understand  what  you're  saying. 

Judge  Lee.  The  Judicial  Conference  committees  seem  to  have  no 
provision  for  hearings  as  does  Congress  for  some  sort  of  formal  or 
official  input  of  information.  They  can  do  that.  They  acknowledge 
that  they  are  right  now  doing  that  with  respect  to  admissions  stand- 
ards or  standards  of  practice  before  the  Federal  courts.  So,  they  do 
have  the  authority  to  conduct  hearings  and  ask  for  input.  They  simply 
have  not  taken  that  route  in  the  past.  I  think  that  has  caused  prob- 
lems. 

Senator  DeConcini.  Thank  you. 

Mr.  Feidler,  did  you  care  to  ask  questions? 

Mr.  Feidler.  Thank  you,  Senator,  I  shall  be  brief. 

Judge  Kline,  regarding  the  separation  of  the  judicial  and  administra- 
tive functions,  how  much  time  do  you  think  you  spend  on  administra- 
tive matters?  Also  do  you  perceive  that  mixing  administrative  and 
judicial  functions  causes  a  conflict,  or  do  you  think  it  gives  you  a  better 
perspective  of  the  case,  and  helps  you  run  it  more  efficiently  and 
effectively? 

Judge  Kline.  Personally — and  this  may  not  be  representative — 
but  in  my  district  I  believe  that  having  some  involvement  in  the 
administrative  side  of  things  is  good,  because  it  gives  you  an  overall 
feel  and  approach.  At  times,  some  of  the  most  important  practical 
functions  that  I  perform  may  be  what  would  be  identified  as  quasi- 
judicial  or  administrative  functions,  but  still  it's  the  judge  doing  it. 
You're  put  in  the  position  where  the  persons  can  approach  you,  and 
they  feel  like  there  has  been  that  official  function. 

As  to  time,  I  am  satisfied  of  this.  This  ties  into  the  law  clerk  situa- 
tion. Why  anyone  would  seriously  question  the  right  of  the  bank- 
ruptcy judge  having  a  law  clerk  is  beyond  my  understanding.  I 
law-clerked  for  9  years  for  two  very  fine  U.S.  district  judges.  Since  I 
have  been  on  the  bench — and  I  don't  write  one  opinion  that  I  don't 
have  to  because  there  is  so  much  going  on — I  have  probably  written 
120  memorandum  opinions.  The  suggestion  that  you  don't  have  need 
for  a  law  clerk  or  a  court  reporter,  makes  it  difficult  to  talk.  Ad- 
ministratively, there  are  functions  which  can  be  reduced.  I  would  say 
maybe  20  percent.  I  would  identify  that  much  now  as  administrative. 
That's  my  best  guess. 

Senator  DeConcini.  Let  me  interrupt. 

Judge  Kline,  regarding  the  law  clerks,  are  there  any  provisions  now 
for  intern  law  students  or  law  clerks  to  work  in  your  courts?  Do  you 
use  them? 

Judge  Kline.  There  are  a  few  bankruptcy  judges  who  in  an  in- 
genious way  get  help.  A  bankruptcy  judge  in  Chicago,  for  example, 
has  students  come  over  from  the  university  and  they  get  credit  hours 
for  their  law  clerking.  That's  a  rare  case.  I've  not  been  able  to  get 
such  help. 
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Senator  DeConcini.  It  is  my  understanding  that  most  law  schools 
now  do  have  clinical  programs  that  permit  lawyers  to  be  certified 
under  State  rules,  and  also  to  work  in  Federal  courts  working  for  the 
public  defender,  and  the  prosecutor,  and  even  private  law  firms.  I 
wonder  if  that  idea  had  been  pursued  by  your  conference? 

Judge  Cyr.  Senator,  it's  being  done  on  an  individual,  volunteer 
basis  in  various  areas  now.  I  have  one  volunteer  law  clerk.  I  know  my 
colleague  in  Providence,  R.I.,  does  also.  It  happens  on  an  individual 
basis. 

I'm  afraid  we've  been  preoccupied  with  this  reform  endeavor  and 
have  not  been  able  to  cover  the  field  in  that  regard. 

I  would  like  to  comment,  in  answer  to  Mr.  Feidler's  question,  in 
this  way.  In  my  judgment,  we  do  have  to  concern  ourselves  very 
much  with  the  appearances  of  justice  in  our  court.  It  is  what  people 
go  away  believing  or  not  believing  about  our  courts.  They  seldom 
know  all  the  intricacies  of  the  law  upon  which  the  case  may  turn. 

I  suppose  there  is  something  to  be  said  for  the  trial  judge  in  a 
criminal  case  having  been  at  the  scene  of  the  crime.  But,  traditionally, 
we  do  feel  as  though  there  is  a  point  at  which  we  must  insist  upon 
compliance  with  the  rules  of  evidence  as  being  the  only  fair  means 
by  which  the  judge's  impression  should  be  formulated. 

I  think  I  would  have  to  say,  in  that  regard,  that  I  prefer  the  approach 
that  would  insulate  the  bankruptcy  judge  more  completely  from 
administrative  involvement  with  the  case. 

Judge  Davis.  Senator,  speaking  about  law  clerks,  we  had  an  exper- 
ience. Two  of  us  who  had  been  in  Phoenix  approached  the  Arizona 
State  University  to  furnish  a  law  clerk.  We  had  a  great  deal  of  diffi- 
culty getting  that  accomplished.  We  finally  did.  Then  the  professor 
who  taught  the  course  and  through  whom  we  accomplished  it  is  off 
on  a  sabbatical.  So  nobody  is  interested  and  we  can't  get  them. 

Then  it  depends  a  great  deal  on  the  student's  load  as  to  what  you 
are  furnished.  You  really  have  no  control  over  the  selection.  This 
makes  it  difficult  and  nonuniform. 

Senator  DeConcini.  I  think  you  are  absolutely  right.  It  certainly 
is  not  the  answer  if  indeed  the  law  clerks  are  needed.  But  from  prac- 
tical experience  of  using  law  clerks  it  is  very  beneficial  to  the  students. 
Most  law  schools  really  promote  that. 

One  of  the  reasons  I  asked  the  question  is  perhaps  your  area  of 
expertise  is  very  limiting  as  far  as  attractiveness  to  a  law  school  to 
promote  clerks  for  the  bankruptcy  court. 

Judge  Davis.  I  will  say  this  in  relation  to  that.  I  had  a  student  that 
I  think  had  graduated  third  in  his  class  from  ASU.  He  happened  to 
assist  me  as  a  law  clerk.  He  was  also  getting  credits  from  the  U.S. 
attorney  for  doing  work  at  the  same  time. 

His  interest  is  in  a  broad  field  with  criminal  law  included.  But  he 
told  me — and  his  experience  is  both  in  my  office  and  the  U.S.  attor- 
ney— that  he  didn't  think  there  was  a  finer  education  generally  in 
the  commercial  law  field  than  that  could  be  gained  through  the 
bankruptcy  court. 

Senator  DeConcini.  That's  interesting. 

Judge  Davis.  I  think  some  of  the  law  professors  or  some  others 
sometimes  mistake  the  broad  scope  of  what  happens  in  bankruptcy 
court. 

Senator  DeConcini.  Judge  Katz? 
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Judge  Katz.  I  think  you  put  your  finger  on  something.  I  think 
there  is  a  misconception  as  to  what  it  is  that  we  actually  do.  I  think 
there  is  a  misconception  that  if  we  have  the  16-  or  17-  or  18-volume 
set  of  Colliers  that  that  is  really  all  the  tools  we  need  because  we  are 
bankruptcy  judges  and  we  deal  with  bankruptcy. 

I  would  tell  you  that  it's  a  rare  day  that  I  look  in  Colliers.  Thank 
God  we  now  have  a  library.  We  decide  State  court  issues  and  Federal 
issues  and  nonbankruptcy  issues  each  and  every  day.  In  mine  1  happen 
to  have  two  law  clerks  on  an  externship  program.  I'm  lucky.  They  are 
getting  a  general  education  in  law,  not  so  much  in  bankruptcy.  I  can 
do  that  myself.  But  in  the  other  areas  of  law  they  are  getting  an  edu- 
cation. I  don't  have  time  to  get  in  there. 

Senator  DeConcini.  The  ad  hoc  committee  testified  this  morning. 
I  didn't  ask  if  it  was  unanimous,  but  Judge  Brown  says  that  he  doesn't 
believe  that  bankruptcy  judges  need  law  clerks. 

Why  do  atou  need  a  law  clerk  and  what  would  they  do  for  you? 

Judge  Lee.  I  wanted  to  suggest  that  it  is  my  understanding,  and 
I  believe  my  understanding  is  correct,  that  the  administrative  Office 
of  the  U.S.  Courts  is  now  authorizing  law  clerks  for  magistrates,  at 
least  in  some  areas. 

We  have  met  with  the  former  Director  of  the  Administrative  Office 
on  several  occasions  in  the  past  and  requested  law  clerks  or  bankruptcy 
judges.  It  could  be  authorized  under  existing  law.  But  it  has  never 
been  authorized.  At  the  same  time  that  they  are  denying  us  law  clerks, 
I  understand  they  have  in  some  instances  authorized  law  clerks  for 
magistrates. 

Judge  Brown's  response  was  that  they  don't  need  law  clerks  because 
that  is  why  we  bankruptcy  judges  were  appointed.  But  that  would  be 
the  same  reason  that  magistrates  are  appointed.  So,  I  don't  think 
that  is  a  good  answer. 

We  spend  a  lot  of  time  in  the  courtroom.  A  lot  of  our  time  is  spent 
in  the  courtroom.  It  takes  quite  a  bit  of  time  to  research  and  write 
an  opinion.  Consequently,  without  the  aid  of  law  clerks  and  without 
libraries,  we  have  a  problem.  I  personally  spend  evenings  in  the  Uni- 
versity of  Kentucky  law  library  doing  my  research  for  opinions 
because,  come  5  o'clock  the  libraries  in  the  Federal  building  are  locked 
up.  You  really  have  no  place  to  go. 

So,  you  have  to  go  to  a  law  school  library  to  work.  We  do  not  have 
our  own  libraries.  If  the  judge  is  out  of  town  and  his  library  is  locked 
up,  then  you  have  no  access  to  a  library.  You  have  no  assistance  from 
law  clerks.  If  you  had  a  law  clerk  you  could  send  him  out  to  the  law 
library  at  the  university  to  read  the  appropriate  State  opinions  and 
make  copies  and  do  some  preliminary  research  for  you.  I  think  that 
we  need  both  libraries  and  law  clerks.  We  are  considerably  hamstrung. 

Senator  DeConcini.  During  the  omnibus  judge  bill  we  had  testi- 
mony that  was  startling  as  to  how  many  staff  attorneys  and  law  clerks 
do  such  a  great  deal  of  opinion  writing  on  the  appellate  area.  This  was 
most  persuasive  in  my  mind  to  having  more  judges  instantly  so  that 
people  had  the  opportunity  of  having  judges  do  that  type  of  opinion 
work. 

I  realize  that  the  burden  is  on  the  court.  The  courts  are  working 
extra  hours. 

What  kinds  of  safeguards  do  you  think  could  be  given  to  assurances 
that  that  did  not  occur  in  the  bankruptcy  area? 
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Judge  Cyr.  I  think  our  needs  are  so  basic  that  we  ought  to  focus 
on  them  in  regard  to  why  we  need  law  clerks. 

We  don't  even  have  anyone  on  our  staff  who  can  shepherdize  a  case. 
It's  absolutely  incredible  the  amount  of  time  that  kind  of  detail 
requires.  As  Judge  Lee  mentioned,  the  bankruptcy  judge  is  largely 
devoting  his  time  to  in-court  work.  He  doesn't  have  the  facilities  or 
personnel  available  to  do  any  preliminary  research. 

So  if  law  clerks  serve  any  function  at  the  district  court  level  they 
would  serve  the  same  function  at  the  bankruptcy  court  level.  To  the 
extent  that  we  are  not  certain  how  many  of  them  we  need,  I  think 
that  is  one  more  good  purpose  to  which  the  transition  period  should 
be  put. 

Judge  Katz.  We  have  a  procedure  in  the  Southern  District  in 
California  where  every  Tuesday  morning  is  law-in-motion  day  in 
which  the  bankruptcy  judge  will  hear  anywhere  from  10  to  25  matters 
dealing  with  evidentiary  questions,  motions  to  dismiss  motions  for 
summary  judgment,  and  matters  relating  to  exemptions  and  what 
have  you.  There  are  points  of  authority  filed  and  memorandums.  It 
would  help  if  we  had  someone  to  run  those  down.  I  simply  don't  have 
time  to  do  it. 

It  would  help  to  have  someone  do  some  research  and  shepherdizing 
and  at  least  get  us  the  State  materials  which  we  don't  have  in  our 
libraries  at  all.  We  do  deal,  contrary  to  popular  opinion,  with  issues 
of  State  law  on  a  daily  basis.  This  is  not  issues  of  bankruptcy  law  and 
Federal  law  but  issues  of  State  laws  and  the  rights  of  priorities  of  lien 
creditors  and  divorce  matters  whether  it's  a  contract  or  whether  it's 
a  property  settlement.  We  have  exemption  problems  which  are  State 
law  problems. 

There  is  no  uniform  exemption  law  for  that.  California  has  a 
patchwork  of  exemption  laws  that  require  a  lot  of  looking  into  and  a 
lot  of  legal  research.  I  think  we  could  use  a  library  and  the  law  clerk. 

Senator  DeConcini.  Thank  you. 

Mr.  Feidler.  With  regard  to  the  administrative  matters  again, 
would  there  be  objection  to  handling  administrative  matters  differ- 
ently in  different  courts  around  the  country?  In  Wyoming  or  North 
Dakota,  there  probably  are  only  250  or  300  filings  of  any  kind  in  a 
3Tear.  There  are  very  few  business  filings  or  chapter  cases. 

In  court  with  only  a  few  hundred  filings,  the  bankruptcy  judge 
could  probably  handle  everything  expeditiously  and  at  a  moderate  cost. 
In  the  Southern  District  of  New  York  or  in  some  of  the  other  districts, 
maybe  an  administrator  is  needed.  Is  that  a  viable  option?  Does  that 
go  against  our  theory  of  uniformity  in  the  bankruptcy  bill? 

Judge  Kline.  My  feeling  is  that  certainly  there  is  a  point  where 
uniformity  must  be  the  objective  insofar  as  possible.  The  other  side 
of  the  coin  is  that  you  have  roughly  400  or  so  U.S.  district  judges. 
There  is  not  that  kind  of  absolute  uniformity.  In  other  words,  we  are 
talking  about  arriving  at  an  approach  which  makes  sense. 

Certainly  there  is  no  premium  placed  on  doing  it  many  different 
ways  and  which  are  dramatically  different.  You  don't  want  to  have 
the  law}rer  going  across  the  district  line  and  not  recognizing  the  court. 

But  there  must  be  a  certain  flexibility  and  adaptability  to  the  local 
situation. 

Mr.  Feidler.  Do  you  think  the  Judicial  Conference  could  identify 
different  districts  around  the  country  that  might  need  the  administra- 
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tor  that  they  propose  and  in  others  they  might  not  designate  an 
administrator? 

Judge  Kline.  They  could  if  the}?"  would. 

Mr.  Feidler.  We  have  heard  testimony  on  the  issue  of  the  con- 
solidated courts.  Would  you  care  to  comment  on  that? 

Judge  Kline.  The  spirit  in  which  the  consolidation  is  done  is 
critical.  In  Houston,  it  has  worked  fairly  well.  In  some  other  districts, 
I  am  personally  persuaded  that  the  objective  was  to  clip  the  wings  of 
the  bankruptcy  court.  Where  there  is  that  spirit  and  disposition,  then 
that  is  accomplished. 

To  me  it  gets  back  to  the  point  that  the  bankruptcy  judge  must 
have  control  over  the  bankruptcy  personnel  in  a  practical  way.  It 
shouldn't  be  where  somebody  else's  interest  is  involved.  For  example, 
the  U.S.  district  clerk  may  not  have  as  much  help  as  he  would  like. 
That  is  reason  enough  for  him  to  consolidate. 

Then  bankruptcy  clerks  on  the  bankruptcy  payroll  may  not  even 
be  used  for  bankruptcy  matters.  They  are  down  the  line  and  absolutely 
not  under  any  control  of  the  bankruptcy  judge.  That's  an  intolerable 
situation  in  terms  of  bankruptcy  administration. 

Judge  Cyr.  Mr.  Chairman,  I  think  it  would  behoove  us  to  look  at 
the  consolidation  of  the  clerks'  offices  with  a  view  toward  considering 
what  function  is  served  in  the  improvement  of  bankruptcy 
administration. 

It  is  conceivable  that  it  may  serve  the  advantage  of  district  court 
administration,  but  these  were  clerks  that  were  congressionally 
mandated  for  the  bankruptcy  system. 

It  is  not  unlike  the  proposal  that  the  expansion  of  jurisdiction 
under  S.  2266  be  limited  by  local  rule.  What  interest  in  sound  bank- 
ruptcy administration  is  served  b^y  such  a  local  rule? 

Clearly,  the  interest  which  is  not  being  served  is  that  of  uniformity, 
but  what  interest  is  served?  I  think  we  can  all  come  away  from  that 
issue  in  agreement  that  there  is  no  sound  principle  of  judicial  admin- 
istration that  is  served  by  a  local  rule  of  that  sort. 

Judge  Davis.  I  would  think,  Mr.  Chairman,  also  that  you  have  the 
problem  of  bankruptcy  where  you  have  certain  highly  skilled  spe- 
cialized clerks  like  audit  clerks  or  those  closing  clerks  which  have  to 
audit  bankruptcy  cases  before  closures.  That  clerk  obviously  has 
to  be  a  highly  skilled  person  and  have  a  great  understanding  of  the 
bankruptcy  laws  to  know  how  to  close  a  case.  This  is  not  the  normal 
case  with  clerks  in  the  clerk's  office  of  the  district  court.  So  often 
these  highly  skilled  people  are  very  valuable  clerks,  and  they  cannot 
receive  in  our  office  usually  under  the  present  salary  scale  as  high  a 
position  as  thejr  can  in  the  clerk's  office  upstairs. 

So  often  when  they  are  transferred  or  consolidated,  the  smarter 
and  more  valuable  people  are  taken  clear  out  of  the  bankruptcy 
administration,  and  the  greenest  clerks  are  often  put  there  because 
bankruptcy  often  has  and  is  accorded  the  lowest  priority  of  the 
clerk's  office. 

Judge  Katz.  I  would  like  to  make  one  other  comment  with  regard 
to  what  Judge  Brown  said.  The  so-called  no-asset  case,  in  my  opinion, 
is  not  the  simple  matter  that  Judge  Brown  made  it  out  to  be.  Some- 
body asks  some  questions  at  the  first  meeting  of  creditors  and  60 
days  or  30  days  expires  for  the  time  to  file  a  complaint  under  section 
14,  then  some  clerk  puts  a  stamp  on  it  and  the  case  is  closed. 
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Some  clerk  has  to  audit  the  schedules  on  that  no-asset  case  to 
make  sure  that  the  trustee  has  done  what  he  is  supposed  to  do  and 
disposed  of  whatever  assets  are  scheduled. 

If  for  no  other  reason  that  they  make  sure  that  the  trustee  is  granted 
the  exception  or  granted  whatever  is  there.  It's  not  a  simple  matter. 
That  requires  someone  with  a  certain  amount  of  skill,  in  addition  to 
which  the  bankruptcy  filing  system,  because  it  is  different  from  the 
district  court  filing  system,  and  we  have  different  case  procedures 
and  we  have  complaints  within  a  proceeding.  We  have  cases  within 
a  proceedings,  or  proceedings  within  a  case,  I  quess  it  is.  They  require 
different  filing  systems  than  just  sticking  papers  into  a  file  in  order 
of  their  filing  as  is  done  in  the  district  court. 

Judge  Kline.  One  suggestion  was  pointedly  made  by  the  ad  hoc 
committee  that  the  reason  for  local  rule  under  the  act  would  be  that 
there  might  be  some  districts  where  the  supervising  district  judges 
in  their  wisdom  would  understand  that  a  particular  bankruptcy 
judge  was  not  qualified  to  handle  plenary  suits. 

1  suggest  that  to  state  this  is  to  prove  it.  No  district  judge  in  this 
country  if  asked  would  acknowledge  he  has  appointed  someone  whom 
he  feels,  is  not  a  capable  person. 

But  we're  talking  about  functional  independence.  If  you  have  a 
local  rule,  then  you  have  a  situation  that  invites  abuse.  It  may  be  used 
in  a  minority  of  cases,  but  it  will  end  up  destroying  anything  like 
basic  uniformity  where  the  court  can  grant  the  desired  one-stop 
full-service.  You  will  have  splitoffs. 

Mr.  Feidler.  Thank  you,  Mr.  Chairman;  I  have  no  further 
questions. 

Senator  DeConcini.  Mr.  Dixon,  any  questions? 

Mr.  Dixon.  I  have  one  question.  This  is  for  Judge  Lee.  Judge  Lee, 
you  talked  briefly  about  the  proposal  for  having  a  Government- 
salaried  trustee  system. 

Would  the  same  effect  of  that  salary  system  be  achieved  instead  of; 
paying  private  trustees  based  upon  a  percentage  basis  as  is  provided 
in  section  326?  They  would  be  paid  instead  on  an  hourly  basis.  Could 
we  achieve  the  same  sort  of  salary  structure  without  having  more 
Government  employees? 

Judge  Lee.  My  major  concern  is  who  supervises  trustees.  I  think 
that  the  area  of  conflict  between  the  bankruptcy  judge  and  other 
litigants  in  the  area  of  suspicion  is  in  the  supervision  of  the  trustee. 
We  suggested  some  sort  of  Government  official  to  appoint  and  super- 
vise trustees. 

Judge  Davis  was  talking  about  seeing  that  they  have  filed  their 
proper  reports  and  accounts,  and  that  they  have  disposed  of  all  of  the 
assets.  That  is  one  of  the  problems. 

I  suppose  that  one  of  the  assets  is  cause  of  action  against  a  third 
party  which  has  not  been  pursued.  The  bankruptcy  judge  says,  "Why 
don't  you  file  that  cause  of  action  in  my  court  so  I  can  decide  it?" 

That  is  the  problem.  We  could  not  force  the  trustees,  the  private 
trustees  or  the  litigants,  to  file  cases  in  the  bankruptcy  court  when  we 
do  away  with  summary  plenary  jurisdiction  without  creating  a  conflict- 
of-interest  problem.  So,  we  need  the  official  trustee  of  some  sort  to 
scrutinize  the  schedules.  He  would  be  the  person  who  tells  the  private 
trustee  to  pursue  a  cause  of  action  in  the  bankruptcy  court.  We  would 
not  be  involved. 
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That  is  why  we  don't  need  an  official  trustee  to  serve  as  trustee  in 
every  case.  But  we  need  an  official  trustee  to  appoint  and  supervise 
private  trustees.  I  think  you  can  get  by  with  one  of  those  in  each 
district,  one  official  trustee  of  some  sort  in  each  district.  Maybe  it  will 
take  more  in  metropolitan  districts. 

But  I  would  think  that  it  would  not  solve  the  problem,  as  you 
suggest. 

Mr.  Dixon.  Thank  you,  Mr.  Chairman. 

Senator  DeConcini.  Mr.  Komani? 

Mr.  Romani.  I  have  a  couple  of  points  which  are  general  questions. 
They  are  mainly  for  the  record. 

The  Judicial  Conference  Panel  indicated  a  lack  of  understanding 
as  to  the  genesis  of  the  Article  III  court  concept  as  it  appeared 
rather  mysteriously  in  H.R.   6   with  no   preparatory  background. 

I  was  wondering,  Judge  Kline  or  Judge  Cyr,  if  you  could  shed  some 
light  for  the  committee  as  to  the  genesis  of  the  notion  that  appeared 
in  the  House  bill. 

Judge  Kline.  A  separate  and  independent  court  has  been  in  every 
thought  of  reform.  The  only  thing  that  did  catch  us  by  surprise  and 
obviously  got  the  attention  of  the  Judicial  Conference  was  the  Article 
III  approach. 

Judge  Weinfeld  was  the  only  Commission  member  to  dissent  from 
the  fact  that  there  should  be  a  separate  and  independent  court.  But 
the  commission  had  in  mind  article  I.  There  has  not  been  a  person  of 
significance  or  interested  group,  if  I'm  not  incorrect,  that  has  not 
agreed  that  a  separate  and  independent  court  is  needed.  Does  that 
answer  it? 

The  only  surprise,  as  I  understand  it,  was  the  fact  that  suddenly 
there  was  an  article  III  concept  and  also  that  it  related  to  referees  in 
bankruptcy. 

Mr.  Romani.  For  the  committee,  could  you  prepare  a  notation  or 
a  memorandum  to  the  committee  outlining  the  steps  and  the  reports 
that  you  report  to? 

Judge  Kline.  Yes. 

[The  material  referred  to  follows:] 

National  Conference  of  Bankruptcy  Judges, 

Bangor,  Maine,  November  21+,  1976, 
Hon.  Damon  Keith, 
Chief  U.S.  District  Judge, 
Detroit,  Mich. 

Dear  Judge  Keith:  I  understand  that  some  question  has  arisen  in  your  district 
as  to  the  purpose  and/or  importance  of  the  survey  of  bankruptcy  court  caseloads 
currently  underway  throughout  the  country  and  in  which  the  clerk  of  court  in 
your  district  has  been  asked  to  cooperate  at  the  local  level. 

Enclosed  herewith  is  a  copy  of  the  letter  addressed  to  me  by  Congressman  Don 
Edwards,  Chairman  of  the  House  Judiciary  Subcommittee  on  Civil  and  Con- 
stitutional Rights,  urging  early  completion  of  this  survey  as  an  important  resource 
in  the  pending  congressional  effort  to  complete  a  comprehensive  revision  of  the 
Bankruptcy  Act. 

Your  cooperation  in  furthering  efforts  to  assure  timely  response  to  the  request 
of  the  Chairman  would  be  very  much  appreciated. 
Respectfully, 

Conrad  K.  Cyr, 

President. 
Enclosure. 


479 

U.S.  District  Court, 
For  the  Eastern  District  of  Michigan, 

Detroit,  Mich.,  December  3,  1976. 
Hon.  Conrad  K.  Cyr, 
Bankruptcy  Referee, 
Bangor,  Maine. 

Dear  Judge  Cyr:  Chief  Judge  Damon  J.  Keith  asked  me  to  reply  to  your 
letter  of  November  24,  1976.  That  letter  emphasized  the  importance  of  our  com- 
pliance with  your  request  that  we  conduct  a  survey  of  pending  bankruptcy  cases 
in  the  Eastern  District  of  Michigan.  We  were  first  informed  of  this  monumental 
task  by  a  communication  dated  November  11,  1976  bearing  the  typed  signature  of 
Bankruptcy  Referee  David  Kline.  It  requested  that  the  survey  include  a  case-by- 
case  analysis  of  every  matter  pending  in  this  district  including  the  number  of 
creditors,  the  assets,  the  liabilities,  and  the  nature  of  non-bankruptcy  cases  to- 
gether with  a  narrative  summary  prepared  by  the  bankruptcy  referees.  It 
requested  that  ".  .  .  the  completed  form  [be  forwarded]  to  the  named  bankruptcy 
judge  responsible  for  YOUR  CIRCUIT  *  *  *".  no  later  than  November  29th. 

We  have  estimated  that  it  would  require  seven  people  working  424  hours  or  a 
total  of  53  days  to  compile  such  a  survey.  The  purpose  for  such  a  survey  is  dis- 
closed in  the  November  11,  1976  communication: 

"We  need  to  bring  these  figures  current  for  presentation  with  respect  to  the 
quadrennial  salary  review  and  with  regard  to  the  comprehensive  legislation.  The 
figures  will  be  particularly  important  when  Congress  considers  fold-in  proposals 
and  an  independent,  plenary  court. 

"Unhappily,  time  is  short.  The  President  will  deliver  his  salary  proposals  to 
Congress  in  late  January  and  both  houses  of  Congress  expect  to  introduce  bank- 
ruptcy bills  early  in  January." 

We  have  instructed  the  Clerk  of  the  Court  not  to  undertake  this  task  on  such 
short  notice.  The  volume  of  cases  in  this  court  is  so  great  that  we  cannot  spare 
seven  employees  from  their  regular  duties  for  so  long  a  period.  Moreover,  we  are 
extremely  reluctant  to  supply  this  information  at  government  expense  to  a 
private  organization  for  the  purposes  stated  in  the  November  1 1th  communication. 

I  will,  of  course,  discuss  this  request  at  our  regular  judges'  meeting  and  at  the 
next  meeting  of  the  Judicial  Conference  Committee  on  the  Administration  of  the 
Bankruptcy  System.  If  there  is  agreement  that  the  information  should  be  fur- 
nished to  you  at  government  expense,  we  will  do  so.  It  seems  to  me,  however,  that 
the  information  you  seek  is  available  to  the  committee  through  the  Administrative 
Office  of  the  United  States  Courts. 
Sincerely, 

Robert  E.  DeMascio, 

U.S.  District  Judge. 

Judge  Cyr.  I  would  suggest  that  the  good  faith  judgment  was 
made  by  the  House  subcommittee  which  drafted  H.R.  6  that  the  only- 
certain  constitutional  path  to  an  adequate  expansion  of  jurisdiction 
for  the  bankruptcy  court  was  via  Article  III.  That  emanated  within 
the  House  subcommittee. 

Mr.  Romani.  That  leads  to  the  second  point.  I  was  hoping  you 
could  help  us  with  this. 

It  seems  to  me  that  both  the  Ad  Hoc  Committee  and  yourself 
in  your  oral  testimony  have  covered  the  matter  in  a  rather  superficial 
way,  assuming  the  arguments. 

If  you  could  orally  or  in  writing,  detail  the  arguments  very  carefully, 
the  constitutional  arguments  relating  to  the  jurisdictional  questions 
to  the  structure  of  the  court  questions  as  precisely  as  you  possibly 
can.  We  would  appreciate  it. 

Judge  Cyr.  Of  course,  we  would  be  happy  to  do  that.  I  may  suggest, 
however,  that  it  can  never  be  done  better  than  it  has  been  done  by  the 
House  Report  on  "Constitutional  Bankruptcy  Courts".  We  would 
be  glad,  however,  to  do  whatever  might  be  helpful  in  that  regard. 

Judge  Lee.  I  would  like  to  comment  on  that.  The  record  before 
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the  subcommittee  now  shows  that  the  development  of  justice  has 
already  appeared  before  the  subcommittee  and  gone  on  record  as 
favoring  presidential  appointment  of  bankruptcy  judges  for  terms  of 
15  years. 

You  must  understand  that  the  Department  of  Justice  may  have 
changed  its  opinion  on  the  subject  and  they  may  have  another  position 
now.  But  the  record  of  hearings  indicates,  before  this  subcommittee 
and  also  before  the  House  subcommittee,  that  the  Department  of 
Justice  is  already  on  record  as  favoring  presidential  appointments  for 
15-year  terms  which  would  be,  I  take  it,  an  Article  I  court. 

Now,  they  seem  to  raise  some  question  about  whether  an  Article 
I  court  would  be  constitutional. 

In  the  second  preliminary  report  of  this  Ad  Hoc  Committee,  all  the 
members  of  the  Ad  Hoc  Committee  said  that  they  saw  no  constitu- 
tional problem  about  an  Article  I  bankruptcy  court  exercising  the 
powers  that  are  proposed  to  be  conferred  upon  such  court. 

I  interpret  the  testimony  here  today  as  saying  that  they  saw  no 
constitutional  problem. 

There  are  people  who  see  constitutional  problems. 

Mr.  Romani.  Not  with  an  Article  I  court  but  with  an  adjunct 
status  as  well ;  is  that  correct? 

Judge  Lee.  Yes. 

Mr.  Romani.  Thank  you,  Mr.  Chairman. 

Senator  DeConcini.  Yes.  If  you  would  give  us  that  information  we 
will  take  a  took  at  the  House  report  also. 

Gentlemen,  we  thank  you  very  sincerely  for  your  tine  testimony. 
You  make  a  convincing  case  as  to  the  merits  and  demerits  of  our  bill. 
We  will  consider  this  testimony  very  carefully.  We  thank  you  for  your 
time  and  preparation  today. 

We  will  have  the  Attorney  General  addressing  us  tomorrow  morning. 
That  certainly  will  be  the  prime  question  to  the  Attorney  General. 

We  will  stand  in  recess  at  this  time  until  2  o'clock. 

Judge  Cyr.  Mr.  Chairman,  we  thank  you  for  your  courteous 
attention.  We  appreciate  it. 

[Recess  taken.] 

AFTERNOON  SESSION 

Senator  DeConcini.  The  subcommittee  will  come  to  order. 

We  are  reconvening  on  S.  2266.  We  are  very  pleased  to  have  a 
distinguished  group  of  witnesses  this  afternoon. 

Our  first  witness  is  Harold  Marsh,  Attorney,  Chairman  of  the  Com- 
mission on  the  Bankruptcy  Laws  of  the  United  States. 

Mr.  Marsh,  welcome.  You  may  proceed. 

STATEMENT  OP  HAROLD  MARSH,  ESQUIRE,  CHAIRMAN,  COMMIS- 
SION ON  THE  BANKRUPTCY  LAWS  OF  THE  UNITED  STATES 

Mr.  Marsh.  Thank  you  very  much,  Mr.  Chairman.  I  appreciate 
the  invitation  to  appear  before  the  subcommittee  I  would  request 
that  my  prepared  statement  appear  in  the  record  at  this  point. 

Senator  DeConcini.  Without  objection,  so  ordered. 

[The  prepared  statement  of  Harold  Marsh  follows:] 
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Prepared  Statement  of  Harold  Marsh,  Jr.,  Chairman,  Commission  on  the 
Bankruptcy  Laws  of  the  United  States 

Mr.  Chairman,  I  appreciate  your  invitation  to  submit  comments  concerning 
the  above  mentioned  Bill  to  enact  a  now  bankruptcy  law  which  has  been  reported 
out  to  the  House  floor  by  the  House  Judiciary  Committee  and  which  it  appears 
will  shortly  be  the  subject  of  consideration  by  the  Senate.  I  was  the  Chairman  of 
the  Commission  on  the  Bankruptcy  Laws  of  the  United  States  created  by  Congress 
in  1970,  which  was  composed  of  two  Senators,  two  Congressmen,  two  Federal 
District  Judges  and  three  other  persons  appointed  by  the  President.  The  Commis- 
sion rendered  its  Report  to  Congress,  the  Chief  Justice  and  the  President  in  July, 
1973,  and  reform  of  the  bankruptcy  law,  as  you  know,  has  been  the  subject  of 
ongoing  consideration  by  committees  of  the  Senate  and  the  House  since  that 
time. 

Your  letter  of  August  5,  1977,  suggests  to  me  that  your  Subcommittee  would 
like  to  concern  itself  primarily  with  fundamental  principles  rather  than  the  minor 
details  of  the  Bill  which  will  presumably  be  passed  by  the  House  in  the  near 
future.  I  would  certainly  recommend  that  this  be  the  approach  which  is  taken  in 
the  Senate,  in  view  of  the  extensive  consideration  which  has  already  been  given 
to  predecessor  bills  in  both  Houses. 

I  believe  that  it  is  accurate  to  say  that  the  Commission  on  the  Brankruptcy 
Laws  believed  that  there  were  three  fundamental  principles  which  should  be 
observed  in  any  revision  of  the  bankruptcy  laws:  (1)  That  the  Bankruptcy  Court 
should  be  restructured  as  a  separate  and  independent  court  to  increase  its  status 
and  prestige:  (2)  that  the  jurisdiction  of  the  Bankruptcy  Court  should  be  en- 
larged to  include  litigation  relating  to  the  estate  between  the  trustee  and  third 
parties  which  is  now  required  to  be  tried  in  a  plenary  action  in  other  courts, 
with  all  of  the  calendar  and  other  delays  associated  with  such  litigation;  but 
that  both  of  these  things  should  be  done  only  if  (3)  the  present  combination  of 
judicial  and  administrative  functions  in  a  single  Bankruptcy  Judge  is  eliminated, 
and  the  judge  deciding  contested  matters  is  confined  essentially  to  that  function 
so  that  the  appearance  of  prejudice  (and  without  question  the  actuality  of  preju- 
dice in  some  cases)  is  eliminated. 

All  three  of  these  objectives  were  attempted  to  be  achieved  in  the  two  bills 
which  were  introduced  in  successive  Congresses  since  1973  (the  bill  drafted  by  the 
Bankruptcy  Commission  and  that  drafted  by  the  National  Conference  of 
Bankruptcy  Judges),  although  there  was  disagreement  in  the  two  bills  over 
precisely  what  functions  should  be  retained  by  the  Bankruptcy  Judges  and  the 
organization  or  institution  to  which  those  functions  removed  from  the  purview 
of  the  Bankruptcy  Judge  should  be  assigned. 

H.R.  8200  differs  in  major  respects  from  the  approach  taken  by  both  of  the 
prior  bills  with  respect  to  these  matters.  I  will  discuss  these  differences  with  rela- 
tion to  each  of  the  principles  which  have  been  set  forth  above.  Since  the  third 
principle  raises  the  most  serious  questions  regarding  H.R.  8200,  it  will  be  taken 
up  first. 

(3)  The  most  serious  criticism  that  has  been  levied  against  the  existing  system 
of  bankruptcy  administration  over  the  years  has  been  that  the  present  system 
involves  an  inherent  conflict  of  interests  and  the  serious  possibility  of  prejudice 
on  the  part  of  the  official  adjudicating  controversies  between  the  trustee  (or 
debtor  where  no  trustee  is  appointed)  and  third  parties,  and  in  any  event  the  ap- 
pearance of  prejudice.  The  reasons  for  this  criticism  were  twofold.  In  the  first 
place,  the  judge  (formerly  called  referee)  frequently  appointed  the  trustee  whose 
controversies  with  third  parties  he  subsequently  adjudicated. 

Secondly,  the  intimate  involvement  of  the  judge  in  the  day-to-day  administra- 
tion of  the  estate,  and  particularly  the  conduct  of  a  business  where  a  chapter 
proceeding  is  concerned,  inevitably  tends  to  make  him  appear  to  be  the  "partner" 
of  the  trustee  in  the  attempt  to  work  out  a  constructive  solution  to  the  various 
problems.  The  judge  constantly  receives  information  in  a  nonadversary  context 
which  may  influence  his  judgment  in  a  subsequent  controversy  between  a  trustee 
and  a  third  party,  although  it  may  have  been  wholly  inadmissible  in  that  adjudica- 
tion and  in  any  event  was  received  entirely  without  the  opportunity  for  cross- 
examination  by  the  adverse  party.  The  judge  presides  at  the  first  meeting  of 
creditors  and  hears  all  kinds  of  assertions,  both  sworn  and  unsworn,  which  may 
later  be  highly  relevant  in  connection  with  some  litigation.  The  judge  must 
constantly  authorize  or  approve  actions  by  the  trustee  on  an  ex-parte  basis  con- 
cerning the  day-to-day  conduct  of  the  proceeding.  It  is  probably  impossible  for 
him  to  completely  purge  his  mind  of  this  mass  of  information,  which  he  may  have 
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accumulated  over  a  period  of  perhaps  two  or  three  years,  when  he  is  sitting  on 
the  trial  of  a  case  between  the  trustee  and  some  third  party. 

In  should  be  emphasized  that  this  situation  is  a  fault  of  the  system  and  not 
because  any  Bankrupcy  Judge  is  doing  anything  improper.  On  the  contrary, 
these  other  activities  are  a  part  of  his  job,  and  he  has  no  choice  but  to  perform 
them.  There  is  no  one  else  to  do  so.  Therefore,  the  only  way  in  which  this  situa- 
tion can  be  corrected  is  to  change  the  system.  Giving  the  occupants  of  the  bench 
life  tenure  will  do  nothing  to  correct  this  problem  unless  the  system  is  changed. 
It  is  my  understanding  that  certain  cases  were  transferred  from  the  jurisdiction 
of  the  District  Judge  in  charge  of  the  Penn  Central  reorganization  under  Section 
77  for  this  very  reason — he  could  hardly  be  presumed  to  be  an  impartial  adjudi- 
cator of  disputes  between  the  trustees  and  third  parties  when  he  had  the  respon- 
sibility for  running  the  railroad. 

The  Bankrupcy  Commission  and  the  National  Conference  of  Bankruptcy 
Judges  agreed  that  it  was  imperative  that  the  basis  for  this  possibility  of  prejudice, 
and  in  any  event  the  appearance  of  prejudice,  be  removed  as  a  condition  to  any 
enlargement  of  the  jurisdiction  of  the  Bankruptcy  Court,  although  there  was 
disagreement  over  the  details  of  what  should  be  labeled  "administrative"  and 
therefore  taken  from  the  judge  and  assigned  to  some  other  person. 

H.R.  8200  has  removed  the  power  to  appoint  trustees  from  the  Bankruptcy 
Judge  and  vested  this  power  in  the  newly  created  office  of  United  States  Trustee 
(Section  701(a),  page  125,  line  9 — page  126,  line  5;  Section  1104(c),  page  181, 
line  21— page  182,  line  5).  1  However,  the  Bill  does  absolutely  nothing  to  change 
any  of  the  other  functions  of  the  judge  or  to  solve  the  problem  of  the  combination 
of  administrative  and  adjudicatory  functions,  which  in  my  judgment  is  a  much 
more  serious  problem  than  the  mere  appointment  of  the  trustee. 

There  are  only  two  provisions  in  the  entire  Bill  that  could  remotely  be  con- 
sidered to  change  what  the  judge  in  the  bankruptcy  proceeding  will  do  from  what 
he  now  does.  Section  704(8)  (page  129,  lines  12-14)  provides  that  the  trustee  shall 
file  a  final  account  of  the  administration  of  the  estate  with  the  court  "and  with  the 
United  States  Trustee".  Section  224(a)  (page  252,  lines  4-6)  provides  that  each 
United  States  Trustee  shall  establish,  maintain,  "and  supervise"  a  panel  of  pri- 
vate trustees.  No  other  provision  of  the  Bill  which  I  am  able  to  find  could  even 
arguably  be  thought  to  vest  in  the  United  States  Trustee  any  of  the  present  func- 
tions of  the  judge. 

Certainly,  the  fact  that  the  trustee  files  a  copy  of  his  final  report  with  the 
United  States  Trustee  does  not  authorize  the  United  States  Trustee  to  perform 
any  function  which  is  not  expressly  conferred,  and  none  is — not  even  to  review 
or  take  any  action  respecting  this  copy  of  the  report  which  he  receives.  Similarly, 
the  power  to  "supervise"  the  "panel"  does  not  confer  upon  the  United  States 
Trustee  any  power  to  issue  orders  to  or  approve  action  by  or  otherwise  supervise 
the  conduct  of  a  particular  trustee  in  an  individual  case,  especially  when  under 
the  terms  of  the  Bill  the  functions  and  responsibility  of  the  judge  are  not  affected 
in  the  slightest  in  that  respect. 

Since  the  identical  persons  who  are  now  running  the  system  will  be  operating 
it  for  a  period  of  five  years  after  this  Bill  goes  into  effect,  it  is  certain  that  they 
will  not  change  in  any  respect  the  manner  in  which  they  have  been  operating 
unless  such  change  is  mandated  by  the  legislation,  nor,  in  my  opinion,  would  they 
be  authorized  to  do  so.  Nor  will  the  lifetime  judges  who  succeed  them  have  any 
reason,  or  authority,  to  change  a  system  which  has  been  operating  for  five  years. 

If  it  is  desired  to  effect  such  separation  of  functions,  the  manner  in  which  it 
can  be  done  is  simply  to  include  in  the  statute  a  provision  that  the  functions  of 
the  judge  shall  be  confined  to  the  adjudication  of  adversary  proceedings  and  such 
other  matters  (for  example,  the  confirmation  of  plans  and  the  approval  of  the 
fees  of  trustees  and  attorneys),  specifically  listed,  as  are  considered  to  be  essen- 
tially judicial  in  nature  even  though  there  may  be  no  adverse  party  contesting 
what  has  been  proposed.  There  should  also  be  a  specific  provision  in  the  statute 
requiring  that  adversary  proceedings  be  assigned  to  the  Bankruptcy  Judges 
in  multi-judge  courts  on  a  rotation  basis  so  that  one  judge  does  not  automatically 
adjudicate  every  one  of  a  dozen  or  so  contested  matters  relating  to  the  same 
proceeding,  where  obviously  the  evidence  heard  in  one  case  cannot  be  expelled 
from  his  mind  when  he  hears  the  next  one. 

If  certain  functions  are  removed  from  the  judge,  then  obviously  they  must  be 
assigned  to  someone  else  or  abolished  as  unnecessary.  The  question  of  who  this 


1  All  of  the  citations  in  this  letter  are  to  sections  of  the  Bill,  H.R.  8200  as  introduced, 
except  those  to  Title  I  of  the  Bill  which  are  to  sections  of  the  new  Bankruptcy  Act 
contained  therein. 
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other  person  shall  be,  and  who  shall  appoint  and  supervise  him,  is  much  less 
important  than  that  the  separation  be  effected.  The  Bill  proposes  the  creation  of 
a  United  States  Trustee,  although  it  gives  him  no  function  specifically  other  than 
to  create  a  panel  of  private  trustees  and  appoint  a  member  of  that  panel  in  indi- 
vidual cases,  and  vests  the  appointing  and  supervisory  power  over  such  United 
States  Trustees  in  the  Justice  Department.  However,  I  understand  that  the 
Justice  Department  does  not  want  this  responsibility,  and  it  would  certainly 
make  no  difference  with  respect  to  the  principles  being  discussed  if  that  appointive 
and  supervisory  function  were  lodged  in  the  Supreme  Court  or  the  Administra- 
tive Office  of  the  United  States  Courts  or  the  Court  of  Appeals  of  each  Circuit. 
Wherever  it  may  be  lodged,  the  Bill  does  propose  the  establishment  of  a  new 
office  to  which  there  could  be  transferred  the  administrative  functions  that  are 
removed  from  the  responsibility  of  the  Bankruptcy  Judge,  although  the  Bill  in 
fact  transfers  nothing  other  than  the  appointment  of  trustees. 

It  is  true  that  the  considerations  that  have  been  discussed  above  are  much 
more  significant  in  a  reorganization  proceeding  or  an  asset  bankruptcy  than  in  a 
no-asset  bankruptcy  or  a  wage  earner  proceeding  under  Chapter  XIII  of  the  pres- 
ent law,  because  the  extent  of  the  involvement  of  the  judge  in  the  administration 
of  a  particular  proceeding  is  much  greater  in  the  former  types  of  cases.  The  latter 
two  categories  comprise  the  vast  bulk  in  number  of  bankruptcy  proceedings,  but 
the  27  billion  dollars  in  scheduled  assets  in  pending  bankruptcy  cases  (referred  to 
on  page  5  of  the  Staff  Report  of  the  House  Subcommittee)  were  all  being  admin- 
istered in  cases  of  the  former  type.  By  definition,  no-asset  bankruptcy  cases  and 
wage  earner  plans  involve  no  assets  whatever.  Even  in  those  cases,  however,  a 
litigant  has  the  right  to  an  impartial  tribunal. 

I  would  urge  your  Subcommittee  to  concentrate  its  efforts  on  an  attempt  to 
solve  this  problem.  It  would  be  tragic  if  the  controversy  over  whether  the  court 
should  be  an  Article  I  court  or  an  Article  III  court  (discussed  in  item  1  below), 
while  undeniably  important,  but  perhaps  only  to  lawyers  (and  judges),  were 
permitted  to  obscure  this  crucial  issue  which  is  posed  by  H.R.  8200.  I  note  that 
in  your  letter,  Mr.  Chairman,  you  short-titled  H.R.  8200  as  the  "Bankruptcy 
Reform  Bill";  but  as  it  stands,  in  my  judgment,  it  is  revision  without  reform. 
I  regret  to  say,  after  the  labor  of  seven  years  (a  good  deal  of  which  was  mine), 
that  if  no  improvement  is  made  in  this  regard  in  H.R.  8200,  I  would  have  to 
recommend  that  your  Subcommittee  disapprove  the  Bill. 

(1)  The  bill  drafted  by  the  Bankruptcy  Commission  proposed  the  creation  of 
a  new  Bankruptcy  Court  modeled  primarily  on  the  Tax  Court,  with  the  judges 
to  be  appointed  by  the  President  with  the  advice  and  consent  of  the  Senate  for  a 
term  of  15  years,  rather  than  by  the  Federal  District  Judges  as  at  present.  How- 
ever, the  Commission  recommended  that  appeals  from  the  new  Bankruptcy  Court 
go  initially  to  the  Federal  District  Court  as  under  the  present  law  and  on^  there- 
after to  the  Circuit  Court  of  Appeals.  Judge  Edward  Weinfeld  dissented  from  this 
recommendation  of  the  Commission  and  preferred  that  the  present  method  of 
appointment  and  the  present  tenure  of  the  Bankruptcy  Judges  be  retained. 

H.R.  8200,  in  provisions  which  have  elicited  the  opposition  of  the  Judicial 
Conference,  provides  that  the  new  Bankruptcy  Court  will  be  created  as  an 
Article  III  court,  with  the  judges  being  appointed  by  the  Pre-ddent  with  the 
advice  and  consent  of  the  Senate  and  having  tenure  during  good  behavior  and 
with  appeals  from  this  court  going  directly  to  the  Circuit  Court  of  Appeals. 

The  structure  of  the  proposed  new  court  was  one  of  the  most  difficult  questions 
debated  by  the  Commission,  and  I  think  it  is  fair  to  say  that  the  final  recom- 
mendation of  the  Commission  was  a  compromise  designed  to  ach'eve  the  broadest 
support  among  the  members  of  the  Commission.  The  Commission  initially  voted 
to  recommend  the  structure  which  now  appears  in  H.R.  8200  by  a  sharply  divided 
vote.  Thereafter,  it  reconsidered  this  matter  and  recommended  the  structure 
indicated  above,  although,  as  also  has  been  mentioned,  Judge  Weinfeld  did  not 
agree  with  the  final  recommendation. 

I  think  that  all  of  the  members  of  the  Commission  recognized  that  this  was  a 
matter  upon  which  reasonable  men  could  and  did  differ  and  were  trying  to  achieve 
a  recommendation  that  would  command  wide-spread  support.  I  personally  favor 
the  present  provisions  of  H.R.  8200  giving  the  Bankruptcy  Court  Article  III 
status,  but  I  would  certainly  not  object  to  the  structure  recommended  by  the 
Commission  as  I  did  not  at  the  time  its  Report  was  submitted. 

However,  I  recommend  that,  if  your  Subcommittee  decides  to  return  to  some- 
thing along  the  lines  recommended  by  the  Commission,  the  model  of  the  Tax 
Court  be  followed  entirely  and  that  appeals  go  directly  to  the  Circuit  Court  of 
Appeals.  I  believe  that  the  evidence  indicates,  as  stated  in  the  Report  of  the 
Staff  of  the  House  Subcommittee,  that  appeals  to  the  District  Court  are  largely  a 
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waste  of  time  unless  it  is  intended  to  take  the  matter  ultimately  to  the  Circuit 
Court  of  Appeals. 

However  this  issue  may  be  resolved,  it  is  urgently  recommended  that  the  pro- 
vision in  H.R.  8200  apparently  restricting  appeals  to  "final  orders"  (Section  238, 
page  260,  line  12),  which  is  incongruously  placed  in  a  section  dealing  with  appeals 
of  interlocutory  orders,  be  reconsidered.  Appeals  have  always  been  permitted 
from  interlocutory  orders  in  bankruptcy  proceedings — for  the  very  good  reason 
that  the  proceeding  may  go  on  for  two,  five,  ten  or  even  fifteen  years. 

In  considering  the  question  of  the  appropriate  structure  for  the  Bankruptcy 
Court,  it  should  be  kept  in  mind  that  the  question  is  not  whether  a  "specialized 
court"  is  to  be  created.  We  have  a  specialized  court  now,  the  judgments  of  which 
are  final  unless  appealed,  even  though  the  first  appeal  goes  to  another  trial  court. 
No  one,  so  far  as  I  know,  is  recommending  that  that  specialized  court  be  abolished; 
certainly,  no  one  recommended  that  to  the  Bankruptcy  Commission.  The  ques- 
tion is  rather  what  is  to  be  done  with  the  specialized  court  we  already  have. 

The  Report  of  the  Staff  of  the  House  Subcommittee  argues  that,  with  the  ex- 
panded jurisdiction  of  the  Bankruptcy  Court,  it  will  be  exercising  the  judicial 
power  of  the  United  States  and  that  it  would  be  unconstitutional  to  give  this 
power  to  any  court  other  than  one  created  under  Article  III.  I  think  that  this  is 
a  strong  argument,  and  it  was  a  question  which  I  raised  in  the  deliberations  of  the 
Bankruptcy  Commission.  However,  I  am  not  as  convinced  as  the  Staff  of  the 
House  Subcommittee  that  there  is  a  clear  answer  to  this  issue. 

Assuming  that  the  argument  is  sound  that  the  Constitution  requires  that  the 
Bankruptcy  Court  must  be  constituted  as  an  Article  III  court  in  order  to  exer- 
cise the  expanded  jurisdiction  proposed  to  be  given  to  it,  there  is  a  glaring  incon- 
sistencv  in  H.R.  8200.  The  creation  of  the  Article  III  court  is  to  be  delayed  until 
October  1,  1983  (Section  402(b),  page  292,  lines  11-13),  and  in  the  meantime  the 
present  court  will  continue  to  exist,  which  is  obviously  not  an  Article  III  court 
and  from  whose  judgments  there  is  only  a  right  of  appeal  and  in  no  case  any  trial 
de  novo.  However,  the  expanded  jurisdiction  will  be  conferred  immediately  upon 
the  present  court  with  the  same  personnel  (Section  405(b),  page  297,  lines  14-19). 
I  know  of  no  doctrine  which  would  assert  that  it  is  all  right  to  be  unconstitutional 
for  an  interim  period  or  transitionally. 

(2)  H.R.  8200  provides  that  the  Bankruptcy  Court  shall  have  jurisdiction  of 
all  civil  cases  "arising  under  or  related  to"  proceedings  under  the  Bankruptcy 
Act  (Section  243(a),  page  261,  line  17— Page  262,  line  3).  This  does  not  differ  in 
substance  from  what  was  recommended  by  the  Bankruptcy  Commission,  although 
it  seems  to  me  that  the  phraseology  is  too  vague  for  a  provision  conferring  juris- 
diction on  a  court.  It  does  not  even  require,  for  example,  that  the  trustee  be  a 
party  to  the  litigation,  as  long  as  it  can  be  determined  to  be  "related  to"  the  bank- 
ruptcy proceeding.  Even  though  he  is  not,  either  party  could  remove  a  pending 
case  to  the  Bankruptcy  Court  if  it  is  determined  to  be  somehow  "related  to"  the 
bankruptcy  proceeding  (Section  243(a),  page  266,  lines  8-15).  (Incidentally,  this 
vague  method  of  drafting  runs  throughout  the  Bill,  and  you  may  want  to  con- 
sider whether  in  the  interest  of  avoiding  excessive  litigation  it  should  not  be  tight- 
ened up  before  enactment.) 

I  do  not  believe  that  anyone  has  questioned  this  objective  of  consolidating  in 
the  Bankruptcy  Court  the  litigation  relating  directly  to  the  estate.  The  differences 
of  opinion  which  exist  relate  to  the  question  of  whether  this  provision  alone  should 
be  enacted,  even  though  there  is  no  change  in  the  status  or  structure  of  the  Bank- 
ruptcy Court  and  even  though  there  is  no  elimination  of  the  present  combination 
of  administrative  and  judicial  functions  in  the  Bankruptcy  Judge.  As  I  have 
indicated  above,  the  Bankruptcy  Commission  was  unanimously  of  the  view  that 
no  increase  of  the  jurisdiction  of  the  court  was  justified  unless  the  latter  of  these 
other  objectives  was  simultaneously  achieved.  While  Judge  Weinfeld  dissented 
from  the  proposal  to  change  the  method  of  appointment  and  tenure  of  the  Bank- 
ruptcy Judges,  he  supported  the  provisions  recommended  to  achieve  this  separa- 
tion of  functions.  Those  lawyers  who  specialize  in  representing  trustees,  and  who 
are  therefore  deservedly  recognized  as  the  leading  "bankruptcy  experts"  in  the 
United  States,  have,  I  believe,  generally  supported  these  other  two  objectives; 
but  they  have  also  been  generally  willing  to  sacrifice  both  of  them  to  obtain  only 
the  expansion  of  jurisdiction.  If  that  should  happen,  it  would  in  my  opinion  be  a 
serious  public  disservice.  I  suggest  that  your  Subcommittee  should  carefully 
consider  the  interrelationship  of  the  three  principles  set  forth  above  and  should 
not  approve  any  expansion  of  the  jurisdiction  of  the  Bankruptcy  Court  unless 
the  other  two  problems  are  satisfactorily  resolved. 


485 

There  is  one  matter  related  to  this  expansion  of  jurisdiction  upon  which  I 
would  like  to  comment  specifically.  That  deals  with  the  venue  of  actions  initiated 
b.y  the  trustee  under  his  new  ability  to  sue  third  parties  in  the  Bankruptcy  Court 
to  collect  money  judgments.  The  Bankruptcy  Commission  recognized  that,  while 
the  jurisdiction  of  the  Bankruptcy  Court  should  be  expanded,  the  normal  right 
of  a  defendant  to  be  sued  in  the  district  of  his  residence  should  not  be  abridged 
merely  because  he  is  being  sued  by  a  trustee  in  bankruptcy.  It  therefore  recom- 
mended that  unless  the  Bankruptcy  Court  had  jurisdiction  based  upon  the  pos- 
session of  property  as  under  the  present  laws,  a  suit  against  a  third  party 
should  be  subject  to  the  same  venue  rules  which  would  have  prevailed  had  the 
bankrupt  or  debtor  been  suing  the  third  party. 

H.R.  8200,  on  the  contrary,  gives  the  trustee  the  right  to  bring  suit  against  a 
third  party  in  the  Bankruptcy  Court  where  the  proceeding  is  pending  in  all  cases, 
except  where  he  is  seeking  to  recover  a  money  judgment  of  less  than  $1,000  (or 
a  consumer  debt  of  less  than  $5,000)  (Section  243(a)  page  263,  lines  3-11).  Fur- 
thermore, even  where  he  is  suing  for  less  than  $1,000,  if  he  in  fact  brings  suit  in 
the  court  where  the  proceeding  is  pending,  although  that  may  be  in  Los  Ang. 
and  the  defendant  may  reside  in  New  York,  it  is  provided  that  the  Bankruptcy 
Court  may  retain  the  action,  even  though  it  is  filed  in  the  wrong  district,  "in  the 
interest  of  justice  and  for  the  convenience  of  the  parties."  (Section  243(a),  page 
265,  line  23 — page  266,  line  3.)  It,  of  course,  will  always  be  for  the  convenience 
of  the  trustee,  and  for  the  convenience  of  the  judge  who  is  supervising  the  whole 
proceeding,  to  have  all  of  the  litigation  heard  there.  These  provisions,  in  my 
my  opinion,  are  unjust  and  should  be  revised  to  adopt  the  recommendation  of 
the  Bankruptcy  Commission. 

I  appreciate  the  opportunity,  Mr.  Chairman,  to  submit  these  views  to  3rou 
and  your  Subcommittee. 

Mr.  Marsh.  As  you  indicated,  I  was  the  Chairman  of  the  Com- 
mission created  by  Congress  in  1970  to  review  the  bankruptcy  laws 
and  make  proposals  for  reform.  That  Commission  consisted  of  four 
Members  of  Congress:  Senators  Quentin  Burdick  and  Marlow  Cook, 
and  Representatives  Don  Edwards  and  Chuck  Wiggins.  It  consisted 
in  addition  of  two  Federal  district  judges,  one  of  whom  you  heard 
from  this  morning,  Judge  Weinfeld,  and  Judge  Hugh  Will  of  the 
Northern  District  of  Illinois.  Finally,  there  were  three  members 
appointed  by  the  President:  Myself  and  the  late  Prof.  Charles  Seligson 
whom  I  think  would  probably  be  described  as  the  dean  of  the  bank- 
ruptcy bar  and  the  dean  of  bankruptcy  teachers  in  the  United  States. 
We  also  had  Mr.  Wilson  Newman,  formerly  the  executive  head  of 
Dun  &  Bradstreet. 

Those  were  the  members  of  the  Commission.  We  came  close  to 
making  a  unanimous  report.  The  only  dissent  from  the  recommenda- 
tions of  the  Commission  was  the  dissent  by  Judge  Edward  Weinfeld 
regarding  the  court  structure.  The  other  members  of  the  Commission 
recommended  an  independent  court  with  the  judges  appointed  by 
the  President.  Judge  Weinfeld  felt  that  the  present  method  of  appoint- 
ment and  tenure  of  the  bankruptcy  judges  should  be  retained  except 
that  the  6  years  should  be  lengthened  as  was  recommended  this 
morning  by  the  Judicial  Conference. 

I  have  submitted  a  written  statement,  Mr.  Chairman,  which  related 
to  H.R.  8200  because  I  did  not  have  a  copy  at  the  time  of  S.  266.  I 
have  been  able  to  study  this  only  over  the  last  week.  With  your  per- 
mission, I  would  like  to  confine  my  remarks  to  some  comments  on 
the  Senate  bill  which  I  have  now  been  able  to  go  over. 

Senator  DeConcini.  That  would  be  fine. 

Mr.  Marsh.  To  start  with  the  court  structure,  it  is  somewhat 
difficult  to  comment  on  the  proposal  in  the  bill  relating  to  the  structure 
of  the  court  because  of  the  question  of  how  it  will  actually  operate. 
That  seems  to  be  left  up  in  the  air  by  the  provisions  of  the  bill. 
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Under  section  775(a)(2)  on  page  261,  the  provision  that  was  dis- 
cussed this  morning;,  the  question  of  who  would  take  a  certain  action, 
is  left  up  to  rule  or  order  of  the  district  court  as  to  whether  the  Federal 
district  judge  himself  could  rule  upon  a  particular  matter  or  whether 
he  would  refer  that  matter  to  the  bankruptcy  judge. 

This,  of  course,  is  basically  where  we  started  some  70-odd  years 
ago  in  1898.  The  bankruptcy  jurisdiction  was  conferred  upon  the 
district  judges,  but  they  were  given,  after  a  little  while,  these  assistants 
to  help  them,  and  they  were  called  referees.  Over  a  period  of  time, 
gradually  all  of  the  functions  in  a  bankruptcy  proceeding  were  trans- 
ferred to  the  referees.  This  process  was  completed  by  the  new  Federal 
bankruptcy  rules  which  were  promulgated  by  the  Supreme  Court 
after  a  labor  of  a  large  number  of  people  over  a  period  of  about  15 
years. 

I  think  there  is  a  danger  which  should  be  considered  that  this  pro- 
vision may  operate  to  undermine  all  of  the  work  that  was  done  in 
the  new  bankruptcy  rules  in  creating  new  uniform  procedures  all  over 
the  country.  We  could  have  94  different  bankruptcy  practices  under 
this  particular  provision,  depending  on  how  each  separate  district 
court  decided  to  handle  its  bankruptcy  business. 

I  really  think  that  leaving  that  possibility  open  is  a  mistake.  And, 
I  also  think  perhaps  it  is  not  entirely  consistent  with  the  constitutional 
provision  that  says  that  Congress  shall  establish  uniform  laws  relating 
to  bankruptcy.  It  seems  to  me  that  further  thought  ought  to  be  given 
either  to  specifying  in  the  statute  the  respective  functions  of  the 
district  judge  and  the  bankruptcy  judge  or  perhaps  leaving  this  to  a 
national  uniform  rule  to  be  promulgated  by  the  Supreme  Court  under 
its  existing  rulemaking  authority. 

I  suspect  that  whether  or  not  that  is  changed  we  will  find  that 
history  will  repeat  itself  because  history  has  shown  that  the  Federal 
district  judges  did  not  in  fact  want  to  be  involved  in  bankruptcy 
proceedings  or  bankruptcy  litigation.  They  delegated  to  their  referees 
everything  that  they  could  over  a  period  of  time.  This,  of  course,  is 
the  reason  that  we  today  have  a  specialized  court.  I  really  do  not 
think  that  that  is  a  controvertible  proposition. 

The  bankruptcy  court  handles  all  litigation  within  its  jurisdiction 
which  now  excludes  the  so-called  plenary  actions.  But  the  cases  within 
its  jurisdiction  are  handled  by  the  bankruptcy  court,  and  there  is 
only  an  appeal  to  the  district  court. 

Why  do  we  have  these  specialized  courts?  I  think  the  reason  is  not 
that  this  body  of  law  requires  specialized  judges.  I  think  the  point 
was  made  very  well  this  morning  that  patent  law  or  income  tax  law 
or  antitrust  law  are  as  complicated  certainly  as  bankruptcy  law.  I 
think  the  reason  is  not  that  there  is  required  any  specialized  knowledge, 
but  it  is  absolutely  essential  that  there  be  expedition  in  the  determina- 
tion of  controversies  in  bankruptcy  proceedings. 

The  reason  for  that  is  the  time  value  of  money.  If  every  controversy 
in  a  bankruptcy  proceeding  had  to  be  docketed  in  the  Federal  district 
court  and  put  on  the  calendar  and  taken  up  at  the  end  whenever  it 
came  up  on  the  calendar,  then  most  bankruptcy  proceedings  would 
not  be  worth  carrying  on  because  there  would  be  nothing  left  at  the 
end  of  that  process. 

The  only  value  that  can  come  out  of  the  bankruptcy  proceeding  to 
creditors  depends  upon  the  conclusion  of  the  proceeding  in  an  expedi- 
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tious  manner.  The  bankruptcy  court,  of  course,  has  been  criticized 
by  some  people  for  being  dilatory  in  determination  of  matters.  But 
certainly  if  each  controversy  in  a  bankruptcy  proceeding  were  treated 
as  simply  another  civil  case  to  be  put  on  the  docket  of  the  district 
court,  then  the  delays  that  it  would  cause  would  simply  destroy  the 
value  of  most  estates  in  bankruptcy. 

So,  I  think  that  further  consideration  should  be  given  to  this  partic- 
ular provision. 

You  have  certainly  heard  sufficiently  about  article  I  courts  and 
article  III  courts  and  that  controversy.  So,  I  do  not  need  to  get  into 
that.  But  I  think  that  we  should  face  the  fact  that  we  do  have  and 
we  need  a  specialized  court,  whether  it  is  called  an  adjunct  of  the 
district  court  or  not,  in  these  bankruptcy  proceedings.  I  think  that 
that  has  been  demonstrated  by  history. 

I  believe  it  was  Santayana  that  said  that  "those  who  will  not  learn 
from  history  are  condemned  to  repeat  it."  I  hope  that  we  don't  have 
to  repeat  the  history  of  the  last  70  years. 

Secondly,  in  S.  2266  I  do  not  believe  there  is  any  provision  that 
would  attempt  to  eliminate  the  conflict  of  interest  inherent  in  the  dual 
functions  of  the  bankruptcy  judge.  And,  to  the  extent  that  he  is  re- 
ferred these  controversies  to  adjudicate,  that  same  conflict  of  interest 
will  remain. 

I  would  like  to  endorse  the  proposal  of  the  Judicial  Conference  in 
their  report  that  there  be  created  a  bankruptcy  administrator  to  be 
appointed  by  the  circuit  council,  I  believe  it  is.  This  would  be  in  each 
judicial  district.  He  would  take  over  these  administrative  functions  of 
the  bankruptcy  judge  so  that  he  is  confined  to  adjudicating  contro- 
versies between  parties  without  having  his  mind  preconditioned  by 
intimate  association  with  the  particular  case  and  the  officials  handling 
that  case. 

It  is  not,  in  my  opinion,  Mr.  Chairman,  a  question  of  who  appoints 
the  trustee.  I  think  that  is  a  very  minor  issue.  It  is  a  question  that- 
arises  because  of  the  involvement  of  the  bankruptcy  judge  in  the  day- 
to-day  administration  of  the  estate.  We  are  talking  here  about  the 
administration  not  of  the  court  but  the  administration  of  the  estate  in 
bankruptcy.  We're  talking  about  all  the  myriad  of  decisions  that  have 
to  be  made  from  day  to  day  regarding  matters,  particularly  in  a  reor- 
ganization or  in  a  business  bankruptcy  contest. 

I  would  recommend  that  there  be  considered  some  expansion  of 
the  powers  and  duties  that  are  indicated  for  the  administrator  on 
pages  278  to  280  of  the  exhibit  to  the  report  of  the  Ad  Hoc  Com- 
mittee on  Bankruptcy  Legislation  of  the  Judicial  Conference. 

I  think  that  there  should  be  added  to  that  list  the  decision  cf  any 
uncontested  matter  whether  it  is  an  ex  parte  application  or  whether 
it's  a  matter  decided  after  notice  and  hearing,  but  no  one  shows  up  to 
oppose  it  so  that  it  basically  is  uncontested.  It  seems  to  me  that  the 
administrator  should  be  the  one  who  would  make  a  decision  on  that, 
since  there  is  no  opposition. 

The  House  bill,  I  am  told,  contemplates,  although  certainly  you 
cannot  find  this  in  the  text  of  the  bill,  that  such  uncontested  matters 
would  be  automatically  approved  by  the  judge.  Therefore,  he  would 
not  be  involved  in  the  administration.  I  do  not  believe  that  would 
happen  because  judges  are  not  that  irresponsible  and  the  statute 
does  not  tell  them  to  automatically  stamp  "approved"  on  whatever 


488 

the  trustee  asks  them  to  do.  But  if  it  did  happen,  I  think  it  would 
be  a  very  bad  thing.  There  must  be  some  supervision  of  the  trustee 
even  though  no  one  is  interested  enough  to  appear  at  a  hearing  and 
oppose  whatever  he  is  requesting  the  court  to  approve. 

And,  it  seems  to  me  that  the  administrator  would  be  the  appropri- 
ate official  to  review  that  application,  determine  whether  it  should 
be  modified  and  whether  it  should  be  approved,  or  perhaps  disap- 
proved, even  though  no  one  is  opposing  it. 

Turning  to  the  third  question  of  jurisdiction  of  the  bankruptcy- 
court,  S.  2266  provides  in  section — I  do  not  have  the  section  number 
here,  but  it  provides  that  in  all  civil  proceedings  by  or  against  a 
trustee  or  debtor  in  possession,  the  jurisdiction  of  those  actions  ar6 
conferred  upon  the  district  court  with  this  provision  previously 
mentioned  in  section  775. 

Senator  DeConcini.  I  believe  that's  page  265. 

Mr.  Marsh.  I  see.  It's  on  page  265. 

Senator  DeConcini.  That  is  section  1334. 

Mr.  Marsh.  With  the  provision  that  these  matters  could  be  referred 
by  either  rule  or  order  to  adjudication  by  the  bankruptcy  judge 
rather  than  by  the  Federal  district  judge.  Again,  the  effect  of  this 
will  depend  upon  how  that  particular  power  is  exercised  by  the 
various  district  courts  throughout  the  country. 

If  the  Federal  district  judge,  for  example,  in  all  cases  decided  to 
retain  and  adjudicate  himself  upon  his  own  docket  matters  which 
are  now  called  "plenary  actions"  and  if  he  referred  to  the  bankruptcy 
judge  only  those  things  that  are  now  called  "summary  proceedings" 
and  properly  come  within  the  jurisdiction  of  the  bankruptcy  court, 
then  I  think  this  provision  would  make  little  change  in  the  law. 

In  most  of  the  actions  now  brought  by  trustees,  there  is  jurisdiction 
conferred  upon  the  Federal  court  whether  or  not  there  is  any  independ- 
ent Federal  question  and  whether  or  not  there  is  diversity.  For 
example,  a  suit  to  recover  a  preference.  Section  60  expressly  says 
the  Federal  court  has  jurisdiction.  There  is  no  summary  jurisdiction. 
It  cannot  be  adjudicated  by  the  bankruptcy  judge,  but  it  can  be 
brought  in  the  Federal  court  or  in  the  State  court  at  the  election  of 
the  trustee.  If  all  these  matters  were  referred  to  the  bankruptcy 
judge,  then  there  would  indeed  be  an  expansion  of  the  jurisdiction 
of  the  bankruptcy  court  but  only  if  that  should  happen. 

As  I  have  indicated,  the  result  may  vary  from  one  district  to  an- 
other across  the  country. 

The  next  item  that  I  would  like  to  mention  is  this.  This  concerns 
a  recommendation  of  the  Bankruptcy  Commission  that  the  election, 
both  of  trustees  and  of  creditors'  committees  in  bankruptcy,  be 
eliminated  and  that  the  creditors'  committee  be  appointed  by  the 
judge  from  the  seven  largest  creditors  and  that  the  trustee  be  ap- 
pointed by  the  court  also  rather  than  having  election  by  creditors. 

The  basis  of  this  recommendation  was  that  in  the  view  of  the 
Bankruptcy  Commission  based  on  the  evidence  presented  to  it  in 
most  parts  of  the  country,  creditor  control  of  bankruptcies  is  a  myth. 
This  varies  greatly  from  one  area  to  another.  But  generally  speaking, 
the  election  of  trustees  and  the  election  of  creditors'  committees  is 
an  election  of  lawyers,  by  lawyers,  and  for  lawyers.  It  is  done  by 
lawyers  holding  proxies  that  want  to  get  the  business.  The  Bank- 
ruptcy Commission — and  I  might  say  particularly  Professor  Seligson 
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who  probably  had  more  experience  in  this  area  than  anyone  else  in 
the  country — thought  that  this  was  a  most  unseemly  aspect  of  the 
entire  bankruptcy  picture. 

The  bill  unfortunately  does  not  adopt  this  recommendation  but 
continues  the  election  both  of  trustees  and  of  creditors'  committees. 
In  section  702,  page  124,  it  is  provided  for  an  election  of  the  trustee, 
and  in  a  chapter  VII  case  in  section  705(a),  page  127,  you  have  the 
election  of  the  creditors'  committees.  In  section  1102(a),  page  185, 
there  is  the  election  of  creditors'  committees  in  chapter  XI  cases.  It 
is  even  provided — and  I'm  sure  this  must  be  a  mistake — in  section 
1302,  page  240,  that  a  trustee  is  to  be  elected  in  chapter  XIII  cases. 
Of  course,  standing  trustees  have  been  appointed  in  chapter  XIII 
cases  for  the  last  20  years  or  more,  and  the  wage-earner  proceeding 
could  hardly  operate  on  the  basis  of  the  separate  election  of  trustees 
in  each  one  of  these  separate  proceedings. 

The  next  item  that  I  would  like  to  refer  to  is  the  question  of  the 
treatment  of  taxes,  tax  claims,  and  priorities  as  far  as  the  right  of  the 
Government  to  collect  ahead  of  other  creditors  and  to  prevent  the 
bankrupt  from  getting  a  discharge  of  his  tax  liability. 

To  me  it  is  a  very  poor  posture  for  the  Federal  Government  to  take, 
that  it  will  enact  laws  wiping  out  the  debts  owed  to  everybody  els 
but  will  refuse  to  forgive  the  debts  owed  to  itself,  and  also  to  say  that 
in  most  small  bankruptcies  "We  are  going  to  take  the  lion's  share  and 
let  the  other  creditors  go  whistle."  But  that  is  what  the  present  law 
says.  That  is  the  law  that  is  continued  in  the  provisions  of  S.  2266. 

In  the  Bankruptcy  Commission,  we  requested  the  Treasury  Depart- 
ment to  give  us  some  figures,  estimates,  as  to  how  much  revenue 
would  be  lost  if  all  priorities  and  liens  of  the  Federal  Government  were 
abolished  in  bankruptcy.  After  about  2^  years,  they  finally  came  up 
with  a  figure  after  about  15  or  20  requests,  and  it  is  in  our  report.  I 
do  not  recall  the  exact  amount,  but  it  was  absolutely  insignificant 
in  terms  of  the  total  Federal  budget.  It  was  on  the  order  of  perhaps 
$100  million  or  less  out  of  a  budget  of  $400  billion  for  the  Federal 
Government  to  insist  that  it  must  have  priority  over  every  other 
creditor.  It  will  not  let  the  poor  debtor  off  the  hook,  but  they  will 
hound  him  for  the  rest  of  his  life  for  his  unpaid  taxes.  To  me  this 
represents  a  problem  that  should  be  corrected  in  any  bankruptcy 
reform  legislation. 

The  particular  provisions  that  I  had  reference  to  are  section  507, 
subdivision  5  on  page  85,  section  523(a),  page  94,  section  545,  page  107, 
where  the  existing  priorities  and  liens  of  the  Federal  Government  and 
the  existing  exception  from  a  discharge  for  a  Federal  tax  claim  are 
preserved  substantially  as  they  exist  in  the  present  law. 

Next,  I  would  like  to  mention  the  question  of  the  operation  of  the 
reorganization  chapter  as  it  applies  to  so-called  public  companies 
that  are  defined  in  the  statute  as  meaning  a  company  with  $5  million 
in  liabilities  and  at  least  1,000  security  holders. 

What  these  provisions  do  essentially  is  to  reinstate  the  provisions 
of  chapter  X,  the  present  chapter  X,  with  respect  to  any  such  public 
company.  Those  provisions  are  basically  that  a  trustee  is  required  to 
be  appointed  in  all  cases  so  that  the  management  is  replaced.  The 
so-called  absolute  priority  rule  is  imposed  which  means  that  there 
must  be  a  valuation  of  the  enterprise  and  the  payment  of  creditors 
according  to  their  legal  priorities  in  full  before  any  junior  class  can 
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receive  anything.  Third,  there  is  the  participation  of  the  SEC  in  this 
process  by  submitting  a  report  to  the  court  on  the  valuation  of  the 
company  and  the  proposed  plan  of  reorganization  as  to  whether  it 
complies  with  the  so-called  absolute  priority  rule. 

In  theory  there  is,  of  course,  nothing  wrong  perhaps  with  that 
approach.  The  senior  creditors  should  be  senior.  In  practice,  it  does 
not  really  work  out  that  way.  The  reason  that  most  creditors,  including 
most  senior  creditors,  as  well  as  most  debtors,  prefer  a  chapter  XI  as 
at  present  is  because  of  the  usual  interminable  proceedings  that  go 
on  to  have  the  trustee  get  acquainted  with  the  business  that  he  has 
never  even  seen  before  and  to  have  a  valuation  made  of  the  going 
concern  value  and  to  wait  sometimes  quite  awhile  for  the  SEC  report. 
The  reason  for  that,  of  course,  is  perfectly  obvious.  The  reorganiza- 
tion branch  of  the  SEC  has  been  starved  by  the  Commission  for  the 
past  20  years. 

The  last  time  I  looked,  as  I  recall,  the  amount  of  money  appro- 
priated for  the  reorganization  branch — and  I  do  not  give  these  as 
exact  figures— it  was  on  the  order  of  $500,000  or  $600,000,  out  of  a  total 
budget  of  $38  to  $40  million  for  the  SEC.  They  simply  do  not  have 
the  personnel  to  handle  these  matters  expeditiously  in  a  chapter  X 
proceeding. 

Furthermore,  the  delay,  as  I  indicated  before,  is  the  most  costly 
element  in  any  bankruptcy  proceeding  and  particularly  in  a  business 
reorganization.  The  same  amount  of  money  received  by  the  senior 
creditors  4  years  from  now  is  worth  probably  less  than  half  of  what 
would  be  an  amount  of  money  received  today.  In  other  words,  if  they 
can  anticipate,  after  this  elaborate  procedure,  a  particular  creditor 
will  receive  $1  million,  then  he  would  be  well-advised  and  usually  is 
anxious  to  take  $500,000  today  because  it's  worth  more  to  him. 
He  has  to  consider  the  investment  value  and  the  ravages  of  inflation. 
This  is  worth  more  than  the  prospect  of  getting  $1  million  4  years  from 
now. 

Of  course,  under  this  provision  all  of  the  senior  creditors  could 
consent  to  having  the  junior  creditors  receive  something  even  though 
they  have  not  been  paid  in  full.  But  any  single  dissenting  creditor  in 
that  class  can  come  into  court,  challenge  the  valuation,  object  to  any 
distribution  that  gives  anything  to  the  junior  class,  appeal  that  deter- 
mination, and  the  whole  proceeding  is  held  up  until  all  of  those  issues 
are  decided. 

The  Bankruptcy  Commission  recommended  a  relaxation  of  this 
absolute  priority  rule  which  some  of  my  irreverent  friends  call  the 
relax  and  enjoy  it  rule,  but  it  is  a  difficult  problem  to  solve.  But 
simply  imposing  across  the  board  without  the  possibility  of  exception 
the  absolute  priority  rule  in  all  cases  involving  public  companies  is  not 
necessarily  in  the  best  interest  of  the  creditors.  It  is  certainly  not 
necessarily  in  the  best  interest  of  the  junior  creditors  who  are  fre- 
quently the  public  security  holders. 

There  have  been  many  cases  recently — not  all  in  bankruptcy 
although  they  have  all  been  teetering  on  edge  of  bankruptcy — in- 
volving real  estate  investment  trusts  where  banks  held  a  senior  debt 
of  anywhere  from  $50  to  $150  million  and  there  were  subordinated 
debentures  outstanding  in  the  hands  of  the  public  for  perhaps  $25  or 
$30  million.  On  an}'  realistic  evaluation  today  the  junior  debt  was 
wiped  out,  but  the  senior  creditors  have  generally  been  willing  to  give 
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something  to  the  junior  creditors  in  a  chapter  XI  proceeding  because- 
they  must  get  their  vote  for  any  plan. 

If  this  rule  were  imposed,  any  one  of  those  senior  creditors  by  re- 
fusing to  agree  could  prevent  any  distribution  to  the  junior  class 
unless  and  until  some  valuation  was  made  that  determined  that  the 
value  of  the  enterprise  as  a  going  concern  was  in  excess  of  the  total 
amount  of  the  senior  debt.  In  my  experience  there  usually  is  at  least 
one  bank  that  will  not  agree  to  anything.  Typically  these  loans  are 
made  consortiums  of  15  to  30  banks,  and  there  is"  always  one  that 
simply  refuses  to  agree  to  any  proposition  even  though  all  the  others 
are  in  support  of  it. 

This  rule  would  put  that  one  senior  creditor  bank  in  a  position  of 
holding  every  thing  up— a  position  if  you  will  of  blackmail  with 
respect  to  those  proceedings. 

So,  I  think  further  thought  ought  to  be  given  to  those  particular 
provisions  which  are  contained  in  sections  1104(a),  page  187,  section 
1125(f)  on  page  204,  and  1128(b)  on  page  207. 

Finally,  I  would  like  to  refer  to  three  separate  items  relating  to  the. 
operation  primarily  of  the  Bankruptcy  Act  in  consumer  cases. 

The  Bankruptcy  Commission  recommended  that  the  signing  of  a 
written  reaffirmation,  as  it  is  called,  of  a  discharged  debt  in  bankruptcy 
be  rendered  invalid ;  that  is,  that  it  have  no  legal  effect.  It  is  sort  of  a 
historical  accident  in  airy  case  because  it  is  based  on  the  theory  of 
consideration  in  contract  law  that  the  moral  obligation  to  pay  the 
discharged  debt  is  sufficient  consideration  for  the  promise  subsequently 
to  pay  it.  Therefore,  it  makes  that  promise  a  legally  binding 
commitment. 

The  bill  in  section  524(b),  page  99,  reverses  this  recommendation  and 
states  affirmatively  that  a  reaffirmation  of  a  discharged  debt  is  binding 
and  enforceable  upon  the  person  who  signs  it. 

Some  creditors,  we  were  told,  routinely  sent  out  forms  to  a  person 
who  had  been  discharged  in  bankruptcy  saying,  "Please  sign  and 
return  the  enclosed  form."  The  enclosed  form  says,  "I  promise  to  pay 
the  discharged  debt."  They  routinely  got  back  a  large  number  of 
those. 

If  the  discharged  bankrupt  wants  to  recognize  his  moral  obligation 
there  is  nothing  to  prevent  him  from  doing  so.  But  we  did  not  think 
that  signing  a  new  piece  of  paper  should  permit  the  creditor,  if  the 
debtor  later  feels  that  he  is  unable  to  honor  that  second  commitment, 
to  enforce  it  as  a  legal  obligation  and  an  obligation  that  cannot  be 
discharged  for  6  years.  It  is  better  than  the  original  contract  because 
the  person  who  signs  it  cannot  get  another  discharge  for  6  years. 

Second,  the  Bankruptcy  Commission  recommended  that  a  con- 
sumer should  be  permitted  to  redeem  in  the  proceeding  from  a  secured 
creditor  household  goods,  consumer  goods,  at  their  fair  market  value. 
If  he  owed,  for  example,  $1,000  on  some  item  of  consumer  goods  and 
it  had  a  fair  market  value  of  $500,  then  he  could  pay  in  a  chapter 
XIII  proceeding  or  in  a  straight  bankruptcy;  if  he  could  obtain  the 
money  from  his  exempt  funds  or  from  his  relatives,  then  he  could  pay 
the  $500  to  the  secured  creditor  and  retain  that  property.  Thereby  he 
would  deprive  the  secured  creditor  of  simply  the  blackmail  threat  of 
taking  away  his  living-room  furniture  if  he  didn't  sign  a  reaffirmation, 
but  at  the  same  time  giving  the  secured  creditor  all  he  would  get  if  the 
valuation  is  accurate  on  a  foreclosure  and  resale  of  that  property. 
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This  again  has  been  reversed  in  the  bill  for  all  practical  purposes. 
The  provision  is  still  in  there,  but  a  parenthetical  exception  has  been 
made  for  a  purchase  money  security  interest  in  section  722  on  page 
129.  Of  course,  virtually  all  such  secured  debts  owed  by  consumers  are 
purchase  money  security  interests;  therefore,  the  exception  destroys 
the  rule. 

Finally,  the  Commission,  recognizing  that  the  exemptions  provided 
by  State  law  were  totally  inadequate  in  many  States  and  in  many 
other  States  were  outrageously  large,  recommended  a  uniform  national 
exemption  provision.  The  House  bill  accepted  a  floor  whereby  the 
States  with  inadequate  exemption  provisions — that  is,  a  debtor  in 
those  States  could  get  the  alternative  federal  provision,  but  did  not 
put  any  ceiling  on  the  amount  as  the  Commission  recommended. 

Again,  it  seems  to  me  that  Congress,  after  the  lapse  of  so  many 
years,  ought  to  recognize  a  mandate  of  the  Constitution  to  provide 
uniform  laws  relating  to  bankruptcies.  I  certainly  do  not  agree  with 
simply  putting  in  a  floor  and  not  putting  in  any  ceiling.  The  reason 
always  stated  for  that,  of  course,  is  "Well,  it  will  never  get  through 
because  the  Senators  from  "Texas  won't  let  it  get  through."  I  happen 
to  be  from  Texas,  and  I  don't  have  that  low  an  opinion  of  the  Senators 
from  Texas.  I  think  they  might  very  well  recognize  that  the  Texas 
exemptions  are  completely  out  of  line  in  some  respects  and  support 
such  a  provision. 

At  any  rate,  so  far  as  I  know,  no  one  ever  asked  them.  They  just 
say,  "Well,  we've  got  to  drop  that  because  the  Senators  from  Texas 
will  be  against  it."  I  think  at  least  somebody  ought  to  inquire  as  to 
whether  they  will  or  will  not,  before  this  idea  is  simply  abandoned. 
We  need  a  national  exemption  policy  in  bankruptcy. 

I  think  those  are  the  major  provisions,  Mr.  Chairman,  that  I 
thought  I  should  comment  upon  in  the  light  of  the  Bankruptcy  Com- 
mission's recommendations.  I  would  like  to  emphasize  that  those 
recommendations  were  not  simply  my  ideas.  They  were  at  that  time 
at  least  the  unanimous  conclusions  of  the  group  of  people  that  I 
mentioned,  except  for  the  one  item  regarding  the  court  structure. 

I  guess  it  would  appear  to  someone  who  has  been  keeping  score  that 
at  this  point  the  Commission  is  0  and  10,  which  doens't  seem  to  put 
it  in  the  playoffs.  But  I  would  hope  that  before  the  bill  goes  out  of 
committee,  perhaps  we  might  be  at  least  5  and  5  for  the  season. 

Senator  DeConcini.  Thank  you  very  much  for  your  testimony  which 
is  very  well  received  indeed  by  this  member  of  the  committee.  It  points 
out  some  real  effort  that  we  have  to  give,  in  my  opinion,  toward  the 
concumer  part  of  this  bill.  I  appreciate  your  being  so  specific  with  your 
suggestions,  and  indeed  we  will  take  a  look  at  a  number  of  them. 

Let  me  ask  you  a  couple  of  questions.  I  have  a  number  of  things 
that  I  may  seek  some  further  response  from  you  on  as  we  work  on 
marking  this  up.  But  you  made  a  reference  to  the  redemption  section 
and  permitting  the  debtor  to  repurchase  items. 

Are  you  satisfied  that  one  can  get  a  realistic  valuation  of  used 
furniture? 

Mr.  Marsh.  Valuations  are  always  very  uncertain  things.  As  you 
well  know,  this  is  particularly  true  of  items  that  do  not  have  any 
established  market.  Certainly  for  used  automobiles,  you  have  a  blue- 
book  price.   If  you   have  living  room  furniture,   the   chances   are, 
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I  believe,  that  most  secured  creditors,  while  they  might  threaten  to 
come  out  and  take  it  away,  would  actually  not  do  so  because  they 
would  figure  that  they  could  not  get  enough  out  of  it  to  pay  the  cost 
of  hauling  it  off. 

Senator  DeConcini.  Is  your  suggestion  that  they  would  be  itemized 
in  the  area  of  household  goods? 

Mr.  Marsh.  Yes.  Anything  that  the  debtor  wanted  to  keep,  any- 
thing he  designated  that  he  wanted  to  keep  and  wanted  to  pay  for 
and  the  secured  creditor  would  say  he  wanted  to  foreclose  on  him. 
then  he  could  say  that  he  would  pay  the  appraised  value  of  it. 

It  might  be  too  costly  a  proceeding  for  some  items  for  either  party. 
But  at  least  it  would  give  an  opportunity  in  some  cases  for  the  debtor 
to  pay  the  value  of  what  the  secured  creditor  was  entitled  to  anyway, 
and  that's  the  value  of  that  collateral.  The  necessity  of  having  an 
appraisal,  of  course,  always  raises  the  issue  of  how  accurate  it  is. 
But  I  think  if  you  want  that  kind  of  provision  you  have  to  live  with 
that  amount  of  uncertainty. 

Senator  DeConcini.  With  reference  to  your  discussion  and  remarks 
regarding  the  SEC  involvement  in  chapter  X,  you  made  a  reference 
there  that  you  feel  like  there  are  not  enough  people  in  that  area  of  the 
SEC  efforts.  If  in  fact  they  did  allocate  enough  resources,  would  that 
change  your  opinion  and  beliefs  as  to  their  involvement? 

Mr.  Marsh.  Certainly,  it  would  as  far  as  the  SEC  participation  is 
concerned.  My  objection  was  not  primarily  to  the  SEC  participation, 
but  to  the  automatic  appointment  of  a  trustee  and  the  application  of 
the  absolute  priority  rule  in  all  of  these  cases. 

Mr.  Aaron  Levy  is  in  the  audience  and  I  was  talking  to  him  just 
before  the  session  resumed.  I  am  sure  he  could  give  you  better  answers 
than  I  could  because  he  is  the  head  of  that  branch.  But  I  don't  think 
he  will  deny  that  the  commission  has  not  been  lavish  with  his  branch. 

Senator  DeConcini.  We  will  have  testimony  from  him  later. 

Are  there  questions  from  staff?  If  not,  we  want  to  thank  you  very 
much,  Mr.  Marsh,  for  that  testimony.  We  appreciate  it. 

Mr.  Marsh.  Thank  you. 

Senator  DeConcini.  Our  next  witness  is  Irving  Sulmeyer,  from 
Los  Angeles. 

Mr.  Sulmeyer,  we  are  happy  to  have  you  come  forward  and  testify. 

STATEMENT  OF  IRVING  SULMEYER,  ESQ.,  TRUSTEE, 
LOS  ANGELES,  CALIF. 

Mr.  Sulmeyer.  Mr.  Chairman  and  members  of  the  staff,  I  thank 
a^ou  very  much  for  affording  to  me  the  opportunity  to  express  a  per- 
sonal point  of  view  with  reference  to  the  pending  Senate  bill  2266. 

Briefly,  I  have  a  few  words  about  my  background  that  perhaps 
shapes  that  point  of  view. 

I  got  my  start  in  the  bankruptcy  field  approximately  25  years  age- 
as  a  no-asset  trustee  and,  over  the  years  with  the  development  of 
experience  I  acted  in  larger  and  larger  proceedings  under  the  Bank- 
ruptcy Act.  I  have  had  the  privilege  of  acting  as  a  trustee  in  reorgani- 
zations under  chapter  X  as  well  as  a  receiver  in  chapter  XI  proceed- 
ings. 

However,  along  with  that  administrative  work  as  a  receiver  and 
trustee,  I  have  continued  to  hold  an  interest  in  consumer  cases.  I 
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suppose  it's  about  20  years  ago  that  I  first  met  Mr.  Claude  Rice  and 
I  think  that  I  played  a  very  active  role  in  bringing  chapter  XIII 
proceedings  to  the  State  of*  California.  Over  the  years  I  have  repre- 
sented wage  earners  in  both  ordinary  bankruptcy  and  chapter  XIII 
proceedings  in  literally  thousands  of  cases. 

At  the  present  time  and  since  the  enactment  of  the  rules  of  bank- 
ruptcy procedure  our  firm  devotes  itself  primarily  to  representing 
debtors  and  creditors,  secured  and  unsecured,  as  well  as  our  consumer 
work. 

I  personally  continue  to  render  service  to  the  court  as  a  no-asset 
trustee,  the  way  I  began  25  years  ago. 

So  with  that  background  I  have  developed  a  point  of  view  and  it  is 
that  point  of  view  that  I  would  like  to  present  to  3^011,  Mr.  Chairman, 
today. 

I  think  at  the  outset  the  committee,  and  indeed  the  Senate  as  a 
whole,  will  have  an  opportunity  to  develop  a  philosophy  about  bank- 
ruptcy proceedings  because,  as  my  colleague,  Harold  Marsh,  has 
stated,  bankruptcy  has  changed  dramatically  since  1898,  particularly 
through  the  rise  of  consumer  credit,  the  effect  of  the  depression  of  the 
1930's,  and  the  Chandler  Act  amendments  of  1938  with  the  overwhelm- 
ing use  of  the  rehabilitation  provisions  of  chapters  X,  XI,  XII,  and 
XIII  as  a  viable  and  a  decent  alternative  to  liquidation  under  straight 
bankruptcy. 

Now,  the  question  at  the  first  instance  before  you  and  before  your 
committee,  is  whether  or  not  the  significance  of  bankruptcy  litigation 
justifies  having  that  litigation  heard  and  decided  by  the  highest  quality 
judicial  officers  that  the  country  can  provide.  If  it  does  not,  and  if  the 
present  system  is  felt  to  be  adequate  as  a  matter  of  cost  and  evalua- 
tion of  the  significance  of  bankruptcy  litigation,  then  I  suppose  the 
bankruptcy  judge  can  remain  an  adjunct  to  the  U.S.  district  court. 

But  if  that  litigation  is  as  significant  as  so  many  people  here  have 
been  telling  you  and  as  I  agree — and  I  do  not  think  there  is  much 
controversy  about  it— then  I  believe  that  this  litigation  should  be 
handled  by  judges  at  least  on  a  par  quality-wise,  stature-wise,  prestige- 
wise  with  the  U.S.  district  judges. 

As  the  House  Judiciary  Committee  report  says,  the  choices  are 
really  two:  Either  j^ou  give  back,  as  the  original  concept  was,  all 
bankruptcy  litigation  to  the  U.S.  district  judges,  or  you  set  up  a 
separate  specialized  court.  I  honestly  see  no  other  choices  if  you 
feel  philosophically  that  bankruptcy  litigation  is  indeed  significant 
to  the  countiy. 

I  believe,  as  the  House  committee  report  states,  that  given  adequate 
resources  the  district  judges  could  handle  bankruptcy  matters,  but 
it  means  200  more  U.S.  district  judges.  It  means  a  delay  is  brought 
about  by  the  laws  requiring  priority  to  criminal  cases.  As  Mr.  Marsh 
pointed  out,  expeditious  handling  in  bankruptcy  litigation  is  essential. 

So,  on  balance,  it  would  appear  that  a  specialized  court  would 
solve  the  problem  of  the  expeditious  handling  of  bankruptcy  litiga- 
tion best  from  a  cost-effective  point  of  view. 

I  understand  that  judges  are  expensive  and  judges'  clerks  and 
judges'  reporters  and  judges'  retirements  are  expensive,  but  if  there  is 
any  court  that  has  been  self-supporting  over  the  years  until  recently,  it 
is  the  bankruptcy  court.  If  there  is  any  court  that  can  be  made  self- 
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supporting,  it  is  the  bankruptcy  court,  simply  by  adjusting  the 
charges  so  that  the  cost  of  bankruptcy  is  borne  where  it  ought  to  be 
borne — by  the  creditors  whose  affairs  are  being  protected  and  affected 
by  the  bankruptcy  court,  by  the  debtors  and  the  creditors,  b}^  the 
estate  being  administered  by  the  bankruptcy  court. 

So,  I  believe  in  the  first  instance,  that  whether  3011  have  an  article  I 
or  an  article  III  court,  there  should  be  a  separate  specialized  court 
having  the  pervasive  jurisdiction  which  this  bill  and  indeed  the  House 
bill,  gives  to  the  court  with  the  highest  quality  judges  that  can  be 
obtained.  Obtaining  the  highest  quality  judges  is  not  just  a  matter  of 
salary,  because  the  salaries  of  bankruptcy  judges  today  are  substan- 
tial, but  the  matter  of  prestige  and  stature  in  the  community  is  just 
as  significant  in  obtaining  the  highest  quality  people  that  we  can. 

Now,  it  is  only  a  step  away  from  our  consideration  of  the  structure 
of  the  court  and  whether  we  should  indeed  have  a  separate  court 
with  a  district  judge-type  bankruptcy  judge;  that  highest  quality- 
type  bankruptcy  judge,  that  we  come  to  the  question  of  the  trustee 
and  we  come  to  the  question  of  the  evils  that  have  bedeviled  the  bank- 
ruptcy administration  over  the  last  70  years. 

I  notice  some  inconsistency  in  the  talk  about  these  evils,  especially 
where  it  affects  the  trustee  and  how  a  trustee  is  selected  and  how  a 
trustee  operates. 

On  one  hand,  you  will  hear  a  lot  of  comment  that  there  is  an  evil 
when  the  bankruptcy  judge  appoints  the  trustee,  that  there  is  a 
potential  for  cronyism,  and  that  there  is  a  potential  for  a  conflict  of 
interest  whereby  third-party  litigants  would  have  some  difficulty  in 
litigating  against  the  trustee  before  the  judge  who  appoints  the 
trustee. 

These  arguments  would  lead  one  to  support  the  proposition  that  the 
bankruptcy  court  should  not  appoint  the  trustee. 

You  might  then  feel  that  either  some  third  party  should  appoint  the 
trustee,  or  creditors  ought  to  elect  the  trustee.  But  then,  the  commis- 
sion tells  us  that  creditor  control  of  bankruptcy  proceedings,  at  least 
in  many  areas  of  the  country,  is  a  myth  and  that  these  elections  by 
proxy  devices  or  otherwise  are  controlled  by  a  few,  a  handful  of  lawyers 
for  the  benefits  of  lawyers,  et  cetera. 

Things  are  not  really  that  simple.  The  alternative  suggested  in  the 
House  bill  is  to  establish  the  superstructure  of  a  U.S.  trustee  and 
assistant  U.S.  trustees  in  each  of  the  districts  overseen  by  an  assistant 
attorney  general.  It  is  the  U.S.  trustee  who  will  appoint  the  private 
trustees.  That  is  the  structure  essentially  of  H.R.  8200. 

From  a  cost-effective  point  of  view,  we  submit  that  you  are  using 
a  cannon  to  kill  a  fly  anil  that  you  will  probably  be  creating  more 
problems  than  you  will  be  solving.  I  think  the  cost  would  be  enormous 
and  as  sure  as  we're  sitting  here  today,  if  a  U.S.  trustee  comes  about, 
eventually,  as  indeeed  the  commission  recommended,  he  will  be  ad- 
ministering all  bankruptcy  cases  to  the  exclusion  of  private  trustees. 

That  may  be  an  admirable  solution,  but  it  ought  to  be  faced.  Do  you 
want  these  estates  to  administered  by  a  branch  of  the  U.S.  Govern- 
ment? If  so,  then  the  U.S.  trustees,  or  whatever  you  wish  to  call  them, 
should  administer  all  the  cases.  You  will  not  have  to  make  a  decision 
of  whether  to  leave  a  debtor  in  possession  or  appoint  a  trustee.  The 
U.S.  trustee  will  administer  the  whole  works. 
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I  suggest  that  the  House  bill  is  almost  to  that  point,  and  it  reaches 
that  point  in  small,  nonoperating  cases  simply  by  doing  away  with 
any  minimum  fee,  the  $150  minimum  fee,  so  that  it  is  uneconomical 
to  obtain  no-asset  trustees.  It  also  approaches  that  point  by  having 
the  U.S.  trustee  supervise  and  act  as  the  watch  dog  of  the  adminis- 
tration of  the  estates.  I  believe  the  contemplation  is  that  the  U.S. 
trustee  will  act  in  liquidation  cases.  That  is  fine.  If  that's  what  you 
want,  then  I  think  it  will  come  about  under  H.R.  8200. 

And,  I  believe  that  it  will  also  come  about  in  chapter  XI  cases 
simply  by  not  appointing  a  private  trustee.  You  will  have  no  need  for 
a  private  trustee  in  chapter  XI  cases  because  of  the  supervisory  powers 
of  the  U.S.  trustee.  He  will  not  be  appointed  in  the  case,  but  he  will  be 
there.  He  will  supervise  the  debtor  in  possession,  and  as  such,  will  play 
the  role  that  otherwise  a  private  trustee  will  play.  That  may  be  a 
cost-effective  way  of  handling  bankruptcy  cases.  I  do  not  think  so. 

I  believe,  No.  1,  as  Judge  Hufstedler  said  in  her  report  to  the  House, 
There  is  an  inherent  conflict  of  interest  when  an  agency  of  the  Gov- 
ernment, administering  bankruptcy  cases,  has  to  take  a  position, 
against  the  Internal  Revenue  Service  in  bankruptcy  cases,  particularly 
chapter  XI  cases,  where  the  Internal  Revenue  Service  is  almost  always 
a  claimant. 

I  believe,  No.  2  that  providing  for  a  centralized  bureaucracy  has 
got  to  be  an  inefficient  way  of  administering  or  liquidating  individual 
cases  under  varying  conditions  in  different  parts  of  the  country. 

So  on  balance  I  feel  that  the  Senate  bill,  in  not  utilizing  the  concept 
of  a  U.S.  trustee,  is  probably  more  cost-effective  and  would  result  in 
better  returns  to  creditors  in  bankruptcy  proceedings. 

There  could  be  a  panel  of  disinterested  trustees  that  could  be  set 
up,  as  you  provide,  by  the  administrative  office  or  it  could  be  provided 
locally  by  the  bankruptcy  judge  or  judges  in  a  particular  area.  In 
our  own  area  we  have  some  50  trustees.  We  do  not  have  a  formal 
panel.  I  do  not  know  that  that  is  essential  one  way  or  the  other.  I 
do  not  think  that  it  is  too  significant. 

Well,  if  we  come  down  on  the  side  of  a  private  trustee  system  that 
we  have  had  historically  to  administer  the  estates  and  if  we  feel  that 
private  trustees  employed  on  a  case-by-case  basis  can  handle  the  job 
more  expeditiously  and  economically  without  interference  from  a 
U.S.  trustee  or  an  Assistant  Attorney  General  in  Washington,  then  we 
come  to  the  question  of  who  should  appoint  or  select  the  trustee. 

The  Senate  bill  provides  that  the  trustee  will  be  appointed  by  the 
bankruptcy  court.  That  is  not  such  a  bad  system  at  all,  especially  if 
the  court  is  of  the  quality  that  we  have  been  talking  about;  a  separate 
court   of   pervasive   jurisdiction. 

But,  like  all  flat  power,  it  is  subject  to  abuse.  I  think  the  genius 
of  our  own  system  of  Government  has  been  the  concept  of  checks  and 
balances.  Thus,  I  have  suggested  to  the  staff  and  will  propose  to  the 
committee,  certain  amendments  which  would  give  the  court  the  power 
to  make  appointments.  But,  insofar  as  possible,  the  selection  of  the 
interim  trustee — because  that  would  be  the  key  to  it  as  I  will  explain 
in  a  moment — shall  be  made  after  consultation  with  and  upon  the 
advice  and  recommendation  of  the  parties  in  interest. 

In  other  words,  there  would  be  a  system  of  checks  and  balances. 
You  can  provide  for  the  election  as  you  have  in  the  bill.  I  think,  as  a 
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matter  of  fact,  there  will  be  very  few  elections  because  of  the  20- 
percent  rule  and  the  proxy  restrictions  which  are  all  healthy.  But 
where  there  is  a  real,  legitimate  creditor  interest,  creditors  should 
have  a  right  to  select  their  own  trustee.  That  should  not  be  taken 
away. 

Most  of  the  time,  however,  as  indeed  it  has  happened  in  our  own 
part  of  the  country,  the  trustee  elected  is  usually  the  interim  trustee 
that  has  been  originally  appointed. 

I  have  suggested  here  an  amendment  to  section  701  (a)  and  a  similar 
amendment  to  section  1104  to  the  effect  that  the  selection  and 
appointment  of  the  trustee  be  made  by  the  court  after  consultation 
with  and  upon  the  advice  of  the  parties  in  interest. 

Judge  Moriarty  wrote  a  statement  to  you,  Mr.  Chairman,  in  which 
he  expressed  and  explained  how  the  trustee  in  the  equity  funding 
reorganization  was  selected  with  the  parties  sitting  together  with 
the  district  judge  and  the  bankruptcy  judge  and  conducting,  in  fact,  a 
talent  search.  That  worked  out  very  well.  I  was  involved  in  the  case 
and  can  testify  to  the  extremely  wonderful  job  performed  by  the 
trustee  selected  in  that  matter,  Mr.  Robert  Loeffler,  who  will  follow 
me  in  testimony. 

So,  I  would  propose  that  the  appointive  power  be  in  the  court,  but 
require  that  it  be  exercised,  insofar  as  possible,  after  consultation 
either  with  bona  fide  representatives  of  creditors,  or  even  more 
appropriately,  after  consultation  with  the  parties  in  interest.  I  think 
a  chapter  XI  debtor  should  have  a  voice.  I  think  secured  creditors 
and  unsecured  creditors  should  certainly  have  a  voice.  The  input  of 
the  parties  in  interest  together  with  the  input  of  bankruptcy  judge, 
will  I  think,  bring  about  the  selection  of  the  most  able  person  for  the 
particular  job.  The  possibilities  of  cronyism  would  be  reduced.  The 
appearance  of  impropriety  would  be  reduced. 

I  have  handed  to  the  staff  copies  of  the  proposed  amendments  to 
that  effect. 

If  we  pass  from  who  appoints  the  trustee  we  come  to  the  next  cru- 
cial question  which  is  really  involved  in  chapter  XI  cases,  that  is, 
when  should  we  have  a  trustee  and  when  should  we  leave  a  debtor 
in  possession? 

Before  the  bankruptcy  rules  were  adopted,  we  had  a  local  rule  in 
the  Central  District  of  California  which  provided  that,  upon  the  filing 
of  a  proceeding  for  an  arrangement,  if  the  debtor  is  then  permitted 
to  remain  temporarily  in  possession,  the  bankruptcy  court  shall 
forthwith  issue  sui  sponte  an  order  to  show  cause  directing  the  debtor 
and  all  other  persons  the  bankruptcy  court  may  deem  advisable,  or 
in  the  best  interest  of  creditors,  to  appear  before  the  bankruptcy 
court  and  show  cause  why  a  receiver  should  not  be  appointed  or  an 
indemnity  bond  filed. 

The  Southern  District  of  California,  San  Diego,  went  even  further, 
and  they  said,  "In  proceedings  for  arrangements  under  the  Bank- 
ruptcy Act,  the  debtor  shall  be  continued  in  possession  only  in  excep- 
tional cases  where  compelling  reasons  so  require." 

That  is  a  dramatically  different  approach  to  the  approach  taken 
by  the  present  bill,  by  the  House  bill,  and  by  the  rules-of-bankruptcy 
procedure. 

The  local  rules  were  adopted  because  experience  showed  to  the 
district  judges  and  the  bankruptcy  judges,  consulting  together,  that 
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the  court  itself  was  entitled  to  the  protection  of  what  we  would  now 
call  an  interim  trustee  and  then  called  a  receiver.  The  creditors,  par- 
ticularly where  they  were  not  well  organized  and  well  represented  and 
sophisticated  and  active,  were  entitled,  whether  they  asked  for  it  or 
not,  to  the  protection  of  a  trustee. 

It  is  not  enough,  I  submit,  to  throw  that  burden  upon  counsel  for 
the  debtor.  Inherently,  a  conflict  of  interest  exists  between  the  debtor 
on  the  one  hand  and  the  creditors  on  the  other.  The  debtor  may  take 
risks  which  a  trustee  ma}r  not  choose  to  take. 

Just  a  few  months  ago  in  a  debtor-in-possession  case  in  our  district, 
it  was  discovered  two  quarters  after  the  event  had  taken  place,  that 
the  debtor  in  possession  had  not  paid  the  withholding  taxes  for  its 
employees.  There  was  a  creditors'  committee.  There  was  a  firm  of 
certified  public  accountants.  There  was  a  controller.  The  fact  remains 
that  the  debtor  in  possession  signed  the  checks,  and  no  one  found  out 
for  two  quarters  that  the  withholding  taxes  were  not  being  paid. 

When  counsel  for  the  debtor  in  possession  discovered  that  fact,  he 
immediately  advised  the  bankruptcy  judge  and  a  receiver  was  ap- 
pointed immediately. 

The  damage  had  been  done,  however,  and  I  recall  a  bankruptcy 
judge  saying,  "I  knew  we  should  have  receivers  in  these  cases." 

On  the  other  hand,  in  New  York,  former  Judge  Herzog  would  say 
with  equal  vehemence,  "We  do  not  need  receivers  or  interim  trustees. 
We  have  active,  effective,  sophisticated  creditor  committees.  We 
don't  need  trustees.  If  we  need  a  trustee,  we  might  as  well  adjudicate." 

Maybe  the  truth  is  somewhere  in  the  middle. 

I  think  the  major  difficulty  with  the  present  bill  is  that  the  bank- 
ruptcy judge  is  not  given  the  power  to  appoint  a  receiver  or  interim 
trustee  on  his  own  motion.  It  requires  some  triggering  by  an  applica- 
tion of  a  party  in  interest. 

In  those  cases  where  creditor  interest  is  a  sham  and  does  not  really 
exist  and  is  not  organized,  you  may  find  an  enormous  delay  before 
anyone  asks  the  bankruptcy  judge  to  appoint  an  interim  trustee. 
Bankruptcy  judges  may  see  the  problem  and  be  totally  unable  to 
exercise  a  fundamental  power  of  an  equity  court  to  appoint  someone 
to  preserve  the  assets. 

So,  I  have  suggested  that  section  1104  provide  that  the  court  may, 
on  request  of  a  party  in  interest,  or  on  its  own  motion,  select  a  trustee 
and,  insofar  as  possible,  that  selection  should  be  made  after  consulta- 
tion with  the  parties  in  interest.  The  system  of  checks  and  balances. 

The  Senate  bill  also  provides  that  a  trustee  shall  be  appointed  for 
cause  shown,  then  we  have  the  cost-benefit  concept  set  down  after 
that.  I  do  not  know  how  you  ever  compute  the  cost-benefit,  and  I  do 
not  even  know,  except  in  a  very  general  way,  what  cause  shown  is. 
I  think  it  should  be  a  discretionary  matter  left  in  the  hands  of  that 
high-quality,  independent  judge.  So,  I  think  it  should  be  a  matter  for 
the  discretion  of  the  bankruptcy  court  whether  or  not  a  trustee  should 
be  appointed  in  a  chapter  XI  case. 

Finally,  permit  me  to  deal  very  briefly  with  the  issue  of  compensa- 
tion of  the  trustee.  Historically, 'the  trustee  was  a  commission  man. 
He  was  paid  a  commission  for  the  recovery  of  assets  and  the  liquida- 
tion of  assets.  Depending  on  how  successful  he  was,  the  percentage 
determined  his  worth.  So,  we  have  inherited  over  the  last  70  years  a 
scale  of  commissions  that  have  been  somewhat  changed  over  the 
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years.  But  basically,  we  talk  about  the  trustee  as  a  commission  type 
of  person.  The  Senate  bill  does  not  even  deal  with  him  as  a  professional 
person.  In  most  areas,  at  least  in  our  area,  most  of  the  trustees  are 
indeed  professional  and  highly  skilled  lawyers. 

I  suggest  that  the  commission  basis  of  compensation  is  probably 
the  least  rational  method  of  compensating  a  trustee  in  the  chapter  XI 
case,  or  in  any  case  where  he  operates  a  business.  It  may  make  some 
sense  in  liquidation  cases.  I  cannot  see  how  it  makes  too  much  sense 
in  reorganization  cases. 

I  propose  that  the  method  of  compensating  trustees  track  with  the 
methods  available  to  the  judge  for  compensating  other  professional 
persons.  That  is,  he  can  be  employed  on  an  hourly  basis,  on  a  salary, 
on  a  retainer,  on  an  interim  basis,  subject  to  final,  reasonable  fee  at  the 
conclusion  of  the  case,  or  any  combination,  and  even  a  commission 
basis  if  it  is  deemed  appropriate.  But  he  should  not  be  stuck  with  one 
system  that  is  basically  inapplicable  to  reorganization  cases. 

In  other  words,  I  think  the  time  has  come  to  part  company  with 
the  past  and  to  permit  the  bankruptcy  court  to  treat  the  trustee  as 
other  professionals,  and  to  make  such  arrangements  with  the  trustee 
as  would  best  suit  the  needs  of  the  case,  and  the  interest  of  creditors. 

I  think  that  would  be  a  real  step  forward  in  obtaining  cost-effective 
administration  of  bankruptcy  proceedings.  Too  often,  the  commission 
basis  gives  the  wrong  result  and  too  a  high  compensation. 

By  the  way,  the  proposed  bill — I  think  it's  in  section  330 — says  in 
am^  event  the  compensation  of  a  trustee  shall  be  a  reasonable  compen- 
sation based  upon  time,  nature  of  the  services,  and  otherwise. 

I  ask  you,  Mr.  Chairman,  what  on  Earth  does  that  have  to  do  with 
the  man  who  is  hired  on  a  commission  basis?  If  one  is  rational,  then  the 
other  is  not.  I  personally  prefer  the  concept  of  reasonable  compensation 
and  flexibility  in  fixing  the  basis  of  that  reasonable  compensation  in 
advance. 

I  have  been  asked  to  address  myself  to  a  number  of  questions 
verjr  briefly.  I  think  I  have  already  stated  that  I  feel  that  the  private 
trustee  system  works  and  can  work,  particularly  if  you  elevate  the 
position  of  the  bankruptc}"  judge. 

I  have  been  asked,  whether  in  my  experience,  a  third-party  litigant 
can  get  a  fair  hearing  from  the  bankruptcy  judge  when  litigating 
against  a  trustee  appointed  by  the  bankruptcy  judge.  I  think  what  I 
have  said  points  out  that  I  feel  that  with  the  right  quality  of  judges, 
you  can  get  a  fair  hearing.  District  judges  appoint  equity  receivers  and 
handle  litigation.  State  court  judges  appoint  trustees  or  receivers  and 
handle  litigation,  and  do  it  fairly  and  impartially. 

So,  I  do  believe,  particularly  with  the  system  of  checks  and  balances, 
that  fair  trials  and  fair  hearings  can  be  held  before  such  a  bankruptcy 
judge. 

I  notice  that  we  have  provisions  in  the  bill  dealing  with  consumers. 
A  few  years  ago,  Mr.  Chairman,  there  were  a  number  of  bills  intro- 
duced that  would  make  chapter  XIII  proceedings  compulsory.  Of 
course,  all  of  these  bills  ran  into  a  constitutional  prohibition  against 
involuntary  servitude. 

In  my  opinion,  you  should  consider  putting  a  provision  in  the  bill 
that  would  make  the  granting  of  a  discharge  discretionary  with  tin' 
bankruptcy  judge,  so  that  the  judge  could  condition  the  discharge  on 
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the  making  of  some  payments  by  the  bankrupt  where  it  is  appropriate. 

We  have  represented  some  consumers  that  every  6  years  come  into 
the  office  for  a  new  bankruptcy.  There  is  nothing  the  bankruptcy 
judge  can  do  with  such  repeaters.  In  our  area,  we  have  the  movie 
people  who  accept  a  discharge  in  bankruptcy  when  they  are  capable 
of  going  right  out  of  the  courtroom  and  earning  enormous  salaries. 

As  trustee,  I  have  administered  cases  where  lawyers  and  doctors 
and  other  professional  people  have  obtained  discharges  in  bankruptcy 
while  their  earning  capacity  is  very  substantial  and  would  permit 
some  payment  to  creditors. 

I  think  some  flexibility  ought  to  be  considered  through  the  device 
of  a  conditional  discharge. 

One  other  thing  that  I  noticed  in  the  act  is  the  omission  of  banks 
and  insurance  companies  from  the  coverage  of  the  bill.  I  see  no 
rational  basis  for  excluding  banks  and  insurance  companies  from  the 
protection  of  this  bill.  As  a  matter  of  fact,  by  the  very  nature  of 
their  business,  they  should  be  able  to  secure  the  protection  of  the 
bill  from  liquidation.  All  that  State  agencies  can  do  is  to  take  over 
and  liquidate.  But  that  is  often  the  worst  result  from  the  standpoint 
of  the  public  which  has  an  interest  in  the  banks  and  the  insurance 
companies  through  their  deposits  or  policies. 

Perhaps  Mr.  Loeffler  could  address  himself  to  that  because  we  ran 
into  a  big  problem,  in  that  the  two  major  subsidiaries  of  Equity 
Funding  were  insurance  companies.  They  were  being  sued  by  the 
vast  creditor  body,  who  basically  had  their  claims  against  the  parent 
company.  Yet,  chapter  X  proceedings  could  not  be  filed  on  behalf  of 
those  insurance  companies.  So,  I  would  urge  you  also  to  consider 
breaking  with  history  and  taking  what  I  believe  would  be  a  courageous 
step  forward  in  providing  for  protection  to  all  businesses  and  enter- 
prises that  may  require  the  protection  of  the  bankruptcy  law. 

I  would  hope  in  substance,  then,  that  the  committee  would  consider 
positively  the  creation  of  an  independent  court  of  stature  comparable 
to  that  of  the  U.S.  district  court.  I  would  hope  that  the  committee 
and  the  Senate  would  stand  their  ground  in  favor  of  the  private 
trustee  system  so  that  private  trustees  can  litigate  with  the  Govern- 
ment without  fear  or  favor.  That  will  be  essential  in  almost  every 
significant  bankruptcy  proceeding.  Thank  you. 

Senator  DeConcini.  Thank  you.  Let  me  just  ask  you  one  or  two 
questions.  Your  testimony  is  extremely  helpful  and  very  cogent. 

Regarding  the  trustees,  you  make  some  reference  to  checks  and 
balances.  You  are  not  suggesting  that  the  creditors  would  do  any- 
thing more  than  make  a  recommendation,  are  you?  They  wouldn't 
be  able  to  block  the  appointment  of  a  trustee;  is  that  correct? 

Mr.  Sulmeyer.  That  is  correct. 

Senator  DeConcini.  Do  you  feel  that  that  is  enough  balance  and 
enough  check? 

Mr.  Sulmeyer.  With  reasonable  men  working  together,  I  think 
it  is  enough.  I  talk  about  consultation  and  advice.  I  am  sure  that  you 
will  find  some  cases  where  a  judge  will  say,  "I  do  not  care  about  your 
advice.  I  have  the  power  to  appoint  and  I  will  appoint." 

I  hope  and  believe  that  that  would  be  the  exception.  I  think  the 
judge's  exercise  of  the  power  would  depend  upon  the  significance  of 
the  creditor  input  brought  to  him.  Where  he  feels  there  is  legitimate 
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creditor  interest,  I  think  ho  would  go  along  with  the  position  of  the 
creditors.  Where  there  is  not,  the  judge  acts  on  his  own. 

Senator  DeConcini.  Regarding  your  point  on  the  reasonable 
compensation  versus  any  kind  of  a  fee,  you  make  reference  to  the 
merits  of  an  independent  court  and  to  eliminate  or  reduce  cronyism. 
I  believe  that  is  the  word  you  used.  Giving  discretion  to  the  bank- 
ruptcy judge  to  set  the  fee,  doesn't  that  provide  a  real  invitation  to 
charges  of  cronyism? 

Mr.  Sulmeyer.  As  a  matter  of  fact,  Mr.  Chairman,  it  has  worked 
•out  the  very  opposite.  As  the  House  report  points  out,  the  judges 
tend  to  look  at  the  commissions  as  fixed  minimums,  rather  than 
maximums,  and  how  easy  it  is  to  say,  "Well,  Congress  set  up  a  com- 
mission system,   and   I'm  just   giving  the  trustee  his  percentage." 

The  small  cases  are  not  profitmaking  enterprises  for  the  trustees — ■ 
that's  not  where  the  cronyism  comes  in — the  larger  cases,  it  is 
much  easier  to  avoid  abuse  if  you  start  out  putting  a  man  in  on  an 
hourly  basis  or  on  a  salary  basis.  That  would  reduce  the  area  of  abuse. 

You  could  in  smaller  cases,  if  you  want,  appoint  the  trustee 
on  a  commission  basis.  But  I  think  in  operating  cases,  a  judge  working 
together  with  creditors  that  want  to  maximize  their  recovery  and 
setting  up  the  compensation  arrangement  in  advance  subject  to  the 
power  of  the  court  to  change  it  if  it  turns  out  to  be  improvident, 
would  reduce  compensation  below  what  would  be  paid  on  a  com- 
mission basis. 

Senator  DeConcini.  I  have  one  other  area.  You  have  been  a  trustee. 
You  make  reference  to  a  professional  group  of  trustees  as  a  profession. 
Yet,  these  trustees,  if  they  are  lawyers — and  you  made  reference 
that  most  of  them  are — they  then  hire  attorneys  in  addition  to  repre- 
senting them.  Is  that  generally  the  case? 

Mr.  Sulmeyer.  Yes;  that  is  generally  the  case. 

Senator  DeConcini.  If  you  have  a  lawyer  as  a  trustee  with  business 
background,  what  benefits  if  any  is  the  business  going  to  achieve  in 
lessening  the  amount  of  outside  legal  help? 

Mr.  Sulmeyer.  The  bill  provides  that  a  trustee  may  on  approval  by 
the  court  act  as  his  own  attorney.  Thus,  in  the  liquidation  cases, 
particularly  the  small  ones,  trustees  will  try  to  save  the  cost  of  outside 
attorneys  by  acting  as  an  attorney  on  their  own  behalf. 

However,  I  can  foresee  in  the  large  reorganizations  where  the  trust- 
ee's primary  function  is  one  of  business  operation  and  investigation, 
so  the  propriety  of  calling  in  outside  counsel  would  continue. 

Senator  DeConcini.  We  thank  you  very  much.  Your  point  as  to 
the  conditional  discharge  is  most  educational  to  me. 

Mr.  Sulmeyer.  If  you  believe  in  chapter  XIII,  that's  one  way  to 
achieve  it. 

Senator  DeConcini.  Yes.  We  thank  you  very  much. 

Proposed  Amendment  to  Section  32G 

"Section  326  Limitation  on  Compensation  of  a  Trustee.  The  order  of  appoint- 
ment of  the  Trustee  may  provide  that  his  employment  as  Trustee  may  be  on  any 
reasonable  terms  and  conditions,  including  on  a  retainer,  on  an  hourly  basis,  on 
a  salary,  on  a  contingent-fee  basis,  or  on  a  commission  basis.  Notwithstanding 
such  terms  and  conditions,  the  Court  may  allow  compensation  different  from  the 
compensation  provided  under  such  terms  and  conditions  after  the  conclusion  of 
such  employment  if  such  terms  and  conditions  prove  to  have  been  improvident 
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in  light  of  developments  unanticipated  at  the  time  of  the  appointment  of  the 
Trustee  and  the  fixing  of  such  terms  and  conditions." 

Proposed  Amendment  to  Section  701(a) 

"Section  701     Interim  Trustee. 

"(a)  Promptly  after  the  order  for  relief  under  this  Chapter,  the  Court  shall 
appoint  one  disinterested  person  that  is  a  member  of  the  panel  of  private  Trustee's 
established  under  Section  604(e)  of  Title  28,  or  that  was  serving  as  Trustee  in 
the  case  immediately  before  the  order  for  relief  under  this  Chapter  to  serve  as 
Interim  Trustee  in  the  case.  Insofar  as  possible,  the  selection  of  the  Interim 
Trustee  shall  be  made  after  consultation  with  and  upon  the  advice  and  recom- 
mendation of  bona  fide  representatives  of  creditors." 

Proposed  Amendment  to  Section  1104 

"Section  1104     Appointment  of  Trustee  or  Examiner. 

"(a)  In  the  case  of  a  public  company,  the  Court,  within  ten  days  after  the  entry 
of  an  order  for  relief  under  this  Chapter,  shall  appoint  a  disinterested  Trustee, 
In  the  event  of  a  vacancy  a  successor  shall  be  appointed  by  the  Court  as  soon  as 
practicable.  Section  1105  shall  not  apply  to  an  appointment  under  this  Section. 
Insofar  as  possible,  the  selection  of  the  Trustee  shall  be  made  after  consultation 
with  and  upon  the  advice  and  recommendation  of  bona  fide  representatives  of 
of  creditors." 

"(b)  In  the  case  of  a  non-public  company,  at  any  time  after  the  commence- 
ment of  the  case,  but  before  confirmation  of  the  plan,  on  its  own  motion,  or  on 
request  of  a  party  in  interest,  and  if  practicable,  after  notice  to  the  Debtor  and  a 
hearing,  the  Court,  in  its  discretion,  may  order  the  election  of  a  Trustee,  or  if  the 
creditors  do  not  elect  a  Trustee,  the  Court  may  appoint  a  Trustee,  and  if  deemed 
necessary,  the  Court  may  appoint  an  Interim  Trustee.  The  Trustee  shall  be  a 
disinterested  person  that  is  a  member  of  the  panel  of  private  Trustee's  established 
under  Section  604(e)  of  Title  28.  Insofar  as  possible,  the  appointment  and  selection 
of  a  Trustee,  or  Interim  Trustee,  shall  be  made  after  consultation  with  and  upon 
the  advice  and  recommendation  of  bona  fide  representatives  of  creditors." 

"The  creditor  election  permitted  by  this  Section  shall  be  in  the  manner  pre- 
scribed by  and  subject  to  the  provisions  of  Sections  702(a),  702(b),  and  702(c) 
of  this  Title." 

"(c)  If  the  Court  does  not  order  the  appointment  of  a  Trustee  under  this  Sec- 
tion, then  at  any  time  before  the  confirmation  of  a  plan,  on  request  of  a  party  in 
interest,  and  after  notice  and  a  hearing,  the  Court,  in  its  discretion,  may  order  the 
appointment  of  an  examiner  to  conduct  an  investigation  of  the  Debtor,  as  is  ap- 
propriate, including  an  investigation  of  any  allegations  of  fraud,  dishonesty, 
incompetence,  or  gross  mismanagement  of  the  Debtor  of  or  by  current  or  former 
management  of  the  Debtor.  Insofar  as  possible,  the  appointment  of  the  examiner 
shall  be  made  after  consultation  with  and  upon  the  advice  and  recommendation  of 
bona  fide  representatives  of  creditors." 

"(d)  If  the  Court  orders  the  appointment  of  a  Trustee  or  an  examiner,  if  a 
Trustee  or  an  examiner  dies  or  resigns  during  the  case,  or  is  removed  under  Sec- 
tion 324  of  this  Title,  or  if  a  Trustee  fails  to  qualify  under  Section  322  of  this  Title, 
then  the  Court,  after  consultation  with  and  upon  the  recommendation  of  parties 
in  interest,  shall  appoint  one  disinterested  person  to  serve  as  Trustee  or  examiner^ 
as  the  case  may  be." 

Proposed  Amendment  to  Section  1105 

"Section  1105     Termination  of  the  Trustee's  appointment. 

At  any  time  before  confirmation  of  a  plan,  on  request  of  a  party  in  interest, 
and  after  notice  and  a  hearing,  the  Court  may,  for  cause  shown,  terminate  the 
Trustee's  appointment  and  restore  the  Debtor  to  possession  and  management  of 
the  property  of  the  estate  and  operation  of  the  Debtor's  business." 

Senator  De  Concini.  Our  next  witness  will  be  Mr.  Robert  Loeffier, 
followed  by  Stanford  Lerch,  Stuart  Root,  and  Francis  Quittner. 
Mr.  Loeffler,  you  may  proceed. 
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STATEMENT  OF  ROBERT  LOEFFLER,  ESQ.,  TRUSTEE, 
LOS  ANGELES,  CALIF. 

Mr.  Loeffler.  Thank  you,  Mr.  Chairman.  I  have  submitted  a 
written  statement  and  wish  it  to  appear  in  the  record. 
Senator  DeConcini.  Without  objection,  so  ordered. 
[The  prepared  statement  of  Robert  Loeffler  follows:] 

Statement  of  Robert  M.  Loeffler,  Trustee 

My  name  is  Robert  M.  Loeffler.  I  am  a  member  of  the  law  firm  of  Jones,  Day, 
Reavis  &  Pogue  and  partner  in  charge  of  the  Los  Angeles  office  of  the  firm. 

Prior  to  joining  Jones,  Day,  Reavis  &  Pogue,  for  three  and  a  half  years,  from 
April  10,  1973  to  October  12,  1976,  I  served  as  Trustee  of  Equity  Funding  Cor- 
poration of  America  in  Reorganization  under  Chapter  X  of  the  Bankruptcy  Act.  I 
was  appointed  to  that  position  by  Hon.  Harry  Pregerson,  United  States  District 
Judge  for  the  Central  District  of  California. 

Immediately  prior  to  my  appointment  as  Trustee  of  Equity  Funding  I  had 
served  for  several  years  as  Senior  Vice  President-Law  of  Investors  Diversified 
Services,  Inc.  (IDS)  in  Minneapolis.  IDS  was  engaged  in  many  of  the  same  busi- 
nesses in  which  Equity  Funding  was  engaged,  including  the  securities  and  life 
insurance  businesses  among  others.  Before  IDS  I  had  been  practicing  law  as  a 
partner  in  the  firm  of  Donovan,  Leisure,  Newton  &  Irvine  in  New  York  City.  My 
testimony  here  today,  however,  is  derived  from  my  service  as  Trustee  of  Equity 
Funding. 

Section  1104(a)  of  S.  2266  requires  in  the  case  of  a  public  company  (as  defined) 
seeking  reorganization  under  the  Act  the  prompt  appointment  of  a  disinterested 
trustee.  Subject  to  the  oversight  of  the  Court,  the  trustee  would  have  the  power 
and  duty  to  operate  the  business  of  the  debtor,  to  investigate  and  determine  the 
financial  condition  of  the  debtor  and  the  prospects  for  its  business  or  businesses,  to 
investigate  and  ascertain  whether  there  had  been  prior  acts  of  mismanagement  or 
misconduct  for  which  claims  should  be  pursued,  to  determine  the  feasibility  of  a 
reorganization  and,  if  so,  after  consultation  with  the  creditors  committee  to  pre- 
pare a  plan  of  reorganization. 

With  respect  to  the  appointment  of  a  trustee  for  a  public  company  in  reorganiza- 
tion the  House  bill,  H.R.  8200,  takes  a  different  approach.  In  essence,  it  would 
make  the  appointment  of  a  trustee  discretionary  to  be  determined  after  a  hearing 
held  on  motion  of  any  interested  person. 

It  is  with  respect  to  this  issue  that  I  have  been  requested  to  direct  my  remarks. 
For  reasons  which  I  shall  summarize  I  favor  and  recommend  the  mandatory 
approach  taken  by  the  Senate  bill,  S.  2266. 

In  order  to  place  in  perspective  the  background  which  necessarily  somewhat 
influences  my  view  it  might  be  helpful  to  the  Committee  to  briefly  summarize  the 
Equity  Funding  reorganization. 

By  the  spring  of  1973,  Equity  Funding  Corporation,  based  upon  its  published 
financials  over  the  preceding  eight  years,  was  the  fastest  growing,  although  still 
not  the  largest,  financial  services  company  of  its  kind  in  America.  It  was  primarily 
engaged  in  the  distribution  of  securities  and  sale  of  life  insurance.  It  then  owned  as 
subsidiaries  four  life  insurance  companies  and  was  engaged  very  substantially  in 
a  number  of  other  businesses  as  well.  It  purported  to  have  consolidated  assets  of 
over  $750  million,  unconsolidated  assets  of  $357  million,  a  net  worth  of  $143.4 
million,  gross  revenues  for  the  preceding  year  of  $157  million,  net  operating  income 
for  the  preceding  year  of  $22.6  million,  and  life  insurance  in  force  amounting  in  face 
amount  to  over  $5  billion. 

On  Monday  morning,  April  2,  1973,  in  what  came  as  a  devastatingly  dramatic 
shock  to  the  financial  community,  the  Wall  Street  Journal  disclosed  that  the 
financials  reported  by  Equity  Funding  were  and  had  been  utterly  false  and 
fraudulent.  Over  two-thirds  of  the  life  insurance  policies  purportedly  issued  by 
its  principal  subsidiary  were  in  fact  non-existent,  but  such  purported  policies  had 
been  fraudulently  sold  to  reinsurance  companies.  On  the  preceding  Friday  the 
premises  of  Equity  Funding  and  its  subsidiary  had  been  physically  seized  by  the 
California  Department  of  Insurance.  On  the  preceding  day  at  a  special  meeting  of 
the  Board  of  Directors  the  principal  officers  of  the  Company  had  been  removed  as 
directors  and  officers  and  authorization  adopted  to  file  a  petition  for  reorganiza- 
tion under  Chapter  X. 
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The  Company  filed  its  petition  on  April  5,  1973.  I  was  appointed  Trustee  on 
April  10  and  arrived  from  Minneapolis  to  assume  my  duties  the  next  morning. 
I  can  picture  the  situation  that  prevailed  at  the  Company  when  I  arrived  only  as 
one  of  indescribable  chaos.  There  was  no  management  at  the  Company.  The 
Chairman,  President  and  Chief  Executive  Officer  was  gone.  The  Executive  Vice- 
President  for  Marketing  and  Insurance  Operations  was  gone.  The  Executive 
Vice-President  of  Finance  was  gone.  The  Comptroller  was  gone.  Banks  around 
the  country  had  offset  all  of  the  Company's  deposits  against  loans  and  there 
was  no  cash.  There  was  not  credit  to  buy  a  box  of  paper  clips.  The  financial 
reports  of  the  Company  were  known  only  to  be  so  unreliable  as  to  be  useless. 
Rumors  were  rampant  with  respect  to  every  asset  of  the  Company.  Almost  all 
assets  reported  on  the  books  of  the  Company,  tangible  as  well  as  intangible,  were 
rumored  to  be  non-existent.  But  payrolls  had  to  be  met.  Several  hundred  thou- 
sand customer  accounts  had  to  be  maintained.  Operations  had  to  be  resumed  if 
only  to  prevent  further  catastrophe  to  additional  thousands  of  innocent  persons. 
Decisions  had  to  be  made  and  made  immediately  by  someone  with  unquestioned 
authority  to  do  so.  They  had  to  be  made  even  though  without  adequate  informa- 
tion, and  many  immediately  on  intuition  with  virtually  no  reliable  information 
or  data. 

On  reflection,  I  can  only  think  that  had  it  been  necessary  to  hold  a  full  hearing 
on  notice  as  to  whether  a  trustee  should  have  been  appointed  there  would  have 
been  nothing  left  over  which  a  trustee  could  have  presided,  and  the  injury  to 
innocent  persons  beyond  that  already  irrevocably  committed  would  have  been 
compounded  infinitely. 

When  the  investigation  was  completed  it  was  found  that  of  the  Company's 
reported  assets,  on  an  unconsolidated  basis,  of  $357  million,  $143.4  million  of  the 
purported  assets,  coincidentally  the  same  figure  as  the  reported  net  worth,  did 
not  exist  and  had  never  existed  except  as  ficticious  bookkeeping  entries.  In  addi- 
tion, purported  assets  valued  on  the  balance  sheet  at  approximately  $60  million 
had  to  be  written  off  to  conform  to  the  true  facts.  Moreover,  although  the  Com- 
pany was  reporting  net  operating  profits  of  over  $22  million  a  year,  my  best 
estimate  is  that  the  Company  had  to  have  been  operating  at  a  loss  of  probably  $20 
million  a  year  by  the  time  of  its  demise,  and  subsequent  investigation  indicated 
that  in  fact  the'  Company  had  never  operated  at  a  profit  from  the  day  of  its 
organization  in  1960. 

Notwithstanding  the  rather  inauspicious  prospects  with  which  the  reorganiza- 
tion proceedings  of  Equity  Funding  commenced,  the  Company  was  successfully 
reorganized  in  just  short  of  three  years  from  the  date  the  petition  was  filed.  The 
reorganized  successor  is  presently  operating  prosperously  and  profitably.  It  was 
possible,  while  the  Company  was  under  the  protection  of  Chapter  X  and  the 
Court,  to  dispose  of  assets  not  necessary  for  a  reorganized  operation,  to  terminate 
cash  consuming  operations  and  activities  which  had  never  operated  profitably 
and  could  not  be  expected  to  do  so,  to  preserve  and  augment  the  value  of  the 
operations  which  were  viable,  and  then  to  negotiate  with  the  creditors  of  the 
Company  an  acceptable  financial  restructuring  of  the  debt  incorporated  in  a  plan 
of  reorganization.  Of  approximately  15,000  ballots  cast  on  the  acceptability  ©f 
the  plan  over  99  percent  in  amount  and  number  were  affirmative. 

I  do  not  believe  it  would  have  been  possible  for  Equity  Funding  Corporation 
to  have  been  reorganized,  and  a  much  greater  public  financial  catastrophe  averted, 
had  it  not  been  for  the  immediate  appointment  by  the  Court  of  a  trustee,  with  the 
accompanying  powers  and  independence  of  a  trustee,  whomever  that  person 
might  have  been. 

The  Equity  Funding  situation  was,  of  course,  unique,  not  merely  because  of 
the  size  and  complexity  of  its  operations  and  financial  structure,  but  more  because 
of  the  extent  to  which  the  fraud  which  had  permeated  its  transactions  from  the 
inception  of  the  Company  compounded  the  problems.  I  would  not  for  a  moment 
suggest  that  Equity  Funding  was  or  is  typical  of  companies  seeking  the  oppor- 
tunity to  reorganize  under  the  protections  of  the  Bankruptcy  Act.  I  hope,  for 
the  sake  of  our  faith  in  the  integrity  of  our  financial  institutions,  that  Equity 
Funding  will  remain  forever  to  have  been  unique.  Nevertheless,  my  experience 
with  the  Equity  Funding  proceedings  only  fortifies  my  conviction  of  the  soundness 
of  the  fundamental  reasons  which  militate  for  the  appointment  of  an  independent 
trustee  for  public  corporations,  as  defined  in  Section  1101(3)  of  S.  2266,  seeking 
reorganization  under  the  Bankruptcy  Act.  Those  reasons  are  summarily  set  forth 
below. 

1.  When  a  company  is  compelled  to  seek  relief  under  the  Bankruptcy  Act  it 
necessarily  follows  that  the  company  has  been  and  is  suffering  from  financial 
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difficulties  resulting  probably  either  from  an  overextended  financial  structure  or 
from  operational  problems.  Most  frequently,  it  is  the  latter.  Resort  to  the  Bank- 
ruptcy Act  is  normally  a  last  one.  That  means  that  the  time  for  making  significant 
decisions  is  likely  to  be  at  the  least  overdue.  Not  infrequently  surgeiy  of  a  drastic 
nature  is  required. 

If  a  company  has  reached  the  posture  described  above,  it  is  important  that 
there  be  a  focal  point  of  authority  where  decisions  can  be  made,  where  they  can 
be  made  expeditiously,  and  where  there  exists  the  authority  to  direct  their  imple- 
mentation. Such  a  time  is  no  time  for  the  diffusion  of  authority  and  responsibility. 

The  appointment  of  a  trustee  provides  the  necessary  focal  point  of  authority. 
The  trustee  may  rely  upon  the  recommendations  of  the  incumbent  management, 
or  a  new  management,  or  a  creditor's  committee,  or  others.  The  important  fact 
is  that  the  authority  exists.  The  trustee  has  the  power  to  direct  and  to  sa}'  yea 
or  nay.  That  is  vital. 

2.  The  focal  point  of  authority  referred  to  above  could,  of  course,  be  reposed 
in  an  incumbent  management  or  chief  executive  officer.  However,  when  a  company 
has  reached  the  point  where  it  must  resort  to  relief  under  the  Bankruptcy  Act  it 
is  likely  to  be  the  result  of  decisions  previously  made  and  courses  of  action  pre- 
viously embarked  upon.  It  is  the  nature  of  the  human  animal  to  seek  to  justify 
prior  conduct,  to  explain  it,  to  alibi  for  it,  and  to  cling  to  the  faith  that  it  was  right 
and  if  permitted  to  be  pursued  would  ultimately  be  vindicated. 

There  should  be  and  must  be  an  independent  review  of  the  prior  decisions  and 
of  the  business  policies  being  pursued  by  the  debtor.  That  review  must  be  by 
someone  who  is  unencumbered  by  prior  participation  in  the  decisions  or  course 
of  conduct  which  have  led  the  debtor  to  the  position  where  it  is. 

The  appointment  of  an  independent  trustee  provides  the  vehicle  for  that 
review  and  imposes  the  responsibility  for  it.  This  disassociation  from  prior 
involvement  is  also  essential  for  the  objective  determination  of  necessary  decisions 
which  must  be  made  referred  to  in  point  (1)  above.  Again,  this  is  a  responsibility 
which  cannot  be  effectively  discharged  by  diffusion  among  members  of  some  sort 
of  committee. 

3.  The  two  reasons  expressed  above  for  the  appointment  of  an  independent 
trustee  may  be  termed  reasons  of  a  pragmatic  nature.  In  addition,  there  are 
reasons  of  a  legalistic  nature.  First  and  foremost  among  them  is  that  an  inde- 
pendent trustee,  both  in  the  formulation  of  a  reorganization  plan  and  in  the 
conduct  of  the  regular  operation  of  the  business,  is  the  only  person  in  a  position 
to  represent  and  to  give  an  unbiased  and  objective  consideration  to  the  interests 
of  all  creditors  and  investors  and  to  do  so  dispassionately.  This  is  particularly 
important  where  public  investors,  generally  unrepresented,  are  involved. 

As  a  practical  matter,  the  incumbent  management  of  a  debtor  generally 
represents  itself.  If  nothing  else,  it  is  likely  to  seek  retention  or  at  the  least  vindi- 
cation. Each  member  of  a  creditors'  committee,  or  different  creditors'  committees, 
represents  a  particular  interest  likely  to  be  adverse  to  that  of  others.  Only  the 
trustee  represents  no  particular  interest  to  the  disparagement  of  any  other. 
Where  a  public  company  is  involved,  it  would  seem  imperative  that  there  be 
some  such  protection.  The  appointment  of  an  independent  trustee  provides  it. 

I  appreciate  the  invitation  to  appear  here  today  to  express  my  views.  While 
I  have  limited  my  remarks  to  one  particular  issue  involved  in  the  bill  before  the 
Committee  I  would  be  pleased  to  answer  any  questions  which  the  Committee 
might  have. 

Mr.  Loeffler.  With  your  permission  I  think  rather  than  simply 
read  it  I  will  highlight  it. 

Senator  DeConcini.  That  will  be  fine. 

Mr.  Loeffler.  First  I  have  a  word  about  myself.  My  name  is 
Robert  M.  Loeffler.  I  am  member  of  the  law  firm  of  Jones,  Day. 
Reavis  &  Pogue  and  partner  in  charge  of  the  Los  Angeles  office  of  the 
firm. 

Prior  to  joining  the  firm  of  Jones  &  Day  for  3^  years  from  April  1 1 , 
1973,  through  October  12,  1976,  I  served  as  trustee  of  Equity  Funding 
Corp.  of  America  which  was  in  reorganization  proceedings  under 
chapter  X  of  the  Bankruptcy  Act.  I  had  been  appointed  to  the  position 
by  the  Honorable  Harry  Pregerson,  U.S.  District  Judge  for  the 
Central  District  of  California. 
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In  appearing  here  today  it  is  because  of  my  service  as  trustee  of 
Equity  Funding  Corp.  with  the  hope  of  perhaps  pointing  up  certain 
views  predicated  upon  the  experience  in  having  served  in  that  capacity. 
There  is  only  one  particular  aspect  of  the  bill  S.  2266  which  I  primarily 
wish  to  remark  on  and  which  I  have  been  requested  to  express  some 
views  about. 

The  particular  provision  in  section  1104,  subparagraph  (a)  of 
S.  2266,  it  requires  in  the  case  of  a  public  company  the  prompt  appoint- 
ment of  an  independent  trustee. 

In  the  House  bill,  H.R.  8200,  a  different  approach  is  taken.  In  the 
House  bill  it  is  left  to  the  discretion  of  the  court  as  to  whether  or  not 
a  trustee  will  be  appointed  even  for  a  publicly  owned  company  with 
the  appointment  to  be  made  only  after  a  hearing  on  notice  brought 
on  by  motion  of  some  interested  party. 

There  is  a  substantial  difference  in  approach  between  the  two  bills. 
Based  upon  my  own  experience,  I  would  favor  and  recommend  the 
approach  which  is  taken  in  the  Senate  bill,  S.  2266,  to  that  which  is 
taken  in  the  House.  I  would  recommend  and  favor  with  respect  to 
publicly  owned  companies  or  public  companies  as  they  are  defined 
in  the  Senate  bill  that  the  mandatory  approach  be  taken  where  a 
trustee  would  in  each  instance  be  appointed  promptly  and  by  the 
court. 

Necessarily,  in  coming  to  that  view,  I,  as  any  individual  does, 
reflect  my  own  experience  and  that  background. 

With  your  permission,  therefore,  I  think  it  might  be  helpful  to 
relate  briefly  a  description  of  the  Equity  Funding  proceeding  which 
would  put  into  perspective  perhaps  the  reasons  why  I  tend  to  so 
strongly  support  the  view  which  I  have  expressed. 

I  do  not  know  to  what  extent  the  committee  is  familiar  with  the 
Equity  Funding  reorganization.  However,  I  can  try  to  summarize 
it  and  place  it  in  a  perspective  briefly. 

In  the  spring  of  1973,  Equity  Funding  Corp.  was,  based  upon  its 
published  financials  for  the  preceding  8  years,  the  fastest  growing 
financial  services  company  in  the  United  States  of  America.  Its 
securities  were  widely  held  both  debt  securities  and  equity  securities. 
It  was  also  an  institutional  favorite  from  an  investment  standpoint.' 

Its  consolidated  assets,  as  reported  on  a  consolidated  basis,  were 
in  excess  of  $750  million.  It  was  reporting  net  operating  income  in 
excess  of  $22  million.  It  had  grown  to  that  from  an  embryo  in  less 
than  a  decade. 

On  the  morning  of  April  2,  1973,  the  financial  community  was 
shocked  by  the  disclosure  in  the  Wall  Street  Journal  that  the  financials 
which  Equity  Funding  Corp.  had  been  publishing  for  some  years  were 
false  and  fraudulent.  Indeed  the  darling  of  Wall  Street  was  exposed  as 
a  fraud  and  that  was  about  what  it  all  came  to. 

I  remember  being  one  of  those  who  at  the  time  on  reading  it, 
although  I  had  no  involvement  at  the  moment,  was  no  less  shocked 
than  anyone  else  who  was  involved  in  the  financial  community. 

The  Journal  also  in  that  report  disclosed  that  on  the  preceding 
Friday  the  California  Insurance  Department  had  physically  seized 
possession  of  the  premises  of  Equity  Funding  Corp.  and  its  principal 
life  insurance  subsidiary  which  was  also  then  headquartered  in  Los 
Angeles.  That  came  about  because  of  the  disclosure  as  reported  in  the 
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press  that  two-thirds  of  the  reported  policies  issued  by  that  subsidiary 
and  carried  as  in  force  were  in  fact  nonexistent.  No  such  policies  had 
been  issued,  but  nonexistent  policies  purporting  to  reflect  two-thirds 
of  its  reported  in-force  insurance  had  been  fraudulently  sold  to 
reinsurers. 

The  press  also  reported  that  on  the  preceding  day  at  a  special 
meeting  of  the  board  of  directors  of  the  company  the  senior  officers  of 
the    company   had    been   removed,    both   as   officers   and   directors. 

The  board,  at  that  Sunday  meeting-,  itself  in  a  state  of  shock  and 
at  the  instigation  of  uninvolved  directors,  also  authorized  the  filing 
of  a  petition  in  chapter  X  should  it  be  deemed  or  found  to  be  necessary. 
The  company  was  then  engaged  in  serious  negotiation  with  the  SEC 
and  with  the  California  Department  of  Insurance. 

A  petition  for  reorganization  in  chapter  X  was  filed  on  April  5,  197:5, 
3  days  after  the  Monday  morning  disclosure.  It  was  approximately 
a  week  later  when  on  April  10,  1973,  I  was  appointed  as  trustee  and 
and  I  arrived  in  Los  Angeles  from  Minneapolis  to  assume  my  duties 
the  following  morning. 

I  can  only  picture  the  situation  which  prevailed  at  the  offices  of 
Equity  Funding  on  the  morning  of  my  arrival  as  one  of  truly  in- 
describable chaos.  The  management  of  the  company  simply  did  not 
exist.  The  president  and  chief  executive  officer  of  the  company  and 
chairman  of  the  board  were  gone.  The  executive  vice  president  for 
insurance  operations  and  for  marketing  was  gone.  The  executive  vice 
president  for  finance  was  gone.  The  comptroller  of  the  company  was 
gone. 

Banks  throughout  the  country  had  offset  the  deposits  of  the  com- 
pany amounting  to  over  $8  million  and  there  was  no  cash.  The  com- 
pany had  no  credit  and  you  couldn't  even  buy  a  box  of  paper  clips. 

In  addition,  there  were  no  financial  reports  or  data  upon  which  one 
could  rely  because  the  only  thing  that  was  known  was  that  they  were 
substantially  fictional  and  one  did  not  know  to  what  extent. 

Yet,  at  the  same  time  it  was  imperative  that  the  company  be  able 
to  engage  in  operations.  Payrolls  had  to  be  met.  Several  hundred 
thousand  accounts  of  public  customers  had  to  be  maintained  or  there 
would  have  been  an  utter  and  catastrophic  disaster  to  several  hundred 
thousand  other  individuals. 

Decisions  were  imperative. 

My  point  in  describing  this,  I  suppose,  is  only  to  bring  about  one 
conclusion  and  one  impact  that  this  has  left  upon  me.  That  is  that 
had  there  been  a  necessity  for  a  noticed  hearing  to  determine  whether  or 
not  a  trustee  should  have  been  appointed,  there  would  have  been 
nothing  left  over  which  such  a  trustee  could  have  presided  by  the 
time  of  his  appointment. 

Senator  DeConcini.  What  else  could  have  gone?  What  else  could 
have  not  been  there?  You  painted  a  pretty  bad  picture.  What  was 
there  when  you  got  there  that  couldn't  have  been  gone  if  you  had  had 
another  2  weeks  or  30  days  notice? 

Mr.  Loeffler.  The  problem  would  have  been  that  there  would 
have  been  no  payroll  met  on  Friday,  April  the  13th.  What  would  have 
been  gone  on  the  following  Monday  morning  would  have  been  all 
the  employees  of  the  company. 

Senator'DECoNCixi.  You  were  able  to  make  arrangements  to  meet 
that  payroll? 

22-510—78 ::••; 
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Mr.  Loeffler.  Yes;  that  was  the  most  drastic  necessity  on  the 
morning  of  my  arrival,  which  was  on  Wednesday,  the  11th. 

Senator  DeCoxcixi.  Let  me  interrupt  to  ask  another  question  out 
of  curiosity.  How  were  you  chosen?  I  didn't  see  it  in  the  press.  If  you 
don't  mind  could  you  tell  us. 

Air.  Loeffler.  I  can  only  relate  what  I  was  told  b}-  Judge  Pregerscn, 
who  was  the  district  judge.  Judge  Pregerson  made  a  nationwide  search 
for  a  trustee.  He  requested  assistance  from  attorneys  in  Los  Angeles. 
He  requested  assistance  from  other  judges.  He  requested  assistance  of 
the  SEC,  of  the  California  Department  of  Insurance.  These  requests 
were  for  recommendations.  My  name,  I  am  advised,  was  given  to 
him  and  recommended  to  him  by  the  staff  of  the  SEC  in  Washington. 
At  that  time  I  was  serving  as  senior  vice  president  of  law  of  Investors 
Diversified  Services  in  Minneapolis.  It  was  a  company  which  was 
engaged  in  substantially  similar  businesses  including  the  securities 
business  and  life  insurance  business  as  was  Equity  Funding.  So  I  had 
not  only  the  legal  background  but  also  exposure  and  knowledge  cf  the 
business. 

Senator  DeCoxcixi.  You're  certainly  to  be  complimented  for 
handling  that  very  difficult  problem  which  you  took  over.  It  was  a 
tremendous  loss  to  a  number  of  people.  You  minimized  that.  I  only 
know  this  from  reading  some  articles  after  the  fact.  I  know  of  your 
effort  in  that  area. 

Please  proceed. 

Mr.  Loeffler.  The  reorganization  of  Equity  Funding  was  suc- 
cessfully completed  within  just  short  of  3  years  from  the  time  that 
the  petition  was  filed.  Because  of  the  protections  of  the  act,  we  were 
able  to  dispose  of  assets  which  were  not  necessary  for  a  reorganized 
company  and  we  were  able  to  terminate  operations  which  were  cash 
demanding  and  which  had  never  operated  at  a  profit  and  had  no 
prospect  for  ever  operating  at  a  profit.  We  were  able  to  augment 
the  values  of  certain  subsidiaries  which  had  feasibility  of  operating 
profitably. 

Then  after  restructuring  that,  we  negotiated  a  total  financial 
restructuring  of  the  company  in  negotiations  with  representatives  of 
the  various  creditor  interests  which  could  then  be  incorporated  in  a 
plan  of  reorganization.  When  the  plan  was  submitted  to  vote,  out  of 
some  15,000  ballots  cast,  99  percent  of  the  ballots  both  by  amount  of 
claims  and  by  number  affirmatively  approved  the  plan. 

These  things  bring  home  to  me  several  reasons  why,  I  believe,  in 
the  instance  of  a  publicly  owned  company,  that  there  should  be  a 
prompt  mandatory  requirement  for  the  appointment  of  a  trustee. 

I  might  mention  the  reasons.  These  are  primarity  of  a  pragmatic 
nature  as  distinguished  from  a  legalistic  nature. 

In  the  first  place,  when  a  company  seeks  relief  under  the  reorga- 
nization sections  of  the  statute,  with  chapter  XI  as  it  would  be  in  the 
Senate  bill,  it  necessarily  means  that  the  company  has  been  confronted 
by  financial  difficulties.  Those  financial  difficulties  usually  have 
resulted  from  either  an  improper  or  overextensive  financial  structure 
with  interests,  burdens,  and  the  like,  or  from  disappointments  and 
problems  in  its  operations.  Most  frequently  it  is  the  latter.  It  is  usually 
operational  problems  that  lead  to  the  problems  resulting  from  a  too 
extensive  financial  structure  because  the  financial  structure  was  in- 
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curred    in    expectation    of    operational    successes    which    did    not 
materialize. 

They  resort  to  chapter  XI — and  in  this  sense  I'm  referring  to 
chapter  XI  as  it  is  now  proposed  as  distinguished  from  the  present 
chapter  XI  or  chapter  X — necessarily  as  a  last  resort  from  any 
business  enterprise.  By  the  time  the  business  enterprise  resorts  to  the 
Bankruptcy  Act  for  relief  under  the  reorganization  provisions  of  the 
act,  it  is  in  trouble,  and  it  means  that  decisions  are  probably  at 
the  very  least  overdue.  This  means  that  it  is  imperative  that  there  be 
some  focal  point  of  authority  with  the  power  to  make  the  necessary 
decisions  which  must  be  made. 

Frequently  surgery  of  a  drastic  nature  is  necessary  in  restructuring 
the  operations  of  the  company.  There  must  be  some  focal  point  of 
authority.  The  appointment  of  an  independent  trustee  provides  that 
focal  point  of  authority  which  I  think  is  so  necessary. 

From  the  operational  standpoint  of  the  debtor,  this  is  the  case. 

There  is  a  second  point  which  is  related  to  that  first  point.  When  a 
company  has  reached  the  position  where  it  seeks  relief  under  the 
Bankruptcy  Act,  it  almost  invariably  is  the  result  of  decisions  which 
have  been  made  previously  and  of  courses  of  action  which  previously 
have  been  embarked  upon.  They  may  have  been  made  in  all  hone>ty 
and  they  may  even  have  been  sound  when  made.  It  may  be  later 
circumstances  which  reversed  their  soundness.  Circumstances  may 
have  been  priced  beyond  the  control  of  the  persons  at  the  time  that 
they  were  made. 

Inevitably,  however,  it  does  mean  that  the  corporation  is  in  a 
difficult  financial  situation  as  a  result  of  prior  decisions  and  courses  of 
action. 

It  becomes  essential  that  those  prior  decisions  and  courses  of  action 
be  reviewed  to  determine  whether  or  not  they  should  be  continued. 
I  think  it  imperative  that  that  review  be  made  by  someone  who  had 
not  participated  in  the  making  of  those  original  decisions. 

The  reason  is  because  it  is  human  nature  of  which  we  are  all  guilty — 
and  I  no  less — to  try  and  defend  what  we  have  done  in  the  past.  This 
is  not  necessarily  improper,  but  it's  simply  a  subconscious  human  trait. 
We  try  to  justify  our  prior  actions,  and  we  try  to  show  that  they  were 
sound  and  we  cling  to  a  faith  that  if  only  they  had  been  permitted  to 
continue  or  if  we  had  just  invested  a  certain  amount  more,  then  the}r 
would  have  proven  to  be  successful. 

Where  you  have  public  investors  involved — and  it  was  only  the 
case  of  such  a  corporation  that  I  am  talking  about — I  think  it  impera- 
tive that  an  independent  review  of  these  business  courses  of  action  be 
made  bjr  someone  who  is  not  encumbered  by  having  been  a  party  to 
the  courses  of  action  which  had  been  taken.  An  independent  trustee 
provides  that  focal  point  of  independent  review. 

Senator  DeConcini.  Not  to  be  argumentative,  but  that  would  also 
be  true  of  a  trustee  under  the  House  version  in  the  fact  that  it  would 
be  someone  outside  of  the  public  corporation. 

Mr.  Loeffler.  That  would  be  true  of  a  trustee  under  the  House 
version;  yes.  But  the  House  version  does  not  make  mandatory  the 
appointment  of  a  trustee.  That  is  why  I  feel  the  Senate  version  is 
better  because  the  Senate  version,  by  making  mandatory  the  appoint- 
ment of  a  trustee,  assures  that  that  review  will  be  made  by  an  irjde- 
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pendent  trustee,  whereas,  in  the  House  version  it  might  or  it  might  not 
occur.  That  is  the  direction  of  my  point. 

Senator  DeCoxcini.  I  see. 

Mr.  Loeffler.  Both  of  those  are  in  that  sense  what  I  would  refer 
to  as  pragmatic  reasons  why  I  favor  the  mandatory  appointment  of  a 
trustee  in  a  situation  where  a  publicity  owned  company  has  sought 
relief  under  the  Bankruptcy  Act. 

It  is  true  that  you  can  have  a  creditors'  committee  and  say,  "Well, 
the  creditors'  committee  is  going  to  review  the  business  operations  of 
of  the  company."  In  point  of  fact,  I  think  that  is  an  unreliable  vehicle 
or  mechanism.  It  has  been  mentioned  frequently;  and  here  today, 
since  I  have  been  sitting  in  the  room,  it  was  mentioned  by  Mr.  Marsh. 
"When  one  refers  to  a  creditors'  committee,  it  is  in  reality  a  myth. 
It  is  a  committee  of  attorneys. 

There  is  a  second  reason.  I  do  not  mean  that  they  would  not  neces- 
sarily be  capable  of  making  these  reviews,  but  that  is  not  really  what 
they  are  there  for.  They  are  not  going  to  assume  that  responsibility 
as  a  pragmatic  matter. 

My  real  objection  to  reliance  on  a  creditors'  committee  is  that  I  do 
not  think  the  responsibility  for  decision  and  for  review  of  that  nature 
can  be  defused  by  designating  it  to  a  committee,  because  a  committee 
is  a  means  of  avoiding  responsibility,  not  of  focusing  it. 

I  cannot  think  who  first  expressed  the  thought,  but  they  say  that 
you  can  travel  throughout  the  entire  world  and  you  can  search  annals 
of  history  and  not  in  the  history  of  recorded  mankind  can  you  ever 
find  a  monument  that  was  built  to  a  committee.  That  happens  to  be 
the  fact.  A  committee  is  a  way  of  avoiding  decision  and  responsi- 
bility, not  a  way  of  vocalizing  it  and  centering  it  and  making  sure 
it  will  be  done,  or  if  it's  not  done  then  you  know  exactly  who  is  respon- 
sible for  the  failure. 

That  is  why  again  I  say  for  pragmatic  reasons,  from  the  standpoint 
of  operations  and  in  trying  to  establish  something  for  the  creditors 
and  investors,  when  a  company  is  in  a  position  where  it  must  seek 
this  relief,  the  appointment  of  an  independent  trustee  should  be 
mandatory. 

There  is  a  third  reason  which  is  of  a  more  legalistic  nature  why 
I  feel  that  the  appointment  of  a  trustee  should  be  mandatory.  In  the 
case  of  a  publicly  owned  company,  public  investors  are  rarely  repre- 
sented by  a  chcsen  representative  in  the  sense  of  an  attorney  repre- 
senting a  client  as  such  on  the  creditors'  committee.  The  trustee  is 
obligated  among  other  things  not  merely  to  evolve  a  reorganization 
plan  but  to  determine,  even  if  it  is  feasible,  to  develop  a  reorganiza- 
tion plan.  He  is  also  responsible  for  the  operations  of  the  business. 
How  you  conduct  the  operations  of  that  business  can  make  a  great 
deal  of  difference  if  the  person  who  is  conducting  the  business  is  a 
secured  creditor,  an  unsecured  creditor,  a  subordinated  creditor,  or 
an  equity  holder. 

A  secured  creditor  in  operating  the  business  says,  "I  will  not  invest 
a  dime  beyond  what  is  necessary  to  be  sure  I  can  salvage  just  enough 
to  cover  my  security." 

If  he  is  representing  the  equity  in  it,  he  says,  "I'm  not  going  to 
get  anything  out  of  this  unless  it  really  builds  so  I  will  be  quite  pre- 
pared to  risk  all  of  the  assets  in  the  hope  of  getting  more."  So  even  in 
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the  operations  of  the  business,  the  trustee,  if  there  is  a  trustee,  is 
really  representing  all  investors,  all  persons  with  an  interest. 

There  is  no  one  else  except  an  independent  trustee  who  would  be  in 
the  position,  either  in  the  operations  of  the  business,  the  determina- 
tion as  to  whether  to  operate  or  to  recommend  its  operation,  or  in  the 
formulation  of  a  plan,  who  has  an  unbiased  objective  position  repre- 
senting all  parties  of  interest. 

Invariably  on  any  creditors'  committee,  each  member  of  the  com- 
mittee or  of  the  various  creditors'  committees  is  representing  a 
particular  viewpoint  or  a  particular  interest  which  is  necessarily 
adverse  or  likely  to  be  adverse  to  other  interests.  If  it  is  a  debtor  in 
possession  under  management,  they  generally  represent  themselves. 
They  are  interested  either  in  continuance  in  office  or  interested  in 
vindicating  their  prior  conduct. 

Only  an  independent  trustee,  coming  in,  is  in  that  unbiased  ob- 
jective position  to  try  to  represent  all  interests  dispassionately.  I 
think  that  is  essential  as  a  legalistic  matter. 

It  also,  particularly  in  the  case  of  a  public  company,  is  much  more 
likely  to  give  confidence  in  the  company  while  it  is  in  reorganization  to 
trade  creditors  and  other  third  parties  with  whom  it  must  deal,  as  well 
as  its  own  investors. 

So  that  is  also  an  additional  reason  why  I  think  that  there  should  be 
a  mandatory  requirement  for  the  appointment  of  a  trustee  in  the 
case  of  publicly  owned  companies,  at  least  to  the  extent  that  you  find 
in  the  Senate  bill. 

It  had  not  been  my  intention,  Mr.  Chairman,  to  get  into  details  as 
to  how  they  should  be  selected  or  other  aspects  of  the  bill  but  simply 
to  express  my  view  upon  that  one  central  question. 

I  will,  however,  be  pleased  to  respond  to  any  questions  which  the 
committee  may  have. 

Senator  DeConcini.  Let  me  ask  you  a  question  that  was  brought 
up  by  Mr.  Sulmeyer  as  to  compensation. 

Do  you  have  any  suggestions  or  observations  regarding  the  present 
compensation  and  that  set  forth  in  the  bill? 

Mr.  Loeffler.  Mr.  Sulmeyer,  I  think,  was  referring  primarily  to 
compensation  for  trustees  in  straight  bankruptcy  cases  as  opposed  to 
trustees  in  reorganizations. 

I  really  have  no  familiarity  with  the  former. 

Under  the  present  system,  a  trustee  in  reorganization  is  simply 
awarded  fees  on  application  to  the  court  based  on  the  reasonable 
value  of  his  services.  There  is  no  commission  involved  or  anything 
like  that. 

Senator  DeConcini.  How  do  you  feel  about  that? 

Mr.  Loeffler.  I  feel  that  is  an  appropriate  approach,  to  be  re- 
warded by  the  court  for  the  reasonable  value  of  services  rendered. 

Senator  DeConcini.  For  instance,  what  do  you  put  forward  as 
justifying  the  reasonable  value?  Do  you  have  to  give  any  comparisons? 
How  do  you  arrive  at  what  you  submit  to  the  court? 

Mr.  Loeffler.  Basically,  the  same  way  in  which  I  would  arrive  at 
a  fee  that  I  would  be  charging  a  private  client  as  an  attorney,  as  a 
professional. 

Senator  DeConcini.  Hourly,  you  mean? 

Mr.  Loeffler.  You  start  in  a  sense  with  an  hourly  rate.  There  is  no 
way  that  I  can  see  to  avoid  looking  at  the  time  that  was  entailed. 
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However,  I  do  not  think  it  should  be  automatic  time  at  all  because 
one  person's  time  and  contribution  would  be  substantially  different 
from  another's  in  different  situations.  So,  I  think,  just  as  in  the  at- 
torney determining  what  a  reasonable  fee  for  a  client  is,  you  look  at 
the  time  spent,  at  the  complexity  of  the  matter,  at  the  results  achieved, 
at  the  difficulties  entailed,  and  was  it  something  that  could  be  on 
weekdays  from  9  to  5  with  Wednesdays  on  the  golf  course,  or  did  you 
have  to  work  at  night? 

Senator  DeConcini.  Out  of  curiosity,  what  about  Wednesday 
afternoon  golfing  with  a  potential  purchaser  of  some  asset  that  you 
are  attempting  to  spend  some  time  to  familiarize  him  with?  That's 
acceptable  in  business  communities.  What  do  you  think  about  it  as  a 
trustee? 

Mr.  Loeffler.  I  think  if  a  trustee  is  attempting  to  negotiate  a 
sale  of  an  asset  and  he  thinks  he  can  do  it  a  little  better  by  taking  the 
pigeon  out  on  the  golf  course  than  he  can  by  sitting  him  down  in  his 
office,  then  he  definitely  should  do  so.  Unfortunately,  I  did  not  find 
those  kinds  of  pigeons  when  I  was  serving  as  trustee. 

Senator  DeConcini.  That's  an  honest  answer.  I  appreciate  it. 

Mr.  Feidler? 

Mr.  Feidler.  Mr.  Loeffler,  Mr.  Sulmeyer  commented  on  the  pos- 
sible beneficial  results  of  bringing  insurance  companies  out  from  under 
the  coverage  of  the  bankruptcy  law.  Could  you  comment  on  that? 

Mr.  Loeffler.  I  did  have  a  severe  problem,  which  Mr.  Sulmeyer 
alluded  to,  in  connection  with  Equity  Funding  Corp.  It  arose  in  a 
legalistic  way.  Two  of  the  principal  subsidiaries  of  Equity  Funding 
were  life  insurance  companies.  One  chartered  in  Washington  State 
and  the  other  in  New  Jersey.  They  were  wholly  owned  subsidiaries  of 
Equity  Funding. 

The  class  action  plaintiffs — that  is,  those  who  brought  class  action 
suits  against  Equity  Funding  Corp.  on  behalf  of  all  security  holders  of 
Equity  Funding  Corp. — also  named  as  defendants  in  that  class  action 
suit  the  two  life  insurance  companies  as  well  as  others. 

Necessarily,  the  claim  against  Equity  Funding  could  be  disposed  of 
and  resolved  in  the  course  of  the  reorganization  as  any  other  claim, 
and  you  could  deal  with  it. 

However,  the  claims  against  the  two  life  insurance  companies 
could  not  be  disposed  of  that  way  because  we  could  not  consolidate 
those  two  subsidiaries  in  the  reorganization  proceedings. 

I  will  not  go  into  the  details  of  the  legal  maneuvers  by  which  we 
ultimately  were  able  to  resolve  that  problem.  To  shortcut  it  in  essence, 
in  the  reorganization  court  we  obtained  an  injunction  against  the 
prosecution  of  the  actions  against  the  subsidiaries  because  of  damage 
realized  from  the  purchase  of  the  parent  company's  securities. 

The  matter  was  ultimately  compromised  and  settled  in  the  reorgani- 
zation plan,  and  the  decision  of  the  court  issuing  that  injunction  was 
not  appealed  or  the  appeal  was  not  prosecuted.  Whether  it  would 
have  been  sustained  on  appeal  or  not  one  can  only  guess.  My  own 
view  is  I  felt  that  the  decision  was  proper  and  correct,  and  would 
have  been  sustained  under  those  circumstances  that  prevailed 
at  Equity  Funding.  But  that  did  create  a  problem. 

I'm  not  particularly  familiar  with  banks,  but  you  are  not  as  likely 
to  be  confronted  with  that  problem  with  banks  as  you  are  with  insur- 
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ance  companies  because  of  the  prevalence  which  lias  occurred  over 
the  past  decade  or  so  of  the  ownership  of  insurance  companies  as 
subsidiaries  by  holding  companies  which  arc  engaged  in  other  lines 
of  business  such  as  in  the  Equity  Funding  situation. 

I  think  there  would  be  a  lot  to  consider  before  I  would  simply 
cavalierly  say  that  insurance  companies  should  be  subject  to  iUc 
Bankruptcy  Act.  The  reason  for  that  is  because  insurance  companies 
are  not  regulated  by  any  agency  in  the  Federal  Government  as  such. 

After  the  U.S.  Supreme  Court  in  the  1940's  held  that  insurance 
was  interstate  commerce  and  therefore  subject  to  Federal  regulation, 
Congress  in  its  wisdom  or  otherwide,  but  at  the  instigation  of  the 
insurance  industry,  passed  the  McCarran  Act  which  exempted  the 
insurance  industry  from  Federal  regulation  to  the  extent  it  was 
regulated  by  the  States,  and  gave  the  regulation  of  insurance  com- 
panies and  of  that  industry  back  to  the  States. 

So  today,  for  example,  if  an  insurance  company  chartered  in  Texas 
becomes  insolvent  or  is  threatened  with  insolvency  the  State  takes 
over  the  administration  of  that  insurance  company  and  it  lias  its 
procedures  by  which  it  does  so.  It  has  at  its  beck  and  call  the  staff 
of  the  insurance  department  which  has  been  regulating  that  insurance 
company  and,  therefore,  has  a  familiarity  with  the  actual  techniques 
involved. 

So,  I  would  not  say  without  further  thought  that  insurance  com- 
panies should  be  covered  because  of  problems  which  can  be  en- 
countered where  you  have  life  insurance  companies  that  are  sub- 
sidiaries of  a  complex  that  is  in  chapter  X;  without  giving  more 
consideration  than  1  have  to  what  might  be  entailed  in  the  way  of 
problems  because  of  the  divided  regulation,  I  do  not  know. 

1  would  say  this.  I  think  I  would  be  inclined  to  give  serious  con- 
sideration to  eliminating  the  exemption  of  insurance  companies 
from  jurisdiction  of  the  bankruptcy  court  or  in  the  Bankruptcy 
Act  and  to  enable  the  insurance  companies  to  seek  relief  for  that 
matter  under  the  Bankruptcy  Act  as  opposed  to  the  State  insolvency 
laws. 

But  it's  a  matter  which  would  require  a  greater  degree  of  study 
with  respect  to  other  complications  that  might  ensue. 

Senator  DeCoxcixi.  If  there  are  no  other  questions,  we  thank  you 
very  much  for  your  testimony. 

Our  next  witness  will  be  Mr.  Stanford  Lerch,  attorney  from  Phoenix, 
Ariz.  We  welcome  you  to  the  committee.  We're  pleased  to  have  you 
heie  today. 

STATEMENT  OF  STANFORD  LERCH,  ESaUIRE,  PHOENIX,  ARIZ. 

Mr.  Lercii.  For  background,  I'm  a  practicing-  lawyer  in  the  city  of 
Phoenix.  I  have  worked  in  the  past  as  a  trustee.  When  I  began  in  the 
practice  of  law,  I  started  out  by  taking  trusteeships. 

Over  a  course  of  a  number  of  years  I  have  represented  receivers.  1 
have  represented  trustees.  I  have  represented  debtors,  debtors  in  pos- 
session, and  I  have  also  represented  the  bankrupts  and  have  a  genera] 
background  in  the  area  of  the  practice  of  bankruptcy  law.  I  was  chair- 
man of  the  Arizona  State  Bars  bankruptcy  section  for  approximately 
4  years. 
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My  purpose  here  is  to  convey  some  of  the  problems  of  the  general 
practitioner  in  the  area  of  bankruptcy  law  and  perhaps  to  set  forth 
some  of  the  problems  that  I  have  run  into  under  the  present  act.  I  have 
reviewed  the  Senate  bill.  I  will  also  comment  on  some  of  the  problems 
that  I  see  arising  if  the  act  is  passed  in  its  present  form  and  also  some 
of  the  things  that  I  think  the  act  should  provide. 

One  of  the  controversies  that  I  have  been  noting  in  these  sessions  is 
what  form  of  court  the  bankruptcy  court  should  take.  Should  it  be  an 
article  III  court,  an  article  I  court,  or  should  it  have  its  present  struc- 
ture as  an  adjunct  to  the  district  court?  I  personally  have  found  many 
problems  with  the  present  structure.  Fortunately  in  the  jurisdiction  in 
which  I  practice  we  almost  have  an  independent  bankruptcy  court  but 
I  do  not  think  that  that  is  the  general  rule  throughout  the  country. 

I  think  in  many  jurisdictions  the  courts  are  heavily  restricted.  I  have 
practiced  outside  of  my  jurisdiction,  and  I  have  noted  a  number  of 
variances  and  differences  that  arise  as  you  go  from  jurisdiction  to 
jurisdiction  in  the  manner  in  which  the  bankruptcy  judge  handles  a 
case. 

I  think,  if  nothing  else,  this  act  should  provide  uniformity  through- 
out the  country  as  to  how  the  bankruptcy  judges  are  treated.  I  don't 
believe  you  can  do  that  without  some  alteration  of  the  present  status. 
Whether  that  is  an  article  III  court  or  an  article  I  court  or  some  guide- 
lines beyond  which  a  district  court  cannot  proceed,  I'm  not  sure,  but 
1  do  know  that  the  present  disparity  gives  unequal  justice  in  various 
and  sundry  districts. 

Senator  DeCoxcixi.  May  I  ask  a  question  on  that  point  ?  It  has  been 
mentioned  that  it  may  smack  today  of  cronyism.  Do  you  feel  that  is  an 
accurate  belief  as  to  the  appointment  procedure  now  ? 

Mr.  Lerch.  I  do  not  think  that  the  cronyism  that  I  have  heard  re- 
ferred to  herein  related  to  the  appointment  of  the  bankruptcy  judge. 
It  related  more  to  the  appointment  by  the  bankruptcy  judge  of  the 
trustee  which  is  a  little  bit  different  area  that  I  am  referring  to  right 
now. 

Senator  DeCoxcixi.  But  do  you  think  there  is  any  validity  to  that? 
Someone  testified  as  to  the  potential  cronyism  in  the  fact  that  the  dis- 
trict judges  make  those  appointments.  Do  you  believe  that  there  is  a 
validity  for  that  kind  of  cronyism  or  if  not  that,  then  a  conflict  of 
interest? 

Mr.  Leech.  So  I  understand  the  question  completely,  are  you  refer- 
ring to  the  appointment  by  the  district  judge  of  the  bankruptcy  judge  ; 
is  that  it? 

Senator  DeCoxcixi.  The  bankruptcy  judge  by  the  district  court. 

Mr.  Lerch.  I  see. 

Senator  DeCoxcini.  Is  that  a  problem?  Does  that  cause  you  to  ex- 
plain and  put  some  kind  of  cloud  over  the  bankruptcy  court  as  you 
practice  ? 

Mr.  Lerch.  I  think  there  should  be  variations  in  the  present  ap- 
pointment .system.  I  do  not  think,  although  I  would  not  have  chosen 
the  word  "cronyism",  that  considerations  for  the  appointment  o,f 
bankruptcy  judges  are  substantiallv  different  today  than  for  the 
appointment,  for  instance,  of  a  district  judge.  Perhaps  by  setting  up 
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an  independent  court  with  a  different  appointment  system  some  of  the 
areas  that  exist  today  that  do  create  some  question  in  the  minds  of 
people  as  to  whether  cronyism  exists  or  does  not  exist  might  be 
eliminated. 

Senator  DeConctni.  Let's  do  away  with  the  word  "cronyism." 

Mr.  Lerch.  I  think  it  would  enhance  the  quality  of  the  bench 
considerably. 

Senator  DbConctnt.  Thank  you. 

Mr.  Lerch.  Following  up  on  that,  as  1  indicated.  1  feel  that  1  am 
fortunate  that  in  the  particular  area  in  which  1  practice  I  am  very 
pleased  with  the  approach  that  is  taken.  I  say  that  not  out  of  deference 
to  the  judges  but  that  I  am  pleased.  It  shows  that  this  system  can  in 
fact  produce  a  good  bankruptcy  court.  It  is  not  all  bad. 

However.  I  think  that  what  exists  in  the  jurisdiction  in  which  I 
practice  is  not  the  general  rule.  It's  like  having  a  benevolent  king. 
What  you  want  to  do  is  find  a  system  where  all  the  jurisdictions  can 
have  the  same  advantages  that  some  of  the  more  enlightened  ones 
have. 

That  is  why  I  feel  some  form  o,f  independent  court  is  essential  to  the 
proper  administration  of  bankruptcy  justice. 

The  next  item  that  I  have  concerning  this  bill  is  that  throughout 
my  practice  of  law,  I  have  run  into  the  jumble  of  jurisdiction  called 
"plenary  versus  summary."  I  feel  that  the  jurisdictional  issue,  is  the 
one  area  that  creates  most  problems.  I  speak  of  jurisdiction  over  sub- 
ject matter  now.  This  is  for  the  practicing  lawyer.  You  have  more 
trials  on  how  to  determine  whether  jurisdiction  is  in  a  State  court 
or  whether  it's  in  the  Federal  court  on  a  plenary  basis  or  whether  it's 
before  the  summary  jurisdiction  of  the  bankruptcy  court.  I  do  not 
believe  that  this  bill  actually  tackles  that  problem. 

It  does  allow  the  court  to  take  jurisdiction,  btit  the  hearing  in  order 
to  determine  how  you  take  it  out  would  cause  the  trying  of  the  same 
issue  twice;  once  when  you  determine  whether  you  had  the  original 
jurisdiction  and  the  second  time  when  you  actually  go  into  the  matter 
before  the  bankruptcy  courts.  Whether  or  not  you  can  utilize  the 
testimony  from  the  first  case  is  a  matter  that  I  can't  answer.  I  think 
that  the  issue  of  plenary  versus  summary  jurisdiction  has  to  be  clari- 
fied not  onlv  for  the  expeditious  justice  which  has  been  previously 
referred  to  in  this  hearing — and  there  have  been  a  number  of  state- 
ments that  these  matters  have  to  be  heard  rapidly — but  all  segments 
of  the  act. 

As  you  have  heard  in  these  proceedings,  you  do  find  that  when  any 
company  goes  into  bankruptcy,  it  has  a  tremendous  effect  upon  hun- 
dreds of  people,  particularly  in  the  area  of  public  firms.  Any  delays 
that  may  be  caused  can  be  tragic.  The  jurisdictional  issue  of  summary 
versus  plenarv  .qroes  to  the  very  heart  of  that  problem.  I  do  not  be- 
lieve that  the  bill  is  sufficiently  detailed  enough  in  that  area.  Tt  would 
avoid  considerable  litigation  in  the  future  if  more  clear  guidelines 
could  be  set.  What  those  guidelines  would  be.  I  am  not  trying  to  in- 
dicate to  the  committee  at  this  time. 

As  for  judges  versus  the  trustee  question,  that  is  the  judge's  appoint- 
ment of  the  trustee  question.  It  has  been  discussed  quite  a  bit.  We've 
already  discussed  it  this  morning. 
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I  am  reminded  of  certain  of  the  rules  of  professional  conduct  that 
attorneys  are  faced  with.  That  is  that  they  should  be  in  a  position 
where  they  can  avoid  even  the  suggestion  of  impropriety. 

I  represent  a  number  of  creditors  as  "well  as  other  parties.  I  know 
that  the  creditors  have  a  general  feeling  now  that  they  do  not  get  a 
fair  shake  in  a  bankruptcy  court,  I  am  not  trying  to  state  that  they  do 
or  they  don't.  I  personally  feel  that  they  get  a  pretty  fair  shake  in  the 
bankruptcy  court.  I  think  that  we  have  qualified  people  who  try  to 
protect  everyone's  interest. 

However,  as  long  as  the  judge  is  appointing  and  administering  the 
activities  of  the  trustees,  you  will  never  have  that  appearance  of  im- 
propriety disappear.  Whether  it  exists  or  not  is  not  the  point.  I  think 
there  has  to  be  some  way  that  the  general  public,  the  creditors,  the 
debtors,  can  in  some  way  feel  that  there  is  not  a  little  group  or  clique 
or  club  that  has  the  inside  track  or  is  getting  the  good  cases  and  also 
getting  the  good  decisions. 

As  long  as  you  have  this  interrelationship  of  administration  with 
appointment  of  trustees  then  that  is  going  to  be  the  case.  The  appoint- 
ment might  not  be  so  bad.  I'm  not  completely  sold  that  you  can't  have 
the  appointment  by  the  judge  as  long  as  you  don't  have  the  rest  of  the 
administration  of  all  the  activities  of  the  trustee.  You  have  to  develop 
confidence  in  this  court  particularly  if  you're  going  to  give  it  addi- 
tional powers. 

Senator  DeCoxcixi.  What  about  the  provision  that  sets  forth  that 

the  Judicial  Conference  will  certify  or  submit  what  they  determine  as 

the  qualifications  for  trustees  for  the  bankruptcy  judge  to  select  from  ? 

Mr.  Lerch.  That  is  the  panel  of  trustees  referred  to  in  the  Senate 

bill? 

Senator  DeCoxcixi.  Yes. 

Mr.  Lerch.  I  am  personally  in  favor  of  the  private  trustee  as  op- 
posed to  a  U.S.  trustee  situation.  I  would  fight  for  that  if  I  had  the 
opportunity  to  do  so  because  I  feel  that  that  is  an  important  func- 
tion in  an  bankruptcy  act  that  you  have  as  much  independence  as  you 
can  get. 

The  panel  may  work.  I  still  have  the  problem  with  trustees  in  general 
in  that  most  cases  are  not  the  equity  funding  type  case.  I'm  not  indi- 
cating that  I'm  trying  to  put  any  disparity  upon  the  remarks  that 
have  been  made  to  this  date.  But  the  average  case  that  goes  before 
any  bankruptcy  judge  or  comes  into  any  lawyer's  office  is  going  to 
be  a  case  where  there  are  lots  and  lots  of  problems  but  they  are  not 
of  the  nature  where  you  can  bring  in  qualified  people  to  administer  the 
estate.  So  oftentimes — and  maybe  I'm  wandering  a  little  bit- — the 
debtor  in  possession  is  the  only  one  that  has  sufficient  knowledge  as 
to  how  to  operate  the  business.  For  a  trustee  to  educate  himself  and 
to  learn  and  teach  himself  without  bringing  a  professional  in  from 
another  area,  which  as  I  state  in  many  cases  you  can't  do,  is  impossible. 
Perhaps  if  the  panel  of  trustees  Mas  sufficiently  broad  to  have  the 
power  to  bring  trustees  from  other  areas,  then  this  might  work  out. 
Within  the  last  week  I  put  a  premium  financing  company  in  Arizona 
into  a  chapter  XI  proceeding.  Frankly,  there  was  not  trustee  in  the 
area-  that  understood  the  premium  financing  business  well  enough 
and  there  were  something  like  1.900  to  2,000  accounts  that  were  out- 
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standing.  A  secured  creditor  had  already  moved  to  take  over  those 
accounts.  There  was  a  possession  issue  involved  plus  the  fart  that 
the  secured  creditor  did  not  have  the  least  idea  about  how  to  go  about 
collection  of  those  premium  financing  accounts. 

There  was  no  trustee  that  I  know  of  offhand  that  would  have 
known  what  to  do.  So  in  that  instance  to  wait  or  to  try  to  find  a 
trustee  would  have  been  disaster.  A  debtor  in  possession' in  thai  in- 
stance worked  well. 

Senator  DeConcini.  Do  you  think  the  creditors  would  feel  any  dif- 
ference if  there  were  a  panel  of  certified  or  approved  trustees  for  the 
bankruptcy  judge  to  select  from  than  the  way  it  is  now  \ 

Mr.  Lerch.  I  feel  that  at  this  stage  one  of  the  big  problems  we 
have  is  that  in  certain  jurisdictions  there  are  trustees  who  are  highly 
qualified  and  able  to  handle  nearly  any  job  that  is  put  to  thorn.  How- 
ever, that  is  not  the  universal  situation.  So  how  that  panel  was  estab- 
lished would  be  very  important.  Whether  it  was  drawn  from  the  local 
community  or  whether  they  were  available  from  other  areas.  I'm  not 
sure.  But  I  do  know  that  many  estates,  in  all  due.  deference  to  the 
excellent  trustees  we  have  seen  here  today  and  the  excellent,  trustees 
who  are  prevalent  throughout  the  United  States  in  many  places  where 
they  are  not  such  excellent  trustees.  I  have  seen  estates  that  could 
have  easily  been  rehabilitated,  that  because  of  the  ineptitude  of  the 
trustee,  and  not  because  he  was  not  a  successful  businessman  or  busi- 
nessperson.  but  he  was  in  fact  not  able  to  handle  that  particular  type 
of  business.  Therefore,  he  did  more  damage  than  he  did  good. 

The  answer  to  the  question  is  that  I  think  it  would  depend  on  the 
quality  of  the  panel  that  was  there  and  the  alternative  to  expand  upon 
that  panel  in  given  instances.  I  think  that  should  be  a  problem  of  the 
judge  in  the  decisionmaking  capacity. 

Senator  DeCoxcixi.  Thank  you 

Mr.  Lerch.  With  regard  to  the  election  of  a  trustee,  I  have  some 
problems  with  the  election.  I  would  rather  have  it  on  an  appointed 
basis.  I  have  a  number  of  reasons  for  that.  Sometimes  as  a  creditor  you 
don 't  want  to  submit  to  the  jurisdiction  of  the  court,  for  whatever  your 
reasons  may  be.  Usually  in  order  to  participate  in  the  election  of  a 
trustee  you  have  to  submit  to  the  jurisdiction  of  the  court.  In  order 
to  be  in  a.  position  to  vote  you  would  have  to  submit  to  that  jurisdic- 
tion and  it  may  not  be  in  the  best  interest  of  your  client  to  do  so.  Be- 
cause of  that  you  may  not  get  a  true  reflection  of  the  creditor's  desire. 

Also  there  is  some  evidence  throughout  the  country  that  certain 
attorneys  for  some  creditors  will  obtain  proxies  and  in  essence  be 
able  to  name  their  own  trustee  which  may  or  may  not  be  good  for 
the  estate  depending  on  the  circumstances. 

There  is  a  concept  in  the  bill — and  I'm  not  sure  whether  I  under- 
stand it  and  I  don't  know  what  would  happen — and  that  is.  that  it 
seems  we  are  now  referring  to  an  estate  in  the  trustee.  I  presume  that 
we're  talking  about  something  that  is  equivalent  to  a  probate  estate. 

Under  the  present  act  when  a  trustee  is  appointed  he  goes  into  title. 
He  is  the  owner  of  the  property. 

I  don't  know  what  ramifications  would  arise.  I  know  the  case  law 
that  has  been  determined  up  to  this  point  on  various  and  sundry 
issues  regarding  trustees'  rights  have  been  based  upon  the  fact  that 
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the  trustee  was  the  owner  of  the  property  at  the  time  that  any  action 
was  taken.  If  in  fact  he  does  not  become  the  owner  and  he  merely 
becomes  the  administrator  of  an  estate,  then  I  flatly  do  not  know  what 
ramifications  this  may  have  upon  previous  decisions  and  what  the 
rights  of  the  parties  may  or  may  not  be.  I  am  not  sure  whether  I 
understand  it  completely,  but  that  is  the  way  that  I  have  interpreted 
it  up  to  this  point.  I  merely  point  this  out  because  I'm  not  sure  about 
its  consequences. 

Things  that  I  would  like  to  see  in  the  bill  which  I  would  call  per- 
sonal preferences  are  these.  I  know  the  committee  has  been  in  session 
for  a  long  time  and  I  will  make  these  brief.  I  feel  that  consideration 
should  be  given  for  an  extension  of  time  for  filing  of  claims.  Many 
creditors'  rights  have  been  lost,  possibly  by  negligence  of  the  attorney 
or  ignorance  of  the  law  or  not  understanding  the  law  by  filing  late 
claims.  When  that  6  months  runs  the  court,  even  in  circumstances 
that  may  well  warrant  the  extension  of  time,  does  not  have  the  power 
to  do  it.  It's  a  jurisdictional  matter.  I  think  the  court  should  be  given 
some  discretion  to  allow  late  filed  claims  to  be  admitted  under  the 
proper  circumstances. 

Referring  to  some  of  the  Government  agency  problems.  I  think  that 
the  governmental  actions  have  created  more  problems  for  the  success- 
ful rehabilitation  of  a  company  than  any  other  single  factor.  As  you 
know,  in  nearly  every  case  the  Government,  either  State  or  local  or 
Federal,  is  going  to  be  involved  in  some  capacity  in  some  way,  wheth- 
er it  is  for  obtaining  permits,  or  levying  personal  property  taxes  or 
real  property  taxes  or  income  taxes  and  various  and  sundry  other  forms 
of  taxes  and  penalties.  Whatever  it  may  be  there  will  be  some  form  of 
Government  involved.  I  think  some  effort  should  be  made  to  look  into 
the  general  area  of  what  is  the  governmental  agencies'  taxing  powers 
as  against  an  estate.  I'm  not  advocating  a  revamped  role  but  I  am  in- 
dicating that  there  could  be  clarification  of  certain  laws  in  the  area 
of  the  bankrupt  estate  versus  the  Internal  Revenue  Service  and/or 
other  Federal,  State  and  local  government  agencies. 

The  other  area  that  I  find  that  is  one  of  the  biggest  handicaps  to  a 
practicing  lawyer  is  taking  a  small  business  into  a  chapter  proceeding. 
The  situation  where  you  have  $1  million  or  $2  million  worth  of  assets, 
usually  a  closed  corporation.  In  nearly  every  instance  there  are  sub- 
stantial secured  debts  and  in  all  instances,  unless  the  secured  creditor 
makes  a  mistake,  there  are  personal  guarantees  signed  by  the  parties 
which  are  operating  the  company  and  have  been  operating  the 
company. 

In  effect  what  happens  is  that  the  secured  creditor,  when  it  finds 
that  the  automatic  stay  has  been  placed  against  it.  will  proceed  against 
the  person  who  has  personally  guaranteed  the  loan  and  that  is  usual- 
ly the  same  person  who  is  trying  to  rehabilitate  the  Company.  So,  the 
secured  creditor  then  in  turn  can  put  the  pressure  on  the  president  of 
the  company  or  the  main  financial  officers  of  that  company  and  there- 
by cither  force  them  to  go  into  personal  bankruptcy,  or  in  in  the  al- 
ternative, thwart  the  success  of  any  proposed  chapter  proceeding. 
Therefore,  I  feel  there  should  be  some  protection  built  into  any  act  that 
may  at  least  stay  a  secured  creditor  from  proceeding  against  those 
parties  that  have  personally  guaranteed  the  debt  if  those  parties  are 
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personally  involved  in  the  rehabilitation  effort.  This  rule  should  be 
extended  to  those  who  are  not  personnally  involved  in  the  rehabilita- 
tion. 

Obviously  somewhere  along-  the  way  the  persftna]  guarantors,  if  the 
rehabilitating  company  is  unable  to  pay.  will  have  to  conic  up  with 
the  money.  The  question  is  whether  they  are  just  going  to  take  the  place 
of  the  secured  creditors  or  should  they  be  protected  also?  I  think  it's 
a  matter  that  should  be  looked  into.  I  think  it  would  help  in  the  re- 
habilitation of  some  companies. 

With  regard  to  certificates  of  indebtedness,  1  think  that  we  should 
expand  upon  what  is  in  the  present  chapter  XI  in  the  act.  I  think  that 
it  is  important  that  a  senior  creditor  can  be  subordinated  to  the  claims 
of  the  trustee  or  the  debtor  in  possession  as  long  as  it  can  be  shown 
clearly  that  the  secured  creditors'  security  position  will  not  be  ulti- 
mately damaged.  The  proposed  act  has  a  clause  but  there  is  some  ques- 
tion in  my  mind  as  to  whether  or  not  you  will  be  able  to  get  the  bank- 
ruptcy courts  and  the  bankruptcy  judges  to  allow  the  lien  under  a 
trustees'  or  receivers'  certificate  to  take  precedent  over  security  interest . 
I  think  it's  an  area  that  might  be  built  up  a  little  bit  even  though  it  is 
covered  generally. 

As  for  the  referee's  salary  and  expense  fund,  in  my  opinion  it  is 
burdensome  to  chapter  proceedings.  You  do  have  a  limitation  that  is 
presently  $100,000  maximum.  I  presume  that  that  is  to  replace  what 
we  presently  call  the  referee's  salary  and  expense  fund.  That  term  in 
itself  is  not  used  in  the  present  act  which  I  think  is  a  step  forward.  It 
is  really  a  misnomer  and  I'm  happy  to  see  that  it  is  out  of  the  bill. 

However,  in  a  chapter  proceeding,  in  the  deposit  provisions  that  we 
presently  have,  the  referee's  salary  and  expense  fund  must  be  paid  in 
full  before  a  plan  can  be  confirmed.  In  many  chapter  proceedings  this 
can  amount  to  hundreds  of  thousands  of  dollars.  That  has  to  be  paid 
in  cash  before  confirmation  of  a  plan.  Even  the  limitation  of  $100,000 
is  too  much  in  an  equity  financing  type  case,  of  course,  would  not  be 
something  that  would  probably  stand  in  its  way.  But  in  most  cases 
where  you  have  $30,000,  or  $10,000,  or  $50,000,  that  sum  will  destroy  a 
plan.  There  is  no  provision  for  a  waiver  of  the  payment.  Perhaps  a 
waiver  provision  or  a  payment  provision  as  to  other  creditors  or  some- 
thing of  that  nature  might  assist  in  allowing  for  more  companies  to  be 
rehabilitated  without  the  onus  of  that  heavy  fine. 

I  have  a  couple  of  comments  but  it  is  getting  late  and  I  would  pre- 
fer to  answer  any  questions  that  you  might  have  right  now. 

Senator  DeCoxcini.  We  appreciate  that.  We  will  take  a  break  for 
the  reporter. 

If  you  would  care  to  submit  those  to  us  or  an}'  other  general  com- 
ments we  would  be  more  than  happy  to  have  those  on  the  record.  It 
will  remain  open. 

Mr.  Dixon  ? 

Mr.  Dixon.  Mr.  Lerch,  as  a  practicing  attorney  who  represents 
creditors  who  in  effect  pay  the  trustee's  fee  in  a  bankruptcy  suit,  do 
you  have  an  opinion  on  the  testimony  that  we  heard  today  about 

If  you  would  care  to  submit  those  to  us  or  any  other  general  com- 
mission basis  ? 

Mr.  Lerch.  Yes:  I  have  some  strong  feelings  on  that.  T  feel  that  a 
reasonable  fee  basis  is  the  way  that  the  trustees  should  be  compen- 
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sated.  A  good  example  of  where  justice  is  not  being  done  in  a  ease  and 
there  are  certain  practices  in  the  community  where  a  trustee  even 
though  it  may  not  be  possibly  favorable  from  a  remuneration  stand- 
point may  feel  that  in  order  to  correct  a — let  me  give  you  an  ex- 
ample. I'm  not  saying  it  very  well. 

In  many  instances  when  a  construction  company  goes  under  you 
have  a  chargeback  provision  so  that  any  accounts  receivable  that 
might  be  coming  from  a  contractor  for  all  intents  and  purposes  are 
uncollectible  because  they  will  charge  back  and  charge  back  and 
charge  back  and  say  that  the  work  was  done  wrong.  By  the  time  you 
get  in  there  the  accounts  receivable  have  been  destroyed,  particularly 
if  you're  representing  a  subcontractor.  Oftentimes  it's  a  general  coii- 
t  ractor  if  you  have  a  bonding  company  involved. 

But  the  main  thing  is  this.  If  a  trustee  decides  that  he  wants  to 
undertake  to  go  against  one  of  the  contractors  stating  that  no  funds 
are  owed,  and  if  he  does  that  as  a  standard  routine  type  of  procedure, 
he  will  eventually  find  that  he  will  be  collecting  more  and  more  ac- 
counts  receivable.  Once  they  know  that  that  trustee  is  going  to  be 
proceeding  against  them  then  he  will  get  a  fair  shake. 

However,  it's  a  very  expensive  proposition,  particularly  when  there 
is  no  money  in  the  estate  and  you're  going  on  the  come.  So  often  you're 
not  going  to  be  successful  on  a  particular  estate,  but  you're  going  to 
find  that  in  the  future  it's  going  to  do  you  some  good. 

If  there  was  some  way  we  wouldn't  have  to  worry  about  whether 
he's  going  to  win  or  lose  but  rather  is  the  issue  one  that  should  be 
tried  and  is  it  something  that  will  eventually — and  hopefully  in  that 
case — protect  the  creditors  by  recovering  more  funds  then  more  of 
these  cases  would  be  undertaken. 

It  does  not  behoove  him  to  go  after  those  hard  cases  when  you  are  on 
a  percentage  basis,  a  commission  basis  I  should  say.  If  you're  going 
on  the  basis  that  you  want  him  to  get  in  there  and  do  the  best  he  can. 
he  may  take  every  dollar  that  is  left  in  the  estate  for  administrative 
expenses  and  that  would  be  better  in  the  long  run  of  the  administra- 
tion of  the  Bankruptcy  Act  than  it  would  be  to  take  a  percentage  and 
thereby  not  have  them  proceed  in  those  hard  cases. 

Mr.  Dixox.  Thank  you,  Mr.  Chairman. 

Senator  DeCoxcixt.  We  will  take  just  a  short  break  and  then  re- 
turn for  the  balance  of  the  testimony. 

[Recess  taken.] 

Senator  DeCoxctxt.  We  will  resume  our  hearing. 

Mr.  Quittner,  I  assure  you  that  we  will  take  your  testimony,  and 
Mr.  Root.  This  is  just  one  of  those  things.  Somebody  has  to  come  last. 
Mr.  Root  will  you  oroceed  and  then  we  will  proceed  with  Mr.  Quittner. 
Your  testimony  will  appear  in  the  record  as  you  submit  it  to  us 

STATEMENT  OF  STUART  D.  ROOT,  ESQ.,  NEW  YORK,  N.Y. 

Mr.  Root.  My  name  is  Stuart  D.  Root;  I  am  an  attorney  practicing 
law  in  neither  the  West  Coast  nor  in  more  enlightened  areas  referred 
to,  but  rather  in  New  York  City  with  the  firm  of  Cadwalader, 
Wickersham  and  Taft. 

It  is  a  privilege  to  testify  before  this  subcommittee,  on  Senate 
bill  2266,  for  which  I  thank  you. 
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I  have,  last  week,  submitted  a  statement  for  the  use  of  your  com- 
mittee which  I  would  ask  be  incorporated  with  these  remarks.  That 
statement  concerns  the  areas  of  (i)  executory  contracts  as  they  may 
relate   to   commitments,   and    (ii)    the  secondary   mortgage  market. 

Senator  DeConcini.  Your  statement  will  be  made  a  part  of  the 
record  at  this  point. 

[The  prepared  statement  of  Stuart  Root  follows:] 

Prepared  Statement  of  Stuart  D.  Root,  Esq. 

My  name  is  Stuart  D.  Root.  I  am  an  attorney  practicing  law  in  Now  York 
City  as  a  member  of  the  firm  of  Cadwalader,  Wickersham  cfe  Taft.  In  the  course 
of  my  practice  I  have  had  occasion  to  counsel  institutional  investors  concerning 
aspects  of  the  bankruptcy  laws.  More  recently  I  have  been  responding  to  some 
concerns  expressed  about  provisions  of  S.  2266  and  H.R.  8200  as  it  has  passed 
the  House  of  Representatives.  I  am  aware  that  many  of  the  issues  of  importance 
to  investors  will  ably  be  covered  by  others  appearing  before  your  committee. 
Hence,  I  will  limit  my  remarks  to  the  major  areas  which  are  not,  to  the  best  of  my 
information,  being  addressed  by  others,  to  wit : 

1.  Executory   Contracts. 

2.  Mortgage  Participations — Secondary  Mortgage  Market. 

A.  Property  of  the  Estate. 

B.  Priorities  of  the  Trustees. 

Before  developing  these  issues,  I  wish  to  thank  the  Committee  for  the  courtesy 
shown  in  inviting  my  comments. 

i.  executory  contracts 

The  long  term  mortgage  and  unsecured  senior  debt  investment  community  is 
greatly  concerned  about  the  status  of  commitments  to  lend  money  to,  or  purchase 
debt  securities  from,  a  debtor.  Of  course,  such  commitments  would  have  originated 
well  in  advance  of  any  case  being  commenced,  and  indeed  prospective  lenders 
would  have  assumed  that  a  borrower  would  not  become  a  "debtor."  Hence, 
lenders  issuing  commitments  do  so  implicitly  or  explicitly  on  the  basis  that  an 
insolvent  borrower  could  not  compel  performance  on  such  a  commitment.  In 
support  of  this  view  is  Central  Trust  Co.  v.  Chicago  Auditorium  Association,  240 
U.S.  581  (1916). 

Specifically,  the  Bill  may  be  read  as  follows: 

1.  Section  365(a)  permits  a  trustee  to  assume  an  executory  contract  (which 
may  be  read  to  include  a  commitment  to  loan  money  to  the  debtor)  ; 

2.  Where  insolvency  is  the  cause  of  a  breach  in  a  commitment,  subsection 
(b)  (2)  of  Section  365  absolves  the  trustee  from  responsibility  to  provide  "adequate 
assurance  of  future  performance"; 

3.  Indeed,  even  where  a  breach  has  taken  place  by  reason  of  a  receiver's  taking 
possession  under  state  law  prior  to  the  commencement  of  a  case,  the  "contract" 
(read  "commitment")  may  be  assumed — presumably  as  if  it  had  not  been  already 
cancelled  when  the  case  is  commenced;  and 

4.  The  commitment  is  locked-in  under  subsection  (e)  of  Section  365. 

Lenders  have  a  slim  hope  of  regaining  a  more  rational  treatment  under  sub- 
section (c)  of  Section  365  if  "applicable  law  excuses  a  party"  from  accepting  a 
trustee's  or  delegatee's  performance.  However,  the  commentators  to  whom  I  have 
addressed  this  issue  appear  to  limit  its  application  to  circumstances  where  the 
trustee  or  delegatee  would  be  performing  "personal  services"  when  the  contracting 
party  had  bargained  for  those  of  the  debtor. 

Accordingly,  a  lender  giving  a  forward  commitment  to  lend  funds  runs  the 
unreasonable  risk  of  having  to  make  a  loan  and  become  ipso  facto  an  immediate 
creditor  of  an  insolvent.  This  result  (i)  offends  reasonable  expectations  of  lenders 
issuing  commitments,  and  (ii)  circumvents  the  protections  granted  under  Section 
364  ("Obtaining  Credit")  to  lenders  which  make  loans  to  an  estate,  i.e.  lenders 
which  are  protected  by  an  administrative  expense  priority,  or  by  a  lien  on  estate 
property,  or  by  an  assurance  of  "adequate  protection"  as  to  which  a  trustee  has 
the  burden  of  proof. 

Lenders  issuing  forward  commitments  to  a  debtor,  and  lenders  granting  credit 
directly  to  an  estate,  should  not    be  subject  to  such  vastly  different    results. 

The  solution  may  be  one  of  the  following: 


522 

1.  Define  "executory  contract"  so  as  to  exclude  "any  contract  which  is  a  com- 
mitment principally  for  the  loan  of  money  to,  or  for  the  purchase  of  securities 
from  and  issued  by,  the  debtor." 

2.  Add  to  Section  365,  subsection  (c)  a  new  paragraph  (3)  to  read:  "(c)  the 
contract  is  principally  for  the  loan  of  money  to,  or  for  the  purchase  of  securities 
from  and  issued  by,  the  debtor." 

Conforming  grammatical  changes  should  be  made  in  existing  paragraphs  (1) 
and  (2).  Aside  from  a  clarifying  definition,  I  believe  this  change  is  the  fairest, 
because  neither  lenders  nor  borrowers  expect  loan  commitments  to  be  enforce*  1 
during  a  borrower's  insolvency,  particularly  in  light  of  Section  364. 

3.  To  the  end  of  Section  365,  subsection  (b)(2),  add:  "*  *  *  unless  any  such 
provision  relates  principally  to  a  contract  for  the  loan  of  money  to,  or  for  the 
purchase  of  securities  from  and  issued  by,  the  debtor." 

Again,  conforming  changes  should  be  made.  I  believe  this  is  an  improvement, 
but  short  of  the  result  in  (1.)  and  (2.)  above.  It  would  require  the  trustee  to  provide 
"adequate  assurance  [defined  in  Section  361]  of  future  performance"  under  the 
commitment. 

II.    MORTGAGE    PARTICIPATIONS PROPERTY    OF    THE    ESTATE    AND    PRIORITIES 

A.   Property 

Under  Section  70  of  the  existing  Bankruptcy  Act,  the  bankrupt's  "title"  to 
property  "wherever  located"  vests  in  the  trustee  as  of  the  petition  filing  date. 
These  concepts  have  become  well-developed  over  the  past  decades,  so  that 
Collier  on  Bankruptcy  ("Collier")  sets  forth  principles  with  ample  support  to  the 
effect  that  even  if  the  bankrupt  holds  property  in  which  others  have  an  interest 
(properly  identifiable  and  documented),  the  rights  of  such  third  persons  are 
protectable. 

These  concepts,  moreover,  are  of  particular  significance  in  the  operation  of  the 
burgeoning  secondary  mortgage  market,  particularly  with  reference  to  mortgage 
participations.  The  vast  GNMA  market  which  presently  accounts  for  upwards 
of  80%  of  all  FHA  and  VA  mortgage  loans  created  each  year  is  structured  so  that 
legal  "title"  of  those  mortgages  is  held  by  companies  having  only  modest  capital 
requirements.  And,  other  government  programs  as  well  are  premised  on  the  use 
of  mortgage  participations  for  developing  a  market  in  conventional  residential 
mortgage  loans. 

But,  Section  541  ("Property  of  the  Estate")  may  effect  an  unintended  result 
in  the  context  of  previously  well-developed  law.  Aside  from  dismissing  the  con- 
cept of  "title"  vesting  in  a  trustee  (and  shifting  to  the  creation  of  an  estate),  the 
"property  to  comprise  the  estate"  shall  be,  essentially,  "all  legal  or  equitable  inter- 
ests of  the  debtor  in  property  as  of  the  commencement  of  the  case."  (Emphasis 
added.)  The  breadth  of  these  terms  may  statutorily  vest  in  a  bankrupt's  estate 
large  blocks  of  property  which  are  presently  capable  of  being  protected.  This 
protection  emanates  from  case  law  fiduciary  responsibilities  of  a  trustee  encum- 
Isering  debtor's  property  or  the  trustee's  title.  Hence,  if  a  debtor  has  bare  legal 
title  (as  in  the  case  of  a  GNMA  guaranteed  participation  "pool"  of  mortgage 
loans),  that  legal  title  will  vest  in  the  new  estate  created.  If  the  legal  title  then 
constitutes  "property  of  the  debtor"  in  the  control  of  a  "custodian"— as  is  the 
case  in  many  GNMA  mortgage  pools — Section  543  would  immobilize  the  opera- 
tion of  such  a  government  guaranteed  pool  (absent  a  bankruptcy  court  order). 

This  result  appears  to  me  to  be  unnecessary  and  avoidable  with  a  recognition 
of  the  judicial  principles  already  developed.  Collier  summarizes  a  bankruptcy 
trustee's  responsibility  to  turn  over  property  owned  by  third  persons  (even  if  the 
bankrupt  had  legal  title)  in  4A  Collier  70.25  (1976).  Section  541(a)(1),  therefore, 
could  be  tempered  by  adding:  "[.],  subject  to  the  rights  of  ownership  possessed  by 
third  person  claimants  in  such  property." 

B.  Priorities 

A  major  change  is  portended  by  the  priority  accorded  the  trustee  as  "lien 
creditor"  under  Section  544.  This  change  could  have  far-reaching  effects  on  real 
estate  financing  practices  presently  serving  the  growth  of  GNMA,  FHA/VA, 
FN  MA,  FHLMC  and  other  government  sponsored  programs. 

Section  544  singles  out  real  property  transactions  so  as  to  give  to  the  trustee 
the  rights  and  powers  of  a  bona  fide  purchaser  (real  or  hypothetical)  effective 
at  the  commencement  of  the  case  for  purposes  of  measuring  the  trustee's  priority 
claim.  These  questions  are  presented: 
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1.  Does  the  term  ''real  property"  embrace  those  interests  in  real  property 
under  local  law  which  are  deemed  "conveyances"? 

2.  Is  the  provision  intended,  or  should  it  be  intended,  to  reverse  the  practice 
used  to  facilitate  the  development  of  the  secondary  mortgage  market,  namelj 
the  use  of  pools  of  mortgages  held  in  the  name  of  mortgage  servicers,  but  not 
names  of  myriad  purchasers? 

3.  Is  the  provision  intended  to  vitiate  the  collateral  held  for  the  security  of 
mortgage-backed  bondholders  in  jurisdictions  where  the  bona  fide  purchaser  of 
fraudulent  documents  has  a  prior  claim  to  an  unrecorded  collateral  assignment? 
There  are  cases  where  a  purchaser,  in  good  faith,  of  fraudulently  prepared  in- 
struments prevails  over  the  holder  of  the  genuine  instruments  because  of  the 
purchaser's  recoiding  the  instruments  first.  Is  the  trustee  to  be  in  the  shoes  of 
this  hypothetical  purchaser? 

In  light  of  the  issues  referred  to  above,  and  germane  to  an  increasingly  im- 
portant support  system  for  our  national  housing  credit  needs,  I  recommend  that 
this  committee  give  careful  attention  to  the  impact  of  the  Bankruptcy  laws  on 
the  secondary  mortgage  market.  And,  at  a  minimum,  to  clarify  a  conflict  pertain- 
ing to  mortgage  participations  which  exists  between  (i)  case  law  relating  to  rights 
of  third  parties  in  property  held  in  the  name  of  a  debtor,  and  (ii)  emerging  con- 
clusions relating  to  insolvency  of  "lead"  loan  participants.  (Stahl,  "Loan  Partici- 
pations: Lead  Insolvency  and  Participants'  Rights"  (Part  I),  The  Banking  Law 
Journal,  Vol.  94,  No.  10,  November-December,  1977.) 

Thank  you  very  much. 

Mr.  Root.  Since  preparing  those  written  remarks  I  have  reviewed 
the  House  Report  95-595  on  H.R.  8200.  On  page  348,  the  report  is 
responsive  to  the  concerns  I  have  expressed  about  loan  commitments 
being  executory  contracts — but  it  is  premised  on  a  construction  of 
what  is  "applicable  law."  Unfortunately,  in  my  opinion,  the  extent  to 
which  a  party  may  be  excused  from  performing  under  "applicable  law" 
has  become  seriously  clouded.  I  refer  to  the  very  pointed  dissent  by 
Judge  Hays  in  the  second  circuit  decision  of  Queens  Blvd.  Wine  <£• 
Liquor  Corp.  v.  Blum,  503  F.  2d  202  (2d  Cir.  1974).  In  this  case  the 
court  construed  this  language: 

*  *  *  an  express  covenant  that  an  assignment  by  *  *  *  the  bankruptcy  of  a 
specified  party  *  *  *  shall  terminate  the  lease  *  *  *  is  enforceable. 

Held — the  express  covenant  was  not  enforceable.  This  only  magni- 
fies the  uncertainties  of  relying  on  "applicable  law." 

Further,  the  House  report  appears  to  assume  that  loan  commit- 
ments are  nonassignable,  whereas  in  fact  such  commitments  take  on 
many  different  forms.  Frequently  commitments  for  real  estate,  for 
example,  may  be  framed  so  as  to  support  a  specific  project  but  be 
indefinite  as  to  the  identity  of  the  precise  borrower.  Indeed,  the 
borrower  may  be  an  entity  to  be  formed.  Such  a  commitment  should 
not  be  dismissed  as  nonassignable,  and  hence  as  of  no  concern.  Instead, 
the  best  way  of  coping  with  this  issue  is  to  define  executory  contracts 
in  a  way  which  embodies  the  result,  but  without  the  reasoning,  of 
H.R.  95-595  in  its  discussion  of  proposed  section  365,  subsection  (c). 

So  much  for  executory  contracts. 

Some  months  ago  the  secondary  mortgage  market — in  which  I  have 
participated  as  a  counsel  in  many  different  capacities — was  rudely 
shocked  by  the  assertion  of  a  bankruptcy  trustee  that  loan  participa- 
tions sold  by  a  mortgage  company  were,  instead,  actually  borrowings 
by  that  company.  Hence,  the  trustee  averred,  the  purchasers  were  in 
law  lenders — and  probably  unsecured  at  that. 

The  secondary  mortgage  market  depends  extensively  on  the  use  of 
mortgage  participations.  They  are  the  vehicles  through  which  vast 
sums  are  brought  into  housing  from  sources  which  have  no  time, 
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patience,  or  facilities  to  deal  with  the  proper  creation  and  extensive 
review  of  mortgage  documents.  By  the  use  of  participations,  the 
GNMA  program  above  has  attracted  $40  billion  into  housing  from 
sources,  in  large  part,  unfamiliar  with  mortgage  lending. 

This  trend  should  be  encouraged.  Instead,  the  sections  dealing  with 
Property  of  the  Estate  (Section  541)  and  Priorities  of  the  Trustee 
(Section  544)  present  new  encumbrances  for  the  orderly  growth  of  this 
market.  The  topic  deserves  special  attention  because  of  (ii)  the  impor- 
tant area  this  market  serves,  and  (ii)  the  great  size  to  which  it  has 
successfully  grown. 

Finally,  I  urge  this  Committee's  consideration  of  another  financial 
market,  that  of  Commodities  Futures.  I  am  aware  that  the  delicate 
nature  of  this  market  has  been  recognized  in  the  additions  sponsored 
by  the  Commodities  Futures  Trading  Commission,  namely  Section 
761  et  sequens  in  Subchapter  IV  entitled  "Commodity  Broker  Liquida- 
tion." One  area  that  is  not  addressed  by  these  sections  is  bankruptcy 
of  a  customer  of  a  futures  commission  merchant  (or  "FCM"). 

The  function  of  a  commodities  futures  market  is  to  shift  risks  of 
eventual  price  fluctuations  from  those  who  wish  to  lock  in  benefits 
now  to  those  who  wish  to  assume  the  risk  of  future  price  fluctuations. 
This  is  a  delicate,  if  not  fragile,  system  depending  for  its  success  on 
capital  adequacy  of  the  many  participants.  For  example,  a  commodity 
clearing  house  at  the  center  of  this  market  depends  on  capital  ade- 
quacy of  carrying  brokers;  they  in  turn  depend  on  the  adequacy  of 
futures  commission  merchants;  and  FCM's  look  to  the  capital  strength 
of  customers  and  their  maintenance  margins. 

If  an  FCM  is  unable  to  limit  its  exposure  to  extreme  price  fluctua- 
tions through  its  inability  to  "closeout"  a  defaulting/insolvent  cus- 
tomer's account,  then  there  is  a  potential  domino  effect.  This  has  been 
judicially  discussed  in  Geldermann  and  Company,  Inc.  v.  Lane  Proc- 
essing, Inc.,  527  F.  2d  571  (8th  Cir.  1975)  wherein  the  Court  recog- 
nized the  need  for  market  stabilit}r  through  a  power  to  "close-out"  an 
account  in  a  contractual  liquidation  provision. 

It  is  clear  that  the  liquidation  provision  promoted  the  interest  and  protection  of 
the  commission  merchants,  their  customers  and  the  investing  public  as  a  whole. 
Investors  anrl  speculators  who  have  failed  to  deposit  sufficient  maintenance  mar- 
gins may  have  insufficient  financial  resources  to  withstand  substantial  losses  on 
the  market  and,  if  so,  continued  trading  on  that  account  is  a  financial  risk  for  the 
commission  merchant,  and  ultimately  for  the  commodities  exchange  if  the  loss 
suffered  by  the  commission  merchant  exceeds  its  capital  account.  Id.  at  p.  557. 
(Emphasis  added.) 

The  Geldermann  case  sustained  a  "close-out"  clause  against  an  attack 
that  it  was  "unconscionable";  it  has  even  greater  importance  if  the 
customer  is  insolvent. 

However,  unless  Subchapter  IV  deals  with  customers  as  well  as  with 
commodities  futures  exchanges,  brokers  and  futures  merchants,  the 
system  will  remain  unnecessarily  exposed.  This  is  true  for  both  the 
power  to  "close-out"  a  customer,  and  the  right  to  receive  a  variation 
margin — without  such  receipts  being  exposed  as  voidable  preferences. 
Both  of  these  powers  exist  in  the  event  of  the  bankruptcy  of  entities 
further  up  the  pyramid. 

I  would  appreciate  the  opportunity  to  submit  specific  recommenda- 
tions so  as  to  contain  the  ripples  of  a  customer's  insolvency.  I  believe 
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such  protection  is  achievable,  and  request  permission  to  amplify  these 
remarks  to  that  end. 

Thank  you. 

Senator  DeConcini.  Quite  frankly,  I'm  not  prepared  enough  in 
the  area  of  commodities  to  respond  to  your  suggestions,  but  I  do 
welcome,  however,  your  detailed  explanation  to  us  and  will  instruct 
the  staff  and  have  instructed  Mr.  Feidler  to  work  with  you  to  attempt 
to  provide  some  equity  in  this  very  sensitive,  complicated  area. 

Mr.  Root.  Thank  you  very  much. 

The  House  relied  extensively  on  the  CFTC  for  the  subchapter  4 
that  is  already  there.  It  may  very  well  be  that  it  was  simply  oversight 
that  precluded  the  bottom  of  the  pyramid  being  dealt  with  in  the 
legislation  as  it  came  forward; 

But  we  do  believe  that  if  you  have  insolvency  at  the  low  levels, 
that  you  do  have  a  possible  multiplier  effect  as  it  goes  on  up  the 
pyramid  to  the  point  of  the  exchange  itself,  and  that  conclusion  is 
not  new  with  me  but  in  fact  was  in  the  eighth  circuit's  decision. 

Senator  DeCoxcixi.  We  will  welcome  an  addition  to  your  testi- 
mony here  that  you  have  already  submitted.  We  will  welcome  the 
submission  of  any  details  as  to  how  you  think  we  should  proceed. 
Mr.  Feidler  and  the  staff  will  be  corresponding  with  you,  and  we  will 
work  with  you  in  the  next  several  weeks. 

Mr.  Root.  Thank  you  very  much. 

Senator  DeCoxcixi.  Mr.  Quittner,  finally  we  are  going  to  hear 
from  3^011.  I  thank  3011,  sir,  for  your  patience  and  apologize. 

Mr.  Quittner.  I  alwa}Ts  thought  age  came  before  beauty. 
[Laughter.] 

Senator  DeConcini.  We  look  forward  to  your  testimony. 

STATEMENT  OP  FRANCIS  E.  QUITTNER,  ESQ.,  LOS  ANGELES,  CALIF. 

Senator  DeConcini.  Your  testimony  as  submitted  to  us  will  appear 
in  the  record  at  this  point.  If  you  care  to  underline  some  of  it,  that 
will  be  quite  satisfactory. 

[The  prepared  statement  of  Francis  Quittner  follows:] 

Statement  of  Francis  F.  Quittner 

I  am  Francis  F.  Quittner,  a  practicing  attorney  in  the  City  of  Los  Angeles, 
California.  The  statement  that  hereinafter  follows  pertains  only  to  the  subject  of 
Appellate  Review  in  Bankruptcy  and  to  no  other  portions  of  the  proposed  Bank- 
ruptcy Act.  Although  as  will  later  appear  I  am  a  member  of  various  important 
Conferences  and  other  organizations  interested  in  improving  bankruptcy  admin- 
istration. I  am  not  speaking  officially  for  any  of  these  organizations  but  only  in 
my  proper  person.  Views  herein  expressed  are  entirely  my  own  and  bear  no  official 
endorsement  by  any  organization  or  Conference. 

I  have  practiced  in  the  field  of  insolvency,  specializing  in  corporate  reorganiza- 
tion matters  in  Los  Angeles,  California  and  will  on  March  22,  1976  celebrate  my 
50th  year  in  the  practice  of  law.  I  have  been  a  member  of  the  National  Bankruptcy 
Conference  since  1952  and  am  still  very  active  in  that  organization.  In  that  Con- 
ference I  served  on  the  Executive  Committee  for  about  nine  years.  I  also  served 
as  Chairman  of  certain  Committees.  I  devote  most  of  my  activity  to  the  Com- 
mittee on  Arrangements  and  Reorganization.  I  am  a  member  of  the  Bankruptcy 
Committee  of  the  Ninth  Circuit  Judicial  Conference.  I  was  appointed  in  1954 
and  am  still  a  member  of  that  Committee.  I  was  its  Chairman  from  1954  to  1964. 
Additionally  I  participated  extensively  in  some  of  the  drafting  of  the  Bankruptcy 
Act  of  1938  under  the  leadership  of  the  late  Rueben  Hunt  of  the  California  Bar. 
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During  my  Chairmanship  of  the  Ninth  Circuit  Judicial  Conference  Bankruptcy 
Committee  I  proposed  numerous  amendments  to  the  Bankruptcy  Act  which 
were  approved  by  the  Judicial  Conference  of  the  United  States  and  the  Adminis- 
trative Office  which  are  now  part  of  the  Bankruptcy  Act  in  effect  as  of  this  time. 
I  performed  a  similar  function  as  a  member  of  the  National  Bankruptcy  Confer- 
ence. I  am  the  author  of  the  proposal  to  consolidate  Chapters  X  and  XI  into  a 
single  Chapter  and  have  lectured  and  written  on  the  subject  in  which  the  pro- 
posed merger  was  referred  to  as  Chapter  X-l/2,  and  is  the  basis  of  the  now 
proposed  Chapter  VII.  I  have  many  other  credits  too  numerous  to  mention  as  to 
my  activity  and  participation  in  improving  bankruptcy  administration. 

An  invitation  was  extended  to  me  to  appear  before  your  Committee  on  Octo- 
ber 30th  as  a  witness.  However,  I  was  advised  by  a  member  of  your  staff  that 
the  message  inviting  me  was  left  at  a  hotel  in  New  York  at  which  I  was  staying 
on  the  28th  of  October,  confirming  the  invitation  to  me,  but  unfortunately  it  was 
never  delivered.  However,  a  member  of  your  staff  advised  me  by  letter  that 
although  the  Committee  could  not  now  have  the  benefit  of  my  testimony  in  person 
that  there  was  an  opportunity  for  me  to  submit  my  views  to  the  Subcommittee 
for  enclosure  in  the  record.  I,  therefore,  have  taken  advantage  of  this  invitation 
and  will  proceed  with  my  argument. 

Of  all  of  the  provisions  of  the  new  proposed  Bankruptcy  Act  none  appears  to 
be  more  controversial  at  the  present  time  than  the  method  of  conducting  appeals 
from  the  Bankruptcy  Court's  Orders  and  Judgments.  The  Committee  of  the 
National  Bankruptcy  Conference  on  establishment  of  a  separate  Bankruptcy 
Court  reported  to  the  National  Bankruptcy  Conference  at  the  Mid- Year  Meeting 
in  April,  1975  (which  Committee  is  chairmaned  by  George  M.  Treister)  as  follows: 

Appeals  from  the  Bankruptcy  Court  would  run  in  the  first  instance  to  an 
Appellate  Department  of  the  Bankruptcy  Court  consisting  of  one  or  more  three 
member  panels  of  Judges  designated  by  the  Chief  Judge  of  the  Circuit  from 
among  the  Bankruptcy  Judges.  The  Appellate  Department  would  not  be  a  sepa- 
rate Court.  Assignment  to  it  would  not  be  on  a  permanent  basis  but  the  appointing 
Chief  Judge  would  rotate  the  appointments  depending  upon  availability  of  the 
Bankruptcy  Judges,  how  much  appellate  business  there  was,  etc. 

At  the  meeting  of  the  National  Bankruptcy  Conference  in  Chicago,  Illinois  in 
April  of  1975  this  portion  of  the  report  was  rejected  and  in  its  place  a  resolution 
was  adopted  as  follows: 

Appeals  from  the  Bankruptcy  Court  to  Court  of  Appeals.  Appeals  from  the  new 
Bankruptcy  Court  should  run  directly  to  the  Court  of  Appeals,  rather  than  to 
the  District  Court  or  to  an  appellate  division  or  department  of  the  Bankruptcy 
Court. 

This  was  followed  up  by  the  Drafting  Committee  of  the  National  Bankruptcy 
Conference  and  is  found  in  their  draft  which  has  been  submitted  to  you  under 
Section  2-210  Appeals  and  Reviews.  In  this  draft  it  is  proposed  that  the  U.S. 
Court  of  Appeals  have  jurisdiction  of  appeals  from  judgments  and  orders  of  tht- 
Bankruptcy  Courts. 

The  Bankruptcy  Committee  of  the  Ninth  Judicial  Circuit  Conference,  in  spite 
of  the  action  taken  by  the  National  Bankruptcy  Conference,  presented  a  resolu- 
tion to  the  Ninth  Circuit  Judicial  Conference  which  was  held  in  San  Francisco, 
California  in  July  of  1975  as  follows: 

B.  Resolution  re  method  of  appeals  from  the  Bankruptcy  Court 

Be  it  resolved:  That  the  Ninth  Circuit  Judicial  Conference  endorse  the  concept 
of  an  intermediate  appellate  tribunal  to  hear  appeals  from  judgments  and  orders 
of  judges  of  the  bankruptcy  court  which  tribunal  shall  be  composed  of  three 
judge  panels  of  bankruptcy  judges  selected  by  the  chief  judge  of  the  court  of 
appeals  of  the  circuit  in  which  the  case  arose  and  which  panels  are  to  be  convoked 
on  an  ad  hoc  basis. 

I  was  the  sole  dissenter  and  filed  a  minority  report  with  the  Judicial  Conference. 
My  chief  objections  to  the  resolution  was  based  upon  the  fact  that  the  resolution 
proposed  that  the  three  Judge  panels  be  composed  only  of  Bankruptcy  Judges. 
Instead  I  suggested  that  the  Appellate  Department  be  a  separate  Court  instead 
of  a  division  of  the  Bankruptcy  Court  and  that  it  be  composed  of  a  panel  of  three 
judges  without  limitation  designated  by  the  Chief  Judge  of  the  Circuit  or  the  Chief 
Justice  from  among  any  Judges  of  the  United  States.  This  could  include  active, 
retired  or  Senior  United  States  Circuit,  District  Judges  or  Bankruptcy  Judges. 
I  also  argued  that  we  have  no  right  to  assume  that  all  Judges  except  Bankruptcy 
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Judges  are  ignorant  of  the  Bankruptcy  law  and,  therefore,  only  Bankruptcy 
Judges  should  sit  in  this  judgment.  I  also  argued  before  the  Conference  that  it 
would  be  important  under  our  judicial  system  not  to  have  an  Appellate  Court 
consisting  only  of  colleagues  of  the  Bankruptcy  Judge  who  made  the  order  or 
judgment  appealed  from. 

The  resolution  of  the  majority  report  of  the  Committee  was  rejected  by  the 
Ninth  Judicial  Circuit  Conference  and  in  its  place  may  proposed  amendment  to 
the  resolution  was  adopted.  The  following  resolution  was  adopted  by  the  Ninth 
Judicial  Circuit  Conference: 

That  the  Ninth  Judicial  Conference  endorsed  the  concept  of  an  intermediate 
appellate  tribunal  to  hear  appeals  from  judgments  and  orders  of  judges  of  the 
Bankruptcy  Court  which  tribunal  shall  be  composed  of  three  judge  panels  of  federal 
judges  (including  bankruptcy  judges)  selected  by  the  Chief  Judge  of  the  Court  of 
Appeals  of  the  Circuit  in  which  the  case  arose. 

I  disagree  in  one  minor  respect  with  the  resolution  adopted  by  the  Ninth  Cir- 
cuit Judicial  Conference  in  that  the  words  "ad  hoc"  was  deleted,  it  being  the 
thought  of  the  judges  that  a  permanent  intermediate  appellate  court  should  be 
created.  I  believe  that  the  original  suggestion  of  the  Ninth  Circuit  Conference 
Committee  and  the  Committee  of  the  National  Bankruptcy  Conference  that  the 
Court  on  an  ad  hoc  basis  would  be  much  more  satisfactory  to  meet  the  needs 
of  hearing  appeals  from  the  orders  of  the  Bankruptcy  Court. 

I  would  have  preferred  to  be  a  complete  optimist  and  support  the  view  of  the 
National  Bankruptcy  Conference  that  all  appeals  from  judgments  of  orders  of 
the  Bankruptcy  Court  be  taken  directly  to  the  U.S.  Court  of  Appeals.  I  label 
this  as  the  impossible  dream.  However,  after  having  served  as  a  delegate  to  the 
Ninth  Judicial  Circuit  Conference  and  a  member  of  its  Bankruptcy  Committee 
for  25  years,  I  would  hope  to  believe  that  I  understand  the  views  of  the  United 
States  Judges.  Over  the  course  of  years  a  tremendous  number  of  District  Court 
Judges  constantly  requested  that  the  Committee  of  the  Ninth  Circuit  take  steps 
to  recommend  the  elimination  of  Petitions  for  Review  or  Appeals  from  Orders 
of  the  Bankruptcy  Judge  (Referee)  to  the  District  Court.  I  am  satisfied  that  this 
would  represent  the  opinion  of  by  far  the  greatest  majority  of  U.S.  District 
Judges.  I  can  further  state  from  recent  observations  that  the  Judges  of  the  Court 
of  Appeals  are  appalled  at  the  idea  that  they  would  have  to  sit  in  judgment  and 
hear  almost  every  appeal  from  Orders  of  the  Bankruptcy  Courts  without  an 
Intermediate  Court  eliminating  the  most  substantial  majority  of  complaints  by 
litigants.  It  should  be  noted  also  that  no  suggestion  was  made  at  the  time  of  the 
debate  at  the  meeting  of  the  Ninth  Circuit  Judicial  Conference  that  the  original 
practice  on  Petitions  for  Review  be  heard  before  a  single  United  States  Judge 
be  restored  to  the  new  Act  as  is  now  the  present  practice. 

It  is,  therefore,  my  recommendation  that  the  Resolution  finally  adopted  by 
the  Ninth  Circuit  Judicial  Conference  pertaining  to  Appeals  and  Reviews  except 
that  there  be  added  the  words  "ad  hoc"  be  adopted.  This  will  require  a  redrafting 
of  2-210  by  the  National  Bankruptcy  Conference.  Except  for  the  provision  desig- 
nating the  U.S.  Court  of  Appeals  as  having  jurisdiction  over  appeals  in  bank- 
ruptcy that  the  balance  of  Section  2-210  be  adopted,  specially  the  limitations 
set  forth  in  that  draft.  Of  course,  any  provision  in  that  draft  which  would  be 
inconsistent  with  my  argument  can  also  be  changed  to  conform  to  the  idea  that 
the  appeal  be  taken  to  an  Intermediate  Appellate  Court. 

It  is  an  accepted  fact  that  the  calendars  of  the  U.S.  Court  of  Appeals  are  now 
so  congested  that  without  the  additions  of  numerous  Circuit  Judges  or  the  crea- 
tion of  additional  Circuits,  the  present  congested  Court  Calendars  will  not  be 
relieved  and  by  adding  all  appeals  from  orders  and  judgments  of  the  Bankruptcy 
Court,  the  whole  situation  will  become  more  aggravated,  resulting  in  greater 
delay  in  determining  appeals  before  that  Court.  Another  argument  in  favor  of 
the  Intermediate  Court  of  Appeals  is  the  fact  that  the  Bankruptcy  Court  is  a 
poor  man's  Court  and  by  that  I  do  not  necessarily  mean  the  individual  bankrupt. 
While  a  creditor  who  may  have  suffered  an  enormous  loss  in  a  large  bankruptcy, 
the  amount  of  net  dollars  actually  recovered  may  not  warrant  the  expense  includ- 
ing attorneys'  fees  to  support  an  appeal  to  the  Court  of  Appeals  but  may  warrant 
an  appeal,  along  with  rules  setting  up  a  simple  procedure,  to  an  Intermediate 
Appellate  Court  with  an  assurance  that  there  will  be  a  prompt  decision  of  the 
question  involved. 

The  only  remaining  problem  is  under  what  conditions  a  litigant  should  have  the 
right  to  appeal  from  the  Intermediate  Appellate  Court  to  the  U.S.  Com!  oi 
Appeals?  Appeals  from  the  Intermediate  Appellate  Court  could  run  to  the  Court 
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of  Appeals  but  be  limited  to  appeals  from  final  orders  of  substance,  or  the  entire 
matter  of  the  right  to  appeal  from  any  judgment  of  the  Intermediate  Court  of 
Appeal  could  be  limited  to  certiorari  or  discretionary  basis.  Limitation  on  the  right 
to  appeal  from  the  Intermediate  Court  of  Appeals  should  be  carefully  reviewed 
again  by  the  various  Conferences  if  the  idea  of  an  Intermediate  Appellate  Court 
is  favorably  acceptable  to  the  Congress.  I  would  strongly  suggest  that  the  Judicial 
Conference  of  the  United  States  be  consulted  as  to  their  views. 

Supplementary  Statement  of  Francis  F.  Quittner 

In  1976,  I  prepared  and  filed  with  this  Subcommittee  a  Statement,  which  is 
attached  hereto,  with  respect  to  the  proposals  which  follow.  This  Statement 
updates  that  report. 

SHOULD  THE  PROPOSED  BANKRUPTCY  ACT  BE  AMENDED  TO  PROVIDE  FOR  THE 
CREATION  OF  AN  INTERMEDIATE  BANKRUPTCY  COURT  OF  APPEAL? 

One  of  the  major  controversies  presently  existing  between  the  views  of  the 
Subcommittees  on  the  Judiciary  of  both  the  Senate  and  the  House  is  the  structure 
of  appellate  procedure  to  be  adopted  with  reference  to  appeals  from  bankruptcy 
judges'  decisions,  orders  or  judgments. 

H.R.  8200  (Sections  237,  238  and  239)  (Also  see  Sections  1291-1294,  at  p.  490 
of  the  report  re  the  same)  remove  the  intermediate  step  in  the  present  law  of  ap- 
peals to  the  District  Courts  and  permits  appeals  to  go  directly  to  the  Courts  of 
Appeal. 

Senate  Bill  22G6,  Section  775(b)  retains  the  present  appellate  structure  to  wit: 
Appeals  from  bankruptcy  judges'  decisions  and  orders  are  taken  to  the  District 
Courts  and  from  there  to  the  Courts  of  Appeal. 

In  the  opinion  of  many  members  of  the  bench  and  bar,  neither  approach  to  the 
problem  is  satisfactory. 

The  National  Bankruptcy  Conference  position  is  in  opposition  to  the  present 
system.  It  was  noted  by  that  body  that  it  is  hard  to  justify  an  appellate  system 
that  has  a  single  judge  who  is  primarily  a  trial  court  judge  reviewing  the  orders 
of  another  trial  court  judge. 

My  qualifications  and  background  in  the  field  of  bankruptcy  legislation  are 
clearly  set  forth  in  my  original  Statement.  Briefly  stated,  I  have  been,  and  still 
am,  an  active  member  of  the  National  Bankruptcy  Conference,  as  well  as  a 
member  of  the  Bankruptcy  Committee  of  the  Ninth  Circuit  Judicial  Conference 
for  25  years  and  I  acted  as  chairman  of  the  Cirucit  Judicial  Conference  Committee 
from  1954  to  1964. 

However,  I  repeat  that  the  views  herein  expressed  are  entirely  my  own  and 
bear  no  official  endorsement  by  any  organization  or  conference. 

During  this  period  of  time,  I  have  had  the  opportunity  to  interview  a  large- 
number  of  judges  of  both  the  Circuit  and  the  Districts,  as  well  as  members  of 
the  Bar  of  the  Ninth  Circuit.  The  most  frequent  request  by  the  District  Judges 
was  a  plea  by  them  to  change  the  present  system  of  reviewing  decisions,  orders 
or  judgments  of  bankruptcy  judges.  The  Circuit  Judges  were  unanimously 
opposed  to  direct  appeals  as  it  would  lead  to  an  increase  in  their  caseload,  which 
presently  is  so  great  that  with  any  increase  in  appeals,  even  though  additional 
judges  are  appointed,  the  result  would  be  the  release  of  quantitative,  but  not 
qualitative,  opinions  to  the  detriment  of  the  judicial  system.  Delays  in  the  Courts 
of  Appeal  would  increase  from  the  present  2J4  years  to  5  years. 

The  attorney  delegates  to  the  Ninth  Circuit  interviewed  shared  the  same  views. 

The  only  resolution  on  the  problem  is  to  create  an  intermediate  tribunal  to 
hear  appeals  from  judgments  and  orders  of  judges  of  the  Bankruptcy  Court, 
which  tribunal  shall  be  composed  of  three  judge  panels  of  Article  III  federal 
judges  selected  by  the  Chief  Judge  of  the  Court  of  Appeals  of  the  Circuit  in  which 
the  case  arose,  and  which  panels  are  to  be  convoked  on  an  ad  hoc  basis. 

HISTORY    OF    THE    PROPOSED    AMENDMENT 

In  1976,  I  submitted  the  Statement  referred  to  above,  which  traces  the  history 
of  this  proposed  amendment.  Since  the  filing  of  that  Statement,  I  have  been 
persuaded  by  members  of  the  bar  who  have  expertise  on  the  subject  that  it 
would  be  unconstitutional  to  create  an  appellate  court  consisting  of  a  mixture  of 
Article  I  and  Article  III  judges.  Upon  the  assumption  that  this  is  correct,  I 
have  therefore  proposed  excluding  from  service  on  this  Court  bankruptcy  judges, 
unless  the  law  as  finally  passed  designates  them  as  Article  III  judges. 
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It  goes  without  question  that  a  panel  composed  of  bankruptcy  judges  would 
be  ideal,  if  a  separate  panel  could  be  so  created,  but  I  oppose  the  idea  of  utilizing 
a  bankruptcy  judge,  sitting  as  a  trial  judge,  to  judge  the  judgments  of  his  col- 
leagues, as  part  of  a  department  of  a  bankruptcy  court,  for  the  same  reasons 
stated  above  applicable  to  a  single  district  judge  acting  as  an  appellate  court, 
e.g.,  trial  judges  vs.  trial  judges. 

I  have  been  advised  that  my  proposal  to  limit  the  right  to  appeal  to  the  U.S. 
Courts  of  Appeal  from  decisions  of  the  intermediate  court  to  certiorari  can  only 
be  effective  if  Article  III  judges  have  previously  decided  the  issue.  Therefore,  a 
panel  consisting  of  anything  less  than  Article  III  judges  would  permit  indis- 
criminate use  of  the  appellate  process,  and  would  not  relieve  the  courts  of  appeal 
from  an  onslaught  of  bankruptcy  appeals.  Hence,  the  necessity  for  the  use  of 
Article  III  judges  on  the  proposed  new  tribunal. 

The  limitation  on  the  right  to  appeal  is  not  new  to  the  bankruptcy  practice. 
(See  Section  24  of  the  present  Act  limiting  the  right  to  appeal  where  the  judgment 
involves  less  than  $500.) 

As  a  practitioner  for  approximately  51}o  years,  and  still  very  active,  I  com- 
menced the  practice  of  law  when  the  Act  of  1898  did  not  appear  to  be  ancient 
history.  The  right  to  appeal  was  limited.  My  recollection  of  this  pre-1938  Act, 
required  a  petition  for  allowance  of  an  appeal  in  controversies  (now  designated 
as  adversary  proceedings).  Where  the  order  appealed  from  was  in  a  proceeding, 
a  mere  notice  of  appeal  sufficed.  Because  of  the  fine  line  between  them,  attorneys, 
as  a  matter  of  precaution,  almost  always  filed  a  notice  of  appeal  and  an  application 
for  allowance  of  the  appellate  court.  The  1938  Act  abolished  this  practice.  It 
does  demonstrate,  however,  historically  that  the  Courts  of  Appeal  can  be  given 
the  right  to  limit  appeals  if  Congress  so  legislates. 

An  analysis  of  the  proposal  demonstrates  that  only  the  traveling  expenses  of 
two  additional  judges  and  law  clerks  are  involved.  The  present  practice  already 
requires  the  services  of  one  judge.  The  salaries  of  the  additional  judges  are  already 
provided  for.  Bailiffs  and  clerks  can  be  provided  by  the  court  where  the  ad  hoc 
court  presides.  An  unused  courtroom  can  always  be  found. 

As  to  practice  on  such  appeals,  much  of  the  present  system  can  still  be  preserved. 

Rules  801,  et  seq.,  of  the  Rules  of  Bankruptcy  Procedure  can,  with  the  necessary 
modifications,  still  serve  as  the  practice  on  appeal  to  the  new  court. 

The  clerk  of  the  District  Court  where  the  appeals  have  been  lodged  can  notify 
the  Chief  Judge  of  the  Court  of  Appeal  of  the  number  of  appeals  filed.  The  Chief 
Judge  can  then  designate  the  judges  to  serve.  By  direction  to  the  clerk,  the  time 
and  place  of  hearing  can  easily  be  set  in  motion  and  the  matter  can  be  disposed 
of  promptly.  Parties  would  not  have  to  wait  2}^  to  5  years,  in  many  cases,  for 
finality. 

One  of  the  most  important  matters  in  bankruptcy  cases  is  distribution  and 
closing  of  cases  as  speedily  as  possible.  Long  delays  caused  by  the  appellate 
process  tie  up  multi-millions  of  dollars  badly  needed  by  those  entitled  thereto. 
Expense  of  administration  is  increased  by  delay,  e.g.,  Trustee  and  Receiver  fees 
are  based  upon  receipts  in  the  operation  of  the  business  until  the  assets  are  re- 
vested in  the  debtor  in  reorganization  matters  or  liquidated.  Millions  of  dollars 
in  cash  are  tied  up  in  restricted  accounts  instead  of  being  fed  into  the  economy. 
The  speedy  and  fair  determination  of  appeals  by  an  intermediate  court  appears 
to  be  the  only  answer.  As  to  the  solution  to  avoid  delays  in  the  administration 
of  bankruptcy  closings,  the  Report  of  the  Committee  on  the  Judiciary  to  accom- 
pany II. R.  8200  contains  a  glaring  inconsistency. 

At  page  40  of  said  Report,  it  discusses  the  need  for  direct  appeals  to  Courts  of 
Appeal. 

There  is  no  doubt  that  such  appeals  now  result  in  delays  in  administration  of 
at  least  2)4  to  5  years. 

In  the  House  Report,  at  pages  44  and  45,  the  following  appears: 

"There  are  several  objectionable  results  to  the  division  of  jurisdiction  of 
judicial  business  generated  by  bankruptcy  cases:  The  first  is  delay  *  *  *  Delay 
is  critical  in  cases  under  the  Bankruptcy  Act  (Emphasis  is  mine),  particularly  in 
business  cases  where  litigation  is  most  likely  to  occur.  This  is  true  because  of  the 
prejudicial  effect  it  might  have  on  prospects  for  rehabilitating  an  entrprise  in 
financial  distress  and  the  risk  of  deterioration  of  estates  in  the  course  of  liquida- 
tion." 

A  letter  written  by  the  Hon.  Don  Edwards,  Chairman  to  Judge  Hufstedler, 
under  date  of  July  26,  1977,  at  page  5,  states,  inter  alia: 


530 

"A  reorganization  that  is  prolonged  due  to  court  delays  is  a  reorganization 
that  is  doomed  to  failure.  Creditors  simply  will  not  wait  and  will  prefer  to  liquidate 
a  business  rather  than  participate  in  drawn  out  reorganization  proceedings. 
This  could  affect  thousands  of  jobs  and  public  investors  and  millions  or  billions 
of  dollars." 

It  was  only  on  Wednesday,  November  23rd,  that  I  was  advised  of  my  invitation 
to  appear  as  a  witness  before  the  Subcommittee  on  Monday,  November  28th. 
I  was  requested  to  prepare  an  additional  paper  on  the  subject  of  the  structure 
of  appellate  courts  in  bankruptcy  matters.  The  above  is  a  hasty  result.  I  trust 
that  notwithstanding,  I  have  produced  something  which  seems  plausible  and  free 
from  error. 

Mr.  Quittner.  I  have  been  in  communication  with  members  of 
your  staff  and  with  Senator  Burdick  on  the  question  that  I  am  about 
to  discuss. 

I  have  been  asked  to  discuss  with  the  committee  the  appellate 
structure  of  the  bankruptcy  court  which  was  lightly  touched  on  by  the 
bankruptcy  judges.  But  I  have  a  great  deal  more  detail  as  to  the 
actual  structure. 

As  to  my  background,  it  is  contained  somewhat  as  a  summary  in 
the  statement  submitted  to  the  committee  in  1976. 

Briefly,  I  have  been  in  practice  for  5 iy2  years.  During  that  time 
I  have  devoted  most  of  my  time  to  almost  every  phase  of  the  Bank- 
ruptcy Act.  I  was  one  of  the  drafters  of  the  1938  act  where  I  assisted 
the  late  Rubin  Hunt  who  was  then  a  member  of  the  National  Bank- 
ruptcy Conference  and  in  the  early  fifties  I  became  a  member  of  the 
National  Bankruptcy  Conference.  At  the  same  time  I  became  the 
charter  chairman  of  the  Ninth  Judicial  Conference  Bankruptcy 
Committee  when  I  was  appointed  by  Chief  Judge  Denman  who  has 
long  since  passed  away.  Both  of  the  organizations  have  received  my 
attention  for  almost  25  years  if  not  more. 

I  have  also  been  the  creator  of  the  one  chapter  theory  which  is 
before  both  Houses.  I  wrote  a  series  of  articles  called  "Ten-and-One- 
Half"  which  you  may  or  may  not  be  familiar  with  but  members  of 
your  staff  are. 

I  am  responsible  for  some  17  amendments  to  the  Bankruptcy  Act 
since  1938.  I  have  practiced  in  every  phase  of  bankruptcy. 

I  was  a  former  senior  partner  of  Quittner,  Stutman,  Treister  &  Glatt. 
I  retired  from  that  firm  in  1973  and  became  of  counsel  and  an  inde- 
pendent practitioner  with  perhaps  one  of  the  largest  firms  in  the 
West,  Musick,  Peeler  &  Garrett,  which  you  possibly  know,  having 
come  from  the  West. 

I  handle  their  bankruptcy  matters. 

I  also  handled  the  second  biggest  fraud  in  the  United  States  and  that 
is  the  U.S.  Financial  case  in  San  Diego,  also  the  Barry  Marlin  case 
who  is  alleged  to  have  swindled  the  United  Airlines  pilots  out  of 
about  $40  million.  In  association  with  Musick,  Peeler  &  Garrett,  I  am 
handling  the  Pacific  Homes  case  which  also  has  a  home  in  Arizona 
and  six  other  retirement  homes. 

I  happened  to  be  admitted  to  the  Arizona  Federal  court  as  well  as 
having  practiced  in  Honolulu,  Alaska,  Florida,  and  Texas  and  have 
been  called  into  cases  in  almost  every  district  of  the  western  States. 

The  question  that  I  want  to  discuss  is :  Should  the  proposed  Bank- 
ruptcy Act  be  amended  to  provide  for  the  creation  of  an  intermediate 
bankruptcy  court  of  appeal?  One  of  the  major  controversies  presently 
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existing  between  the  views  of  the  Subcommittee  on  the  Judiciary  of 
both  the  Senate  and  the  House  is  the  structure  of  appellate  procedure 
to  be  adopted  with  reference  to  appeals  from  bankruptcy  judges' 
decisions,  orders,  or  judgments. 

H.R,  8200,  as  3-011  know,  removes  the  intermediate  step  in  the 
present  law  of  appeals  to  the  district  courts  and  permits  the  appeals 
to  go  directly  to  the  courts  of  appeal. 

On  the  other  hand,  your  Senate  bill  2266,  section  775(b)  retains  the 
present  appellate  structure,  that  is  the  appeals  from  bankruptcy 
judges'  decisions  and  orders  are  taken  to  the  district  court  and  then 
to  the  circuit  court. 

In  the  opinion  of  many  members  of  the  bench  and  bar  neither  ap- 
proach to  the  problem  is  satisfactory.  I  should  like  to  remark  also 
that  being  a  member  of  both  conferences  I  feel  like  I  am  being  tied 
to  two  horses  and  being  pulled  in  opposite  directions.  Any  views  that 
I  do  express  are  my  own  and  they  are  not  the  views  of  the  National 
Bankruptcy  Conference  nor  are  they  the  views  of  the  Judicial  ( '(in- 
ference, although  I  do  belong  to  both. 

The  National  Bankruptcy  Conference's  position  is  in  opposition  to 
the  present  system.  It  was  noted  by  that  body  that  is  hard  to  justify 
an  appellate  system  that  has  a  single  judge  who  is  primarily  a  trial 
court  judge  reviewing  the  orders  of  another  trial  court  judge. 

You  did  ask  one  of  the  bankruptcy  judges  something  about  the  his- 
tory of  the  appellate  structure  that  they  started  to  talk  about.  I 
should  like  to  advise  you,  Mr.  Chairman,  that  the  structure  is  some- 
thing that  has  been  studied  by  the  National  Bankruptcy  Conference, 
including  myself,  for  many  years. 

It  started  out  formally  by  a  report  by  the  committee  of  the  National 
Bankruptcy  Conference  for  the  establishment  of  a  separate  bank- 
ruptcy court.  The  chairman  of  the  committee  I  believe  is  going  to 
speak  to  you  on  Wednesday.  He  was  my  former  partner,  Mr.  Treister. 
He  presented  a  proposal  that  appeals  from  the  bankruptcy  court 
would  run  in  the  first  instance  to  an  appellate  department  of  the 
bankruptcy  court  consisting  of  one  or  more  three-member  panels 
of  judges  designated  by  the  chief  judge  of  the  curcuit  from  among  the 
bankruptcy  judges.  The  appellate  department  would  not  be  a  separate 
court.  Assignment  would  not  be  on  a  permanent  basis  but  the  appoint- 
ing chief  judge  would  rotate  the  appointments  depending  upon  the 
availability  of  the  bankruptcy  judges,  on  how  much  appellate  business 
there  was,  et  cetera. 

At  the  meeting  of  the  National  Bankruptcy  Conference  in  April 
of  1975,  this  entire  report  was  rejected  and  a  resolution  was  adopted 
by  a  majority  that  appeals  for  the  new  bankruptcy  court  should 
run  directly  to  the  court  of  appeals  rather  than  to  the  district  court 
or  to  an  appellate  division  or  department  of  the  bankruptcy  court. 

Following  that  we  had  a  meeting  of  the  Bankruptcy  Committee  of 
the  Ninth  Judicial  Circuit  Conference  in  which  the  conference  com- 
mittee suggested  that  the  appeals  from  judgments  and  orders  of  the 
judges  of  the  bankruptcy  court  which  tribunal  shall  be  composed  of 
three-judge  panels  of  bankruptcy  judges. 

I  filed  a  minority  report  to  that  wherein  I  suggested  to  the  Ninth 
Circuit  Conference  that  any  U.S.  judge  be  eligible  to  be  appoint ed 
to  that  ad  hoc  court. 
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One  of  the  judges  proposed  that  the  ad  hoc  be  eliminated  and  that 
a  permanent  and  independent  intermediate  bankruptcy  court  of 
appeals  be  established. 

That  was  the  final  resolution  adopted  by  the  Ninth  Circuit  Con- 
ference. 

I  still  am  of  the  opinion  that  there  should  be  an  ad  hoc  court  and 
that  the  three  judges  should  be  appointed  as  needed  and  should  sit 
wherever  the  problem  arises,  let's  say  the  Central  District  of  Cali- 
fornia might  appoint  three  judges  to  go  down  there  a  day  or  two  and 
clean  up  the  calendar  and  then  take  anything  under  submission  and 
write  their  opinion. 

I  did  find  out  that  there  is  a  case  in  the  U.S.  Supreme  Court  which 
I  was  advised  of  called  Glldden  versus  Zdanok  in  370  U.S.  530. 
The  effect  of  this  was  this.  It's  very  important. 

The  Supreme  Court,  in  effect,  by  its  dictum  in  that  case  in  effect 
held  that  you  cannot  have  a  mixed  appellate  court  of  article  I  and 
article  III  judges.  The  court  of  claims  judge  was  assigned  and  was 
later  found  that  he  was  an  article  III  judge,  and  therefore,  he  said  the 
appeal  was  correct  but  they  wrote  considerable  dictums  about  the 
effect  that  you  cannot  mix  an  article  I  with  an  article  III  judge  on  an 
appellate  court.  This  presents  many  problems. 

In  other  words,  the  chief  judge  could  appoint  three  article  I  judges 
or  it  could  appoint  three  article  III  judges. 

During  the  time  that  I  was  a  member  of  the  Ninth  Circuit  Con- 
ference, I  should  advise  the  chairman  that  I  have  spoken  to  dozens  of 
chief  judges,  senior  judges,  district  judges,  courts  of  appeals  judges, 
and  so  forth,  and  I  got  a  ver}'  strong  impression  from  the  district 
judges  in  particular  that  they  do  not  enjoy  the  idea  of  handling  ap- 
peals or  reviews  of  bankruptcy  judges.  In  fact,  the  most  frequent  re- 
quest by  the  district  judges  was  a  plea  by  them  to  change  the  present 
system  of  reviewing  decisions,  order  of  judgments  of  the  bankruptcy 
judges.  On  the  other  hand,  speaking  to  the  various  ninth  circuit 
judges,  they  were  opposed  to  direct  appeals  as  it  would  lead  to  an 
increase  in  their  caseload  which  is  presently  so  great  that  with  any 
increase  in  appeals,  even  though  additional  judges  are  appointed — 
and  I  think  you  are  going  to  appoint  10 — the  result  would  be  the  re- 
lease of  quantitative  but  unqualitative  opinions  to  the  detriment  of 
the  judicial  s3Tstem.  Delays  in  the  courts  of  appeals  would  increase 
from  the  present  2%  years  to  possibly  as  Judge  Hufstedler  put  it  in 
one  of  her  letters  where  she  said  "5  years."  I  don't  know  the  exact 
time  it  would  be  increased,  but  it  would  be  increased. 

One  of  the  things  that  I  think  is  not  contained  in  my  report  but 
which  we  should  keep  in  mind  is  this.  Under  the  House  proposal,  they 
want  to  give  the  bankruptcy  judge  article  III  status  to  handle  every 
possible  form  of  action  that  might  be  connected  with  the  bankruptcy 
case.  That  means  that  a  lot  of  appeals  that  will  now  go  to  the  States' 
supreme  courts  or  to  the  States'  district  court  of  appeals  or  whatever 
the  intermediate  court  may  be,  would  now  go  to  the  U.S.  Court  of 
Appeals.  The  number  that  they  talk  about  in  these  various  reports  are 
from  300  to  400  a  3'ear  that  might  go  to  the  circuit.  If  direct  appeals 
are  permitted,  it  might  go  up  from  800  to  1,200.  But  who  knows?  In 
any  event,  the  judges  would  be  very  much  disturbed  if  they  had  to 
handle  direct  appeals. 
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As  an  example,  I  have  a  quote  here  from  a  gentleman  whom  I  am 
sure  you  know  very  well  from  your  State,  former  ( Jhief  Judge  ( Cham- 
bers. I  believe  you  both  come  from  Arizona,  and  3^011  must  know  each 
other  very  well. 

In  an  article  appearing  in  the  Los  Angeles  Times,  dated  February  5, 
1976,  the  chief  judge  of  our  circuit,  Richard  A.  Chambers,  Launched  a 
stinging  attack  on  the  working  conditions  of  the  circuit's  active  appel- 
late judge,  by  stating,  "I  deplore  the  conditions  which  have  brought 
about  his  retirement."  That  was  Judge  Keltic's  retirement,  you  may 
recall.  Chambers  said  in  a  prepared  statement,  "We  have  to  handle 
about  3,000  cases  a  year,  about  five  times  as  many  as  when  I  joined 
the  court  22  years  ago.  To  keep  badly  behind  instead  of  horribly  be- 
hind, our  judges  have  had  to  work  unreasonable  hours,  and  most  of  us 
believe  we  have  sacrificed  a  lot  of  quality  for  the  sake  of  quantity." 

That  is  one  of  the  reasons  based  upon  my  many  years  of  experience 
with  the  circuit  courts  and  lower  courts  and  bankruptcy  judges  that 
I  will  not  support,  as  an  attorney,  the  idea  of  direct  appeals  to  the 
court  of  appeals.  I  do  not  like  the  idea  of  one  judge,  a  single  judge,  a 
trial  judge,  judging  the  rights  of  litigants  when  the  decision  is  that  of 
a  bankruptcy  judge  or  a  referee  in  bankruptcy. 

I  believe  the  ad  hoc  intermediate  court  is  the  best  method. 

The  question  is  this.  Should  we  have  Article  III  judges  or  Article  I 
judges?  Either  could  be  appointed,  but  there  is  a  problem.  I  propose 
that  upon  the  appointment  of  the  intermediate  court  that  the  right 
to  further  appeal  to  the  circuit  court  be  on  the  basis  of  certiorari. 
This  would  enable  the  circuit  court  to  determine  what  they  would 
hear  upon  appeals,  and  it  would  also  permit  them  to  reject  a  lot  of 
appeals  that  were  taken  just  for  the  purposes  of  delay  and  which  pre- 
sent no  really  important  problem  for  the  court  to  pass  upon.  They  have 
already  received  the  decision  of  one  appellate  court. 

I  made  a  statement  in  my  supplemental  statement  which  I  may 
want  to  retract  or  change.  I  said  that  certiorari  could  be  had  where 
there  were  Article  III  judges  on  the  appellate  court.  Somebody  stated 
to  me  that  you  could  not  have  certiorari  where  you  had  an  appellate 
court  composed  of  article  I  judges. 

Frankly,  I  am  unable  to  state  that  is  a  fact;  that  is,  that  you  can- 
not have  certiorari  if  an  article  I  appellate  court  works.  I  don't  know 
how  it  works  in  the  military  court  of  appeals,  but  I  think  that  is  an 
article  I  court  of  appeals.  I  haven't  really  had  time  because  I  just 
received  notice  last  Wednesday  that  I  was  going  to  be  here  today. 
But  I  would  be  glad  to  look  into  that  and  advise  you. 

Senator  DeConcini.  We  would  appreciate  your  opinion  on  that. 

[The  material  referred  to  follows:] 

January  26,  1978. 
Senator  Dennis  DeConcini, 

U.S.  Senate,  Committee  on  the  Judiciary,  Subcommittee  on  Improvements  in  Judicial 
Machinery,  Washington,  D.C. 

Dear  Senator  DeConcini:  On  the  question  of  Certiorari  from  a  decision  of  an 
Article  One  Appellate  Bankruptcy  Court,  I  find  little  authority  on  the  subject. 

As  you  know,  I  propose  only  an  Article  III  Intermediate  Appellate  Court, 
with  appeal  to  the  Court  of  Appeal  for  the  Circuit,  only  by  way  of  Cert. 

I  would  cite  you  to  an  article  taken  from  a  volume  on  Military  Courts  of 
Appeal  (H.  Moyer,  Jr.,  Justice  and  the  Military,  §  6-145  at  pp.  1182-1183)  which 
clearly  demonstrates  that  direct  review  via  Cert  is  not  allowed. 
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Tax  Court  decisions  are  appealable  to  the  Court  of  Appeal,  but  no  mention  is 
made  of  Cert. 
Kindest  regards. 

Very  truly  jTours, 

Francis  F.  Quittner. 

Mr.  Quittner.  I  wanted  to  talk  about  one  thing  and  then  I  think 
we  can  all  go  home.  I  think  we're  all  pretty  tired. 

One  of  the  most  important  matters  in  a  bankruptcy  case  is  dis- 
tribution and  closing  of  an  estate  as  quickly  as  possible.  Long  delays 
caused  by  the  appellate  process  tie  up  multimillions  of  dollars  badly 
needed  by  those  entitled  thereto. 

Expenses  of  administration  is  increased  by  delay.  For  instance, 
we  have  been  talking  about  commissions  and  trustees  and  receivers 
get  a  double  commission  for  operating  the  business.  If  the  appeal  goes 
on  for  2}4  years,  he  has  a  bonanza.  It's  out  of  the  pockets  of  the 
creditors. 

It's  a  very  strange  thing  because  I  have  discovered  something  that 
perhaps  others  may  not  have  noticed. 

As  we  know,  the  House  is  supporting  the  idea  of  direct  appeals. 
Yet,  in  the  House  report  on  page  44  and  45,  the  following  statement 
appears : 

There  are  several  objectionable  results  to  the  division  of  jurisdiction  of  judicial 
business  generated  by  bankruptcy  cases.  The  first  is  delay.  Delay  is  critical  in 
cases  under  the  Bankruptcy  Act,  particularly  in  business  cases  where  litigation  is 
most  likely  to  occur.  This  is  true  because  of  the  prejudicial  effect  it  might  have  on 
prospects  for  rehabilitating  an  enterprise  in  financial  distress  and  the  risk  of 
deterioration  of  estates  in  the  course  of  liquidation. 

I  believe  the  chairman  may  be  familiar  with  the  interchange  of 
correspondence  between  Congressman  Edwards  and  Judge  Hufstedler. 
In  a  letter  from  Congressman  Edwards  to  Judge  Hufstedler,  on  the 
date  of  July  26,  there  is  the  following  statement: 

A  reorganization  that  is  prolonged  due  to  court  delays  is  a  reorganizaton  that 
is  doomed  to  failure.  Creditors  simply  will  not  wait  and  will  prefer  to  liquidate  a 
business  rather  than  participate  in  drawn  out  reorganization  proceedings.  This 
could  affect  thousands  of  jobs  and  public  investors  and  millions  or  billions  of 
dollars. 

At  the  same  time  they  say  that  they  want  all  the  appeals  to  go  to 
the  circuit  court,  and  we  will  wait  2)i  years  or  3  years  for  a  decision. 
I  don't  know  how  long  delays  take  in  other  circuits,  but  I  can  from 
actual  experience  express  my  views  about  the  ninth  circuit. 

The  House  proposals  are  causing  through  the  freedom  of  appeals, 
to  delay  proceedings  for  2){  years  at  least  and  maybe  more.  Yet,  at 
the  same  time  in  their  report  they  talk  about  the  chief  cause  of  liqui- 
dations is  the  fact  that  there  is  delay  and  the  creditors  don't  want  to 
wait  2%  years  to  find  out  if  a  $10  million  claim  is  going  to  be  allowed 
or  disallowed. 

Therefore,  I  propose  that  the  best  solution  is  the  intermediate 
court  of  appeal. 

I  would  like  to  point  out  one  thing.  This  is  rather  important.  We 
talked  about  one-judge  appeals  which  is  the  district  judge  or  the 
intermediate  court  of  three  judges.  Actually,  we're  only  adding  the 
expense  of  two  other  judges.  They  may  have  to  travel  from  one  point 
to  another.  You  can  always  retain  the  judge  in  the  district  and  give 
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him  two  other  judges  whether  they  are  retired  circuit  judges  or 
senior  judges  or  judges  that  are  not  too  busy.  But  they  can  always 
find  two  judges  to  join  in  determining  that  appeal.  We  then  have 
the  right  of  a  hearing  before  a  three-judge  court  of  appeal,  and  the 
litigant  is  satisfied. 

You  can  always  find  an  unused  courtroom. 

As  far  as  practice  is  concerned,  the  Supreme  Court  rules  provide 
for  a  method  of  appeal  from  the  bankruptcy  judge  to  the  district 
judge.  There  are  8  or  10  rules  that  I  have  noted  in  my  report.  All  the 
Rules  Committee  has  to  do,  if  you  approve  the  intermediate  court,  is 
to  take  those  same  rules  and  with  slight  modification  have  the  appeal 
lodged  with  the  bankruptcy  judge  and  the  record  transferred  to  the 
district  court  clerk  who  can  then  notify  the  chief  judge  that  there  are 
10  appeals  pending.  The  chief  judge  will  appoint  three  judges,  and 
they  will  go  down  to  Los  Angeles  or  Phoenix,  Ariz.,  or  wherever  the 
problem  is,  and  dispose  of  the  appeals  in  a  couple  of  days  instead  of 
waiting  2V2  years. 

Then  if  the  question  is  really  important,  an  appeal,  if  allowed,  will 
go  to  the  circuit.  But  if  it  is  not  important,  the  certiorari  will  be 
denied  just  like  the  Supreme  Court  limits  itself  to  120  or  130  cases  a 
year.  The  circuit  court  can  do  the  same  thing,  and  they  cannot  cry, 
"My  God,  we're  being  overburdened  with  bankruptcy  appeals." 

That,  Mr.  Chairman,  is  briefly  my  statement.  It's  more  expanded 
in  the  written  statement. 

Senator  DeConcixi.  Mr.  Quittner,  let  me  address  your  suggestions. 
This  morning  the  Judicial  Conference  Ad  Hoc  Committee  of  district 
and  appellate  judges  came  to  the  conclusion  that  probably  1  percent 
of  their  total  time  was  spent  on  total  bankruptcies.  Do  you  feel  that 
if  the  appeal  route  stayed  with  the  district  courts  and  maybe  was 
refined  or  rather  than  being  a  petition  lor  review  was  an  actual  appeal, 
that  that  is  still  too  much  of  a  burden  on  the  district  court? 

Mr.  Quittxer.  Yes;  it  is,  because  under  the  Speedy  Trial  Act,  you 
will  find  that  the  district  judges  will  set  an  appeal  for  a  hearing  when 
they  can  find  the  time. 

In  the  U.S.  financial  case  which  Judge  Katz  is  the  presiding  judge, 
I  happened  to  represent  the  large  New  York  banks  who  are  the 
creditors'  committee.  Hearings  on  appeals  are  not  set  for  months 
because  San  Diego  has  a  peculiar  situation.  They  have  immigration 
cases  coming  out  of  their  ears. 

But  nevertheless,  it  is  my  own  opinion  that  the  district  judges  try 
to  push  the  bankruptcy  appeals  aside  because  they  do  not  know  too 
much  about  it.  It  takes  a  lot  of  study.  There  is  delay. 

Whereas,  if  there  are  three  judges,  it  is  easier  to  handle  it.  The 
expense  also  is  not  that  great.  We're  not  creating  a  permanent  court. 
These  men  are  already  being  paid. 

Senator  DeConcini.  Where  would  you  find  these  judges,  the  senior 
judges;  would  you  rely  heavily  on  them? 

Mr.  Quittner.  There  are  a  lot  of  senior  judges  who  are  very  ca- 
pable of  hearing  bankruptcy  appeals.  They  have  law  clerks  who  can 
do  the  research.  They  are  not  all  experienced  in  bankruptcy.  That  is 
one  of  our  probelms,  of  course.  But  they  do  render  opinions.  Some 
are  right  and  some  are  wrong.  It  keeps  us  busy  amending  the  act 
and  the  rules  to  overcome  decisions  of  the  appellate  courts. 

But  I  can  live  with  that. 
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I  think  it's  better  and  I  think  that  the  attorneys  and  the  litigants 
will  feel  much  better  if  three  men  reached  a  tlecision  instead  of  one. 

Senator  DeConcini.  You  envision  a  circuit  within  a  circuit,  a 
traveling  court  perhaps? 

Mr.  Quittner.  I  am  pretty  sure  that  amongst — I  forgot  how  many 
Federal  judges  we  have  or  district  judges  we  have  in  Los  Angeles 
but  we  have  quite  a  few  and  you  can  always  find  three.  There  are  not 
that  many  that  would  take  up  days  and  days  like  an  antitrust  case 
would.  I  think  you're  allowed  about  45  minutes  on  each  side  to  argue 
an  appeal.  The  briefs  are  already  filed  and  the  assignments  of  errors 
are  filed  together  with  the  bankruptcy  judge's  decision  opinion  and 
order.  The  complete  record  is  sent  down. 

1  am  pretty  sure  that  we  wouldn't  have  a  statement  like  the  one 
made  by  Judge  Chambers.  There  would  not  be  overloading. 

Senator  DeConcini.  I'm  familiar  with  the  ninth  circuit.  I  have 
discussed  with  Judge  Chambers  on  many  occasions  and  Judge 
Browning,  also,  the  overburden  on  both  appellate  courts  and  district 
courts. 

But  I  have  a  little  problem  rationalizing  where  you  are  going  to 
find  these  judges  because  they  claim  their  senior  judges  are  burdened 
now  and  they  don't  know  what  they  would  do  without  them.  That 
was   the   testimony   taken   at   the   omnibus   judgeship   bill   hearing. 

Mr.  Quittner.  Of  course  you  will  appoint  more  judges.  That  will 
relieve  the  situation  to  some  extent. 

Senator  DeConcini.  Yes. 

Mr.  Quittner.  After  all,  let's  assume  for  the  purpose  of  argument 
that  the  House  version  was  the  one  that  was  approved.  We  would 
have  to  wait  2%  years  before  we  would  receive  notice  to  appear  and 
argue  the  matter  before  the  circuit  court. 

Let's  assume  for  the  purpose  of  argument  that  we  had  to  wait  90 
days  for  an  intermediate  court  hearing.  When  you  compare  90  da}s 
to  2%  years  where  there  are  millions  of  dollars  involved  then  you 
have  a  big  improvement.  We  have  big  cases  in  the  West  where  millions 
of  dollars  are  l}ring  in  the  bank  and  they  cannot  make  distribution. 
If  the  appeal  has  real  merit  then  it  probably  will  go  to  the  circuit. 
But  I've  been  reading  opinions  which  are  the  same  thing  all  over 
again  as  whether  or  not  they  had  reasonable  cause  to  believe,  or 
whether  or  not  they  were  insolvent,  or  whether  or  not  the  jurisdic- 
tional question  was  before  the  bankruptcy  court  properly  and  so  on. 
Under  the  proposals  if  you  increase  the  jurisdiction  slightly  of  the 
bankruptcy  judges  to  permit  the  hearing  of  preferences  and  fraudu- 
lence  conveyance  actions  and  other  avoiding  actions  and  not  neces- 
sarily depend  upon  the  present  summary  jurisdiction  laws,  parties 
have  the  right  to  try  jury  trails  now  except  for  certain  exceptions, 
when  it  is  necessary. 

So,  I  think  we  would  have  a  better  bankruptcy  practice  and  the 
money  will  get  into  the  hands  of  the  people  who  need  it.  That's  what 
I'm  thinking  of  more  than  anything  else. 

I  think  that  my  arguments  and  the  previous  arguments  made  by 
people  along  the  same  lines  make  better  sense  than  what  we  have  now. 

Senator  DeConcini.  I  appreciate  the  suggestion.  The  committee 
will  take  it  under  consideration  and  review  it.  I  had  not  had  a  chance 
to  read  your  testimony  prior  to  today.  I  thank  you  very  much  for  it. 
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Mr.  Quittner.  We  have  been  talking  about  this  at  the  various 
conferences  that  Mr;  Fiedler,  of  your  staff,  has  attended.  I  think  lie 
can  be  of  great  help  to  you. 

Senator  Df.Concini.  Yes;  T  will  review  it  with  him  and  we  may 
contact  you  some  more  for  your  ideas.  We  appreciate  it  very  much. 

If  there  are  no  questions  from  staff,  wo  thank  you  very  much  \lr. 
Quittner.  WTe  appreciate  your  coming  today  and  I've  heard  great 
tilings  about  your  practice  and  your  reputation  from  some  friends 
of  mine  in  the  business  community  in  southern  California.  We're 
very  glad  to  have  you. 

Mr.  Quittner.  Thank  you. 

Senator  DeConcini.  The  hearing  set  for  Wednesday,  November  30, 
will  be  postponed  to  December  1  due  to  the  funeral  for  Senator 
McClellan.  If  anyone  is  here  or  knows  of  anyone  who  is  planning 
to  attend  on  Wednesday,  we  suggest  that  they  contact  Mr.  Fiedler. 
I  also  would  like  to  pa}7  particular  thanks  to  the  reporter  today  for 
his   time   and   diligence. 

We  will  insert  the  written  statement  of  Judge  James  E.  Moriarty 
in  the  record  at  this  point. 

[The  prepared  statement  of  Judge  James  Moriarty  follows:] 

Statement  of  James  E.  Moriarty,   Bankruptcy  Judge,   Central  District 

of  California 

This  statement  is  presented  to  the  Sub-Committee  on  the  Improvement,  of  the 
Judiciary  Machinery  of  the  Senate  Judiciary  Committee. 

The  Sub-Committee,  through  its  counsel,  has  requested  this  statement  on  two 
areas  included  in  S.  2266,  "A  Bill  to  Establish  a  Uniform  Law  on  the  Subject  of 
Bankruptcies."  Those  areas  are:  (1)  Trustees,  and  (2)  Consolidated  Clerks' 
Offices. 

TRUSTEES 

Any  consideration  of  the  subject  of  trustees  must  include  a  review  of  our 
present  system,  the  system  proposed  in  H.R.  8200  and  the  proposals  in  S.  2266. 

At  the  present  time,  the  number  of  consumer  bankruptcies  comprise  approx- 
imately 82  per  cent  of  all  bankruptcies  filed  and  business  bankruptcies  approx- 
imately 18  per  cent.  These  figures  are  representative  of  the  filings  in  the  Central 
District  of  California.  It  has  long  been  the  practice  in  our  district  to  elect  or 
appoint  a  trustee  in  all  consumer  cases.  In  Chapter  XIII  cases  (wage  earner  pro- 
ceedings), because  of  the  geographical  size  of  our  district,  we  have,  pursuant  to 
Rule  13-205  of  the  Rules  of  Bankruptcy  Procedure,  two  (2)  Standing  Trustees 
who  handle  all  Chapter  XIII  matters  covering  the  seven  counties  in  our  district.  The 
use  of  Standing  Trustees  has  been  most  effective,  and  the  provisions  of  Section 
1302(1)  of  S.  2266  is  endorsed. 

With  the  advent  of  the  Rules  of  Bankruptcy  Proceeding  (Rule  11-18),  a  debtor 
may  remain  in  possession  in  a  Chapter  XI  proceeding  if  no  trustee  in  bankruptcy 
has  previously  qualified  and  shall  continue  in  possession  until  an  interested  party, 
for  cause  shown,  applies  to  the  court  for  the  appointment  of  a  receiver.  Section 
1104  of  S.  2266  appears  to  continue  this  policy. 

Section  321,  et  seq.,  of  H.R.  8200  sets  up  an  elaborate  system  of  establishing  a 
United  States  trustee  under  the  jurisdiction  of  the  United  States  Department  of 
Justice.  The  reasoning  behind  this  approach  is  understandable.  There  appear  to  be 
two  basic  reasons  for  this  approach.  The  first  reason  is  to  eliminate  the  tight  little 
groups  in  some  districts  that  seem  to  control  those  cases  where  there  are  substantial 
assets     to     be     administered. 

This  is  not  a  problem  in  our  district.  We  have  twelve  (12)  courts  in  this  district 
and  use  approximately  fifty  (50)  trustees  in  administering  the  business  of  the 
courts.  The  number  of  cases"  filed  in  our  district  annually  exceed  the  filings  in  any 
other  district.  Our  trustees  serve  the  courts  at  all  first  meetings  when  most  of  the 
cases  are  consumer  cases  and  end  up  as  no-asset  cases.  If  there  are  cases  on  the 
calendar  that  involve  substantial  assets,  the  trustee,  of  course,  bandies  those 
matters.  Thus,  it  can  be  seen  that  the  trustee  work  in  this  district  is  spread  out 
among  many  qualified  persons. 
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The  second  reason  behind  the  provision  of  H.R.  8200  is  the  desire  to  remove  the 
bankruptcy  courts  the  power  to  appoint  trustees  and  thus  eliminate  the  appearance 
of  closeness  between  the  court  and  the  trustees.  No  one  can  question  the  desire  to 
accomplish  this  result.  It  would  be  great  if  creditors  took  sufficient  interest  to 
appear  and  elect  a  trustee  in  each  case,  but  this  rarely  happens  in  our  courts. 

The  system  proposed  in  H.R.  8200  is,  in  my  opinion,  cumbersome  and  could  be 
very  costly.  Perhaps  the  biggest  obstacle  is  the  reluctance  of  the  Department  of 
Justice  to  accept  this  responsibility.  The  participation  of  the  Department  of  Justice 
in  administering  certain  activities  of  the  bankruptcy  courts  is  not  new.  For  many 
years,  employees  of  the  Department  of  Justice  having  the  title  of  Examiner  had 
the  responsibility  of  monitoring  certain  activities  of  our  courts.  With  the  develop- 
ment of  the  Administrative  Office  of  the  United  States  Courts,  the  activities  of 
the  Department  of  Justice  in  connection  with  our  courts  were  turned  over  to  the 
Administrative  Office  approximately  ten  (10)  years  ago. 

Certainly  something  comparable  to  the  provisions  of  H.R.  8200  relieving  the 
bankruptcy  judge  of  the  many  administrative  details  that  create  an  undue  expo- 
sure of  the  bankruptcy  judge  would  be  most  desirable.  I  am  sure  that  there  will  be 
other  witnesses  who  will  address  themselves  to  the  subject  of  the  United  States 
trustee. 

Now  to  the  provisions  of  S.  2266.  I  will  not  comment  on  each  section,  but  only 
on  those  where  I  think  some  clarification  is  necessary. 

Section  321(1)  requires  that  the  trustee  reside  or  maintain  an  office  in  the  dis- 
trict or  in  any  adjacent  district.  In  the  great  majority  of  cases,  this  restriction 
would  present  no  problem ;  but,  from  time  to  time,  a  case  comes  along  where  it  is 
necessary  to  go  outside  the  geographic  limitations  of  this  section  in  selecting  a 
trustee.  Such  a  case  was  Equity  Funding  Corporation  of  America.  This  case  was 
filed  at  noon  on  Thursday,  April  5,  1973,  under  Chapter  X.  The  debtor  was  a 
holding  company  involved  in  banking  operations  in  California;  insurance  opera- 
tions in  the  states  of  Illinois,  Washington,  and  New  Jersey;  cattle  operations  in 
five  (5)  mid-western  states;  oil  ventures  in  South  America  and  Israel;  and  other 
business  ventures  throughout  the  world.  It  was  also  one  of  the  largest  fraud  cases 
ever  filed  in  the  bankruptcy  courts. 

Immediately  upon  filing,  the  district  court  judge,  the  bankruptcy  judge,  repre- 
sentatives of  the  Securities  and  Exchange  Commission,  and  counsel  met  to  begin 
the  selection  of  a  trustee.  Over  the  weekend  a  nationwide  search  was  undertaken, 
and  many  persons  were  interviewed  either  in  person  or  by  telephone. 

The  man  selected  was  a  resident  of  Minnesota,  who  was  a  vice  president  of  a 
large  financial  institution.  Prior,  thereto,  he  had  been  a  successful  lawyer  with  a 
large  New  York  law  firm.  He  devoted  full  time  to  his  assignment  for  approximately 
four  (4)  years.  Finding  someone  to  take  this  type  of  assignment  is  not  easy;  and, 
in  that  type  of  case,  the  resident  restrictions  may  result  in  obtaining  someone 
other  than  the  best  qualified  person.  Certainly  there  were  persons  within  our  dis- 
trict who  could  have  qualified  as  trustee,  but  it  is  difficult  to  get  someone  to  give 
up  his  law  practice  or  executive  position  for  an  extended  period  of  time  to  accept 
such  an  assignment. 

The  other  sections  in  S.  2266  relating  to  trustees  present  no  problem  to  the 
writer.  The  Panel  of  Trustees  to  be  established  pursuant  to  the  amendment  to 
Section  604  of  Title  28  may  be  the  only  solution  presently  available.  The  court 
would  still  have  the  responsibility  of  appointing  a  trustee  where  one  is  not  elected. 
I  can  live  with  this. 

CONSOLIDATED  CLERKS'  OFFICES 

It  is  proposed  to  amend  Title  28  of  the  United  States  Code  by  adding  Chapter 
50 — Bankruptcy  Judges. 

Section  777  of  Chapter  50  of  Title  28  provides  as  follows : 

'§  777.  Employees  of  bankruptcy  judges 

The  Director  shall  furnish  bankruptcy  judges  with  the  necessary  stenographic, 
cleiical,  or  other  assistance  needed  for  the  performance  of  their  duties.  Such 
personnel  shall  be  employed  by  the  bankruptcy  judge  and  subject  to  his  control, 
supervision,  and  removal." 

Tho  above-quoted  provision  was  not  needed  in  H.R.  8200  for  the  reason  that 
the  House  Bill  provided  for  an  Independent  Court.  We  were  hoping  that  the 
Senate  Bill  would  provide  for  an  Independent  Court;  but,  since  it  does  not,  §  777 
is  an  absolute  must. 
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It  is  not  easy  to  write  a  statement  such  as  this  and  possibly  appear  as  a  witness 
before  the  Sub-Committee  of  the  Judiciary  Committee  of  the  United  States 
Senate  when  the  import  of  what  one  is  saying  is  that  a  number  of  Chief  Judges 
of  the  United  States  District  Court  made  an  error  in  consolidating  the  clerical 
staffs  of  the  Bankruptcy  Courts  into  the  Office  of  the  Clerk  of  the  United  States 
District  Court. 

This  statement  was  not  written  on  the  spur  of  the  moment,  but  only  after  deep 
thought  and  consideration.  I  am  aware  that  some  of  my  district  judges  may  not 
approve  of  some  of  the  statements  I  may  make,  but  I  am  sure  that  each  will 
recognize  that  the  problems  of  running  an  active  bankruptcy  court  is  something 
I  work  with  daily  and  writh  which  I  have  a  small  degree  of  expertise. 

At  the  present  time,  bankruptcy  clerical  personnel  have  been  consolidated 
into  the  Office  of  the  Clerk  of  the  Court  in  the  following  districts: 

Illinois:  Northern. 

Georgia:  Northern. 

Michigan:  Eastern. 

South  Carolina. 

Hawaii. 

Kansas. 

Missouri:  Western. 

California :  Central. 

Ohio:  Northern. 

Indiana:  Southern  (Indianapolis  only). 

Michigan:  Western. 

Texas:  Southern. 

Rhode  Island. 

Wisconsin:  Western  (Madison  only). 

From  my  personal  observation  and  from  discussion  with  my  colleagues  through- 
out the  country  at  seminars  and  at  the  Annual  Conference  of  Bankruptcy  Judges, 
it  is  safe  to  say  that  no  consolidation  was  ever  undertaken  for  the  prime  benefit 
of  the  bankruptcy  courts.  Consolidation  was  always  undertaken  to  accomplish 
some  other  purpose  and,  generally,  to  the  detriment  of  the  bankruptcy  courts. 

There  are  set  forth  below  a  series  of  events  that  have  happened  in  some  of  the 
districts  where  consolidation  has  occurred: 

1.  Rarely,  if  ever,  is  the  bankruptcy  judge  or  any  personnel  of  the  bankruptcy 
courts  consulted  as  to  the  need  or  feasibility  of  consolidation.  What  consultation, 
if  any,  appears  to  have  been  between  the  Chief  Judge,  the  Clerk  of  the  Court, 
and,  in  some  instances,  the  Chief  of  the  Clerks'  Division  of  the  Administrative 
Office.  Generally,  the  first  the  bankruptcy  courts  learn  of  the  consolidation  is 
when  they  are  handed  an  order  approving  consolidation. 

2.  Section  628  of  Title  31  of  the  United  States  Code  provides  as  follows: 
"Application  of  moneys  appropriated — Except  as  otherwise  provided  by  law, 

sums  appropriated  for  the  various  branches  of  expenditure  in  the  public  service 
shall  be  applied  solely  to  the  objects  for  which  they  are  respectively  made,  and 
for  no  others." 

Notwithstanding  this  clear  statement  as  to  how  appropriated  funds  are  to  be 
used,  one  of  the  first  acts,  after  consolidation,  by  the  Clerk  is  the  transfer  of 
clerical  personnel  paid  from  the  bankruptcy  appropriation  to  non-bankruptcy 
activities  in  the  Clerk's  Office,  or  to  fill  existing  or  future  bankruptcy  personnel 
vacancies  with  clerks  who  are  never  assigned  to  the  bankruptcy  section  of  the 
Clerk's  Office. 

3.  The  Clerk  assigns  someone  from  his  office  to  supervise  the  activities  of  the 
bankruptcy  section.  This  person  generally  has  no  knowledge  of  the  operation  of 
the  clerical  functions  necessary  to  support  the  bankruptcy  courts  and  is  totally 
lacking  in  management  or  administrative  skills. 

4.  The  Chief  Clerk  of  the  former  bankruptcy  office  is  terminated.  The  Chief 
Clerk  is  the  one  person  in  the  bankruptcy  section  who  is  knowledgeable  about 
all  the  work  that  must  be  done,  and  the  knowledge  and  expertise  which  was 
acquired  from  many  years  of  on-the-job  service  is  then  lost. 

5.  In  one  district  the  entire  bankruptcy  clerical  staff  resigned  after  consolidation, 
and  bankruptcy  personnel  from  an  adjoining  district  (an  unconsolidated  office)  had 
to  be  brought  in  to  train  a  completely  new  staff.  It  will  be  years  before  the  affected 
office  will  become  self-sufficient. 

6.  The  Clerk  of  the  Court  is  insistent  that  the  bankruptcy  section  be  patterned 
after  the  operations  in  the  Clerk's  Office.  Experienced  bankruptcy  personnel  have 
tried  in  vain  to  retain  certain  long  established  and  effective  bankruptcy  clerical 
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procedures.  In  the  multi-court  districts  where  we  once  had  an  integrated  office 
with  most  clerks  qualified  and  trained  to  handle  several  positions,  we  now  have  a 
departmentalized  bankruptcy  section  where  the  personnel  is  assigned  a  limited 
function. 

A  bankruptcy  case  is  not  a  case  of  Smith  v.  Jones.  It  is  a  case  involving  thou- 
sands of  creditors.  The  bankruptcy  court  handles  from  five  (5)  to  twelve  (12) 
times  as  many  cases  as  the  district  court.  The  paper  work  is  voluminous.  Thus, 
the  procedures  used  at  the  district  court  level  are  not  workable  in  the  bankruptcy 
courts. 

7.  The  morale  in  the  bankruptcy  sections  of  the  Clerk's  Office  is  low  and  absen- 
teeism is  at  an  unusually  high  rate. 

8.  The  clerical  .staffs  of  the  bankruptcy  courts  have  long  been  a  most  dedicated 
group  of  public  servants.  They  took  pride  in  their  work  in  servicing  the  bank- 
ruptcy courts,  trustees,  practicing  attorneys,  and  the  general  public.  Now  they 
are  frustrated.  We  have  lost  a  number  of  key  employees  who  took  early  retire- 
ment. In  July,  1976,  our  court  lost  one  of  our  Chief  Clerks  with  fifteen  (15) 
years'  service.  On  December  2,  1977,  we  will  be  losing  our  most  experienced 
Chief  Clerk.  She  is  a  lady  of  sixty  (60)  years  of  age,  in  good  health,  with  a  total 
of  thirty  (30)  years'  service  in  our  courts,  the  last  twenty-two  (22)  years  as  a  Chief 
Clerk. 

The  above  recitals  will  give  some  general  idea  of  what  has  happened  since 
consolidation  and  why  corrective  measures  are  needed  now  so  that  it  will  not 
happen  again.  If  it  is  not  possible  to  create  an  Independent  Court,  then  Section 
777  of  Chapter  50  of  Title  28  of  the  United  States  Code  is  certainly  needed. 

The  wording  of  Section  777  appears  to  restore  to  the  bankruptcy  courts  the 
control  and  supervision  of  all  supporting  clerical  personnel;  yet,  there  may  be 
some  doubt  as  to  the  result  in  actual  operation.  Could  the  desire  of  the  Congress 
be  circumvented  by  the  Director  of  the  Administrative  Office  making  such  person- 
nel available  through  the  Office  of  the  Clerk  of  the  Court?  Perhaps  Section  777 
should  be  amended  to  provide  for  a  Clerk  of  the  Bankruptcy  Court  to  eliminate 
this  potential  problem. 

I  am  disappointed  that  Section  777  makes  no  specific  provision  for  the  em- 
ployment of  court  reporters  for  each  court,  and  possibly  some  law  clerks. 

This  concludes  my  statement.  However,  at  the  risk  of  encroaching  on  some 
other  person's  presentation,  I  would  like  to  comment  on  several  miscellaneous 
provisions  of  S.  2266. 

Section  329 — The  problem  covered  by  this  section  has  been  troublesome  to  the 
courts  for  a  long  time  when  the  fee  is  paid  by  someone  other  than  the  debtor. 
I  endorse  this  section  in  its  entirety. 

Section  522  (k) — I  am  bothered  by  this  section  for  the  following  reasons.  Many 
consumer  bankrupts  file  in  propria  persona,  either  preparing  the  papers  them- 
selves or  having  them  prepared  by  some  non-professional  who  has  placed  an 
advertisement  in  one  of  our  local  newspapers.  Quite  often  they  fail  to  claim  any 
exemptions,  although  we  in  California  have  the  most  liberal  exemption  laws  in 
the  land.  Telling  the  bankrupt  at  the  First  Meeting  of  Creditors  to  amend  his 
schedules  does  not  always  solve  the  problem.  I  generally  make  inquiry  and  then 
instruct,  my  trustee  to  allow  $250  for  clothing  and  $500  for  personal  household 
property.  I  am  not  sure  that  this  will  be  possible  under  the  wording  of  §  522 (k). 

Section  523(8) — Student  Loans.  I  approve  the  provisions  of  this  section  which 
appear  to  follow  20  U.S.C.  1087-3,  which  became  effective  on  October  1,  1977. 
It  does  not  include  the  amendment  to  42  U.S.C.  294f(g)  enacted  by  Public  Law 
94-484  effective  October  1,  1977.  This  latter  amendment  does  not  include  the 
hardship  clause  of  20  U.S.C.  1087-3  in  cases  involving  loans  for  medical  education. 

The  committee  will  adjourn  until  9  o'clock  Thursday  morning. 
[Whereupon,  at  5:25  p.m.,  the  committee  adjourned.] 


HEARING  ON  S.  2266— TO  ESTABLISH  A  UNIFORM  LAW 
ON  THE  SUBJECT  OF  BANKRUPTCIES 


TUESDAY,  NOVEMBER  29,  1977 

U.S.  Senate, 
Committee  on  the  Judiciary, 

Subcommittee  on  Improvements  in  Judicial  Machinery, 

Wash inglon ,  D.C. 

The  subcommittee  met,  pursuant  to  recess,  at  9:10  a.m.  in  room 
2228,  Dirksen  Senate  Office  Building;,  Senator  Dennis  DeConcini 
(chairman  of  the  subcommittee)  presiding. 

Staff  present:  Romano  Romani,  staff  director;  Robert  E.  Feidler, 
counsel;  Harry  D.  Dixon,  Jr.,  consultant;  Patricia  Hofr,  minority 
counsel;  and  Kathryn  M.  Coulter,  chief  clerk. 

Senator  DeConcini.  We  will  resume  our  hearings  on  S.  2266. 
We  have  a  long  list  of  witnesses  today,  and  we  will  proceed  until 
about  noon. 

We  are  honored  today  that  the  Attorney  General  of  the  United 
States,  Judge  Griffin  Bell,  will  join  us  today  to  testify  on  behalf  of 
this  bill. 

Judge  Bell,  we  thank  you  once  again  for  your  continued  interest  in 
improving  the  Federal  judiciary  and  for  your  staff,  concessional 
liaison,  research,  and  other  people  who  give  us  a  great  deal  of  con- 
fidence in  the  justice  system  and  the  Justice  Department  for  their 
dedication  in  improving  the  judicial  machinery. 

I  know  from  being  a  prosecutor  that  you  can  operate  it  with  what 
you  have,  but  it  takes  a  real  effort  an  commitment.  I  commend  you, 
sir,  very  highly  for  this  dedication  on  your  part  and  that  of  your  staff. 

We  welcome  your  testimony  this  morning. 

STATEMENT  OF  JUDGE  GRIFFIN  B.  BELL,  THE  ATTORNEY  GENERAL 

OF  THE  UNITED  STATES 

Attorney  General  Bell.  Thank  you. 

Mr.  Chairman,  I  am  happy  to  respond  to  your  subcommittee's 
invitation  to  present  the  views  of  the  Department  of  Justice  on 
S.  2266,  a  bill  "To  establish  a  uniform  law  on  the  subject  of  bank- 
ruptcies." I  request  that  my  formal  statement  be  inserted  in  the 
record  at  this  point. 

Senator  DeCcnc-ini.  Without  objection,  so  ordered. 

[The  prepared  statement  of  Griffin  Bell  follows :] 


Statement  of  Griffin  B.  Bell,  Attorney   General 

pond 
of  Jug 
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Mr.  Chairman,  I  am  happy  to  respond  to  your  Subcommittee's  invitation  to 
present  the  views  of  the  Department  of  Justice  on  S.  22GG,  a  bill  "To  establish  a 
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uniform  law  on  the  subject  of  bankruptcies."  S.  226G,  and  its  House  counterpart, 
H.R.  8200,  represent  the  culmination  of  many  years  of  dedicated  work  by  Senators, 
Representatives,  their  staffs,  judges,  practitioners  and  academics. 

It  has  been  almost  ten  years  since  this  Subcommittee's  predecessor  began 
hearings  on  bankruptcy  reform.1  In  1970,  Congress  created  the  Commission  on 
the  Bankruptcy  Laws2;  in  1973  the  Commission's  report  was  released,  and  its 
proposal  was  introduced  in  the  Senate  as  S.  2565.  The  Ninety-third  Congress 
also  received  S.  404(3,  a  draft  prepared  by  the  National  Conference  of  Bankruptcy 
Judges.  In  the  Ninety-fourth  Congress,  this  Subcommittee  held  extensive  hearings 
on  the  Commission's  proposal,  S.  236,  and  on  S.  235,  the  Bankruptcy  Judges' 
draft. 

No  one  can  seriously  argue  that  bankruptcy  law  reform  is  not  long  overdue. 
Our  bankruptcy  laws  have  not  undergone  major  revision  since  the  1938  enactment 
of  the  Chandler  Act.3  Of  course  the  basic  Bankruptcy  Act  dates  from  1898, 4  and 
hearings  in  both  Houses  of  the  Congress  have  indicated  that  since  1898,  the  number 
of  pending  bankruptcies  has  grown  from  20,000  to  250,000  (approximately  15% 
of  recent  annual  filings  have  been  under  Chapter  XIII),  and  that  during  this 
time  the  problems  of  consumers  and  small  businesses  and  credit  finance  practices, 
have  radically  changed.5 

Title  I  of  S.  2266  would  enact  the  Bankruptcy  Act  into  positive  law  as  title  1 1 
of  the  United  States  Code,  a  needed  accomplishment  in  itself.6  But  Title  I  of  the 
bill  would  do  much  more.  It  would  completely  modernize  the  Bankruptcy  Act, 
taking  into  account  the  widespread  adoption  of  the  Uniform  Commercial  Code; 
it  would  create  for  so-called  consumer  debtors  a  much-needed  and  more  practical 
revised  proceeding;  it  would  consolidate  the  present  three  chapters  dealing  with 
commercial  leorganizations  into  one  updated  business  reorganization  chapter. 

Although  we  at  the  Department  of  Justice  support  the  great  bulk  of  Title  I 
amendments,  we  do  have  some  concern  about  several  provisions  which  affect  the 
United  States  as  creditor.  These  concerns  are  addressed  in  part  II  of  my  statement 
which,  with  your  permission,  I  will  submit  for  the  record.  I  would  like  to  spend 
my  time  with  this  Subcommittee  discussing  a  portion  of  the  bill  in  which  the 
Department  is  most  interested— Title  II  which  concerns  the  structure  of  the 
bankruptcy  system. 

PART   I 

The  bankruptcy  referee  originated  in  1S98  as  a  kind  of  combination  special 
master — estate  administrator.  The  growing  workload  of  the  district  courts  and  the 
specialized  nature  of  the  bankruptcy  proceeding  have  caused  the  role  of  referee 
to  expand  in  both  importance  and  in  the  judicial  nature  of  duties  performed.  In 
1938,  the  Chandler  Act  increased  the  judicial  aspects  of  the  referee's  role  by 
transferring  many  of  his  administrative  duties  to  the  trustee  or  to  the  clerk  of  the 
district  court.  The  1946  amendments7  made  the  referees  salaried  officers  of  the 
district  courts  and  extended  their  terms  from  2  to  6  years.  The  judicial  nature  of 
the  duties  of  bankruptcy  judges  was  further  enhanced  by  the  adoption  of  the  1973 
Bankruptcy  Rules.8 

Under  current  law  and  procedure,  bankruptcy  judges  are  salaried  officers  of 
the  district  courts9  appointed  for  six  year  terms10.  Although  section  1(10)  of 
the  Bankruptcy  Act  u  defines  "Courts  of  bankruptcy"  to  mean  the  United 
States  district  courts,  section  1(9)  12  defines  "court"  to  mean  the  judge  or  referee 
of  the  court  of  bankruptcy  in  which  the  proceedings  are  pending.  And,  although 
the  district  courts  have  original  jurisdiction  over  all  matters  and  proceedings  in 


1  Hearings  on  S.J.  Res.  100  Before  the  Subcommittee  on  Bankruptcy  of  the  Senate 
Committee  on  the  Judiciary,"  90th  Cong.,  2d  Sess.  (196S). 

2  Pub.  L.  91-354,  84  Stat.  468. 

3  Act  of  June  22,  1938,  52  Stat.  S40. 

*  Act  Of  July  1,  1S9S.  30  Stat.  544. 

5  See  generally,  "Hearings  on  S.  235  and  S.  236  Before  the  Senate  Judiciary  Subcom- 
mittee on  Improvements  in  Judicial  Machinery,"  94th  Cong.,  1st  Sess.  (1975)  :  "Hearings 
•on  H.R.  31  and  H.R.  32  Before  the  House  Judiciary  Subcommittee  on  Civil  and  Constitu- 
tional Rights,"  94th  Cong.,  1st  and  2d  Sess.  (1975-76)  ;  hereinafter  referred  to  as  "Senate 
Hearings"  and  "House  Hearings"  respectively.  For  figures  on  bankruptcy  tilings,  see 
"House  Hearings"  at  33-95,  155. 

8  See  1  U.S.C.  204(a). 

-•  Act  of  June  28,  1946,  60  Stat.  323. 

"415  U.S.  1003  (1973). 

*  Section  40.  Bankruptcv  Act,  11  U.S.C.  68. 

10  Section  34a.  Bankruptcv  Act,  11  U.S.C.  62a. 
"  11  U.S.C.  1(10). 
,    3-11  U.S.C.  1(9). 
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bankruptcies,13  all  bankruptcy  matters  are  automatically  referred  to  the  bank- 
ruptcy judge  u,  whose  orders  are  final  unless  reversed  on  appeal  by  the  district 
court.15 

The  rapid  growth  in  the  numbers  of  bankruptcy  cases,  in  their  complexity, 
and  in  the  dollar  amounts  involved,  have  understandably  been  accompanied  by 
demands  for  more  formal  recognition  of  the  bankruptcy  judge's  altered  functions. 
It  has  been  argued,  first  that  the  inferior  status  of  bankruptcy  courts  has  de- 
prived them  of  adequate  supportive  resources;  that  bankruptcy  judges  need 
control  over  their  own  secretaries  and  law  clerks  and  that  they  must  have  access 
to  adequate  law  libraries.  Even  more  basically,  it  has  been  alleged  that  talented 
and  experienced  individuals  will  not  be  attracted  to  the  bankruptcy  bench  if 
the  bankruptcy  judge  is  not  given  some  degree  of  increased  independence  from 
the  district  court.16 

Secondly,  it  has  been  suggested  that  the  present  system  under  which  the 
district  court  appoints  the  bankruptcy  judge  and  then  hears  appeals  from  decisions 
of  his  appointee  raises  an  appearance  of  bias  in  favor  of  the  bankruptcy  judge.17 
The  Commission  on  the  Bankruptcy  Laws  and  the  National  Conference  of 
Bankruptcy  Judges  sought  to  meet  these  problems  by  advocating  the  creation 
of  an  independent  bankruptcy  court  of  non-tenured  judges — a  so-called  Article 
I  court.  Under  the  Commission's  proposal,  bankruptcy  judges  would  have  been 
appointed  to  fifteen  year  terms  by  the  President  with  "the  advice  and  consent  of 
the  Senate,18  with  appeals  taken  to  the  U.S.  district  courts.19  The  Conference  of 
Bankruptcy  Judges  proposed  bankruptcy  judges  appointed  to  fifteen  year  terms 
by  the  judicial  council  of  each  circuit,  with  appeals  taken  to  the  U.S.  courts  of 
appeals.20 

This  year,  the  House  Judiciary  Subcommittee  on  Civil  and  Constitution- 
al Rights  proposed  that  the  bankruptcy  courts  be  patterned  after  the  United 
States  district  courts  by  establishing  them  as  Article  III  specialized  courts  with 
lifetime  tenured  judges.21  The  House  Subcommittee,22  and  subsequently,  the  full 
Committee,  concluded  that  there  would  be  substantial  doubt  whether  a  non- 
tenured,  or  Article  I  court,  could  constitutionally  exercise  the  powers  and  juris- 
diction that  the  House  Committee  believed  was  necessary  in  bankruptcy  reform 
legislation.23 

Upon  reviewing  the  proposed  House  legislation,  we  wrote  to  the  House  Sub- 
committee objecting  to  any  proposal  which  would  create  a  system  of  lifetime 
tenured  bankruptcy  judges.  We  noted  that  the  constitutional  uncertainties  sur- 
rounding a  bankruptcy  court  with  non-tenured  judges  should  be  removed  by 
decreasing  the  court's  jurisdiction  and  powers,  not  by  elevating  the  court's  status 
to  that  of  an  Article  III  court.24  I  subsequently  asked  the  Department's  Office  of 
Legal  Counsel  to  examine  the  question  whether  an  Article  I  bankruptcy  court, 
having  the  powers  enumerated  in  the  House  bill,  would  be  free  from  constitu- 
tional doubt.  Our  new  study  led  us  to  the  conclusion  that  constitutional  problems 
did  exist.  In  the  context  of  the  current  legislative  record,  Congress  had  made  no 
case  for  any  peculiar  and  compelling  need  to  avoid  the  tenure  provisions  of  Article 
III,  and  indeed  it  may  be  impossible  to  make  such  a  case.  We  immediately  for- 
warded our  conclusion  to  the  House  Committee  25  and  to  this  Subcommittee.26 


M28TJ.S.C.  1334. 

"Section  22,  Bankruptcy  Act,   11  TJ.S.C.   45:  Bankruptcy  Rule  102(a). 
ir'  See  section  39e,  Bankruptcy  Act,  11   U.S.C.  67c. 

18  See  e.g.,  Senate  Hearings,  supra  note  5,  at  956:  House  Committee  on  the  Judiciary, 
Bankruptcy  Law  Revision,  H.  Rpt.  No.  95-595,  95th  Cong.,  1st  Sess.   1G-1S    (1977). 

17  J<7.  at  476  and  17  respectively. 

18  S.  236,  94th  Cong.,  1st  Sess.,  §  2-202  (1975). 
»  S.  236,  04th  Cong.,  1st  Sess.,  §  2-210  (1975). 

20  S.  235,  94th  Cong.,  1st  Sess.,  §§  2-102,  2-209  (1975). 

21  H.R.  6,  95th  Cong.,  1st  Sess.,  §  201  (1977). 

—  See  Subcommittee  on  Civil  and  Constitutional  Rights,  House  Committee  on  the 
Judiciary,  ConstiUitional  Bankruptcy  Courts,  Committee  Print  No.  3,  95th  Cong.,  1st 
Sess.  (1977). 

"3  House  Committee  on  the  Judiciary,  supra  note  16  at  52. 

24  Letter  from  Assistant  Attorney  General  Patricia  M.  Wald  to  the  Honorable  Don 
Edwards,  Chairman,  Subcommittee  on  Civil  and  Constitutional  Rights,  House  Commit  tee 
on  the  Judiciary,  March  16,  1977. 

25  Letter  from  Assistant  Attorney  General  Patricia  M.  Wald  to  the  Honorable  Peter  W. 
Rodino,  Jr..   Chairman,  House  Committee  on  the  Judiciary,   July   14,    1977. 

-8  Letter  from  Assistant  Attorney  General  Patricia  M.  Wald  to  the  Honorable  Dennis 
DeConcini,  Chairman,  Subcommittee  on  Improvements  in  Judicial  Machinery,  Senate 
Committee  on  the  Judiciary,  August  22,  1977. 
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I  must  emphasize  at  this  point  that  the  Department  of  Justice  remains  firmly 
opposed  to  the  creation  of  Article  III  bankruptcy  courts,  courts  which  would  not 
only  parallel  our  U.S.  district  courts,  but  would,  under  some  proposals,  actually 
have  more  jurisdiction  than  our  district  courts.  To  create  a  second  nation-wide 
system  of  tenured  judges  to  parallel  the  existing  district  court  system  would,  in 
our  opinion,  be  the  most  fundamental  change  to  our  Federal  court  system  since 
it  was  created  in  1789. 27  The  judicial  power  of  the  United  States  under  Article  III 
of  the  Constitution  should  be  exercised  by  a  unitary  system  of  courts  of  general 
jurisdiction — we  have  that  system,  the  U.S.  district  courts.  The  price  of  bank- 
ruptcy reform  should  not  be  the  diminution  of  the  prestige  and  influence  of  our 
district  courts. 

Although  the  Department  of  Justice  believes  that  a  nontenured  or  Article  I 
court  raises  constitutional  questions,  and,  although  we  cannot  support  an  inde- 
pendent tenured  or  Article  III  court  for  what  I  regard  as  sound  policy  reasons,  we 
can  support  a  bankruptcy  court  with  new  and  expanded  powers  and  resources  that 
will,  however,  continue  to  operate  as  an  adjunct  of  the  district  court. 

Title  II  of  your  bill,  S.  2266,  does  just  that.  The  district  courts  would  continue 
to  have  jurisdiction  over  bankruptcy  matters, 28  and  the  bankruptcy  statute 
would  continue  to  use  the  word  "court"  for  reference  to  either  the  district  court 
or  the  bankruptcy  judge,  the  term  "referee"  being  abandoned.29  But  the  bank- 
ruptcy judge  would  be  upgraded  and  the  appointing-reviewing  authorities  separa- 
ted by  proposed  section  771  to  title  28,  U.S.C.,  which  would  authorize  the  judicial 
council  of  each  circuit  to  appoint  bankruptcy  judges  to  twelve  year  terms  to  serve 
in  each  district  of  the  circuit  in  such  numbers  and  at  such  locations  as  the  Judicial 
Conference  of  the  United  States  determines.  Although  the  bankruptcy  judges 
would  not  have  the  power  to  enjoin  a  court  and  contempts  would  constitute  con- 
tempt of  the  distict  court,  the  bankruptcy  judge  would  be  empowered  to  issue  any 
order,  process,  or  judgment  that  is  necessary  or  appropriate  to  carry  out  the  pro- 
visions of  the  new  title  ll.30  A  bankruptcy  judge  would  be  entitled  to  sit  on  the 
Board  of  the  Federal  Judicial  Center. 3l 

Enactment  of  S.  2266  will  thus  result  in  an  immediate  increase  in  the  status 
of  our  bankruptcy  judges  and  bankruptcy  courts.  But  this  Subcommittee  may 
wish  to  do  more.  For  example,  complaints  have  been  made  that  present  bank- 
ruptcy judges  are  deprived  of  adequate  clerical  help,  law  clerks,  and  access  to  law 
libraries.32  Proposed  28  U.S.C.  777  of  S.  2266  appears  to  be  substantially  a  re- 
statement of  existing  section  62  (a)  (3)  of  the  Bankruptcy  Act.33  I  see  no  reason 
why  bankruptcy  judges  should  not  be  given  the  power  to  appoint  and  control 
adequate  clerical  help  and  law  clerks  and  be  assured  access  to  law  libraries. 

The  Ninety-fourth  Congress  hearing  record  in  both  Houses  Zi  makes  a  good 
case  for  granting  to  the  district  courts  as  broad  jurisdiction  as  possible  over  all 
controversies  arising  from  bankruptcy  or  rehabilitation  cases.  H.R.  8200,  as 
reported  by  the  House  Judiciary  Committee,  would  give  the  court  original  and 
exclusive  jurisdiction  of  all  cases  under  title  11,  and  original,  but  not  exclusive, 
jurisdiction  of  all  civil  proceedings  "arising  under  title  11  or  arising  under  or 
related  to  cases  under  title  11."  35  A  party  would  be  able  to  remove  any  civil  cause 
of  action,  other  than  a  proceeding  before  the  United  States  Tax  Court  or  an 
enforcement  action  by  a  govermental  unit,  to  the  bankruptcy  court  having  juris- 
diction over  that  cause  of  action  36.  Proposed  28  U.S.C.  1334  (a)  in  S.  2266  would 
grant  the  district  courts  original  jurisdiction  of  title  11  proceedings  which  would 
be  exclusive  with  regard  to  state  courts.  And,  proposed  28  U.S.C.  1334  (b)  would 
grant  the  district  court  original,  but  not  exclusive,  jurisdiction  of  all  civil  pro- 
ceedings by  or  against  the  representative  of  the  debtor's  estate.  Section  204  of 
S.  2266  would  make  the  removal  provision  applicable  only  to  state  court  proceed- 
ings, and  then,  only  upon  a  showing  of  detriment  to  the  estate.  While  I  believe 
that  S.  2266  would  give  bankruptcy  courts  adequate  jurisdiction,  I  would  have  no 
objection  to  a  grant  of  jurisdiction  to  the  district  court  modeled  after  the  House 
Judiciary  Committee  provisions. 


-■  The  Judiciary  Act  of  1789,  1  Stat.  73. 
38  Section  202,  S.  2266. 
29  Proposed  11  U.S.C.  101(9),  S.  2266. 
30  Proposed  11  U.S.C.  105,  S.  2266. 
al  Section  211,  S.  2266. 

32  See  e.g..  House  Hearings,  supra  note  5  at  513. 
m 11  U.S.C.  102(a)(3). 

34  See  e.g.,  Senate  Hearings,  supra  note  5,  at  611,  971 ;  House  Hearings,  supra  note  5, 
at  140-149. 

w  I'roposed  28  U.S.C.  1471,  section  243(a),  H.R.  8200. 
36  Proposed  28  U.S.C.  147S,  section  243(a),  H.R.  8200. 
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I  would  also  mention  another  important  suggestion  for  reform  which  is  not 
now  incorporated  in  S.  2266 — the  creation  of  an  official  trustee.  Again,  I  believe 
the  hearings  in  both  Houses  have  pointed  out  a  number  of  deficiencies  which 
can  be  remedied  by  the  creation  of  some  type  of  official  trustee.  First,  the  present 
system,  whereby  a  trustee  in  each  case  is  appointed  by  the  bankruptcy  judge  who 
then  rules  on  many  of  the  trustee's  actions,  creates  the  appearance,  at  least,  of 
unfairness.  Second,  bankruptcy  judges  are  presently  burdened  with  supervisory 
responsibilities  which  could  just  as  well  be  performed  by  an  official  trustee.  Third, 
in  situations  in  which  there  is  little  creditor  control  of  the  trustee  and  the  estate, 
such  as  in  no  asset  cases  or  cases  in  which  the  assets  are  so  limited,  or  the  creditors 
so  many,  that  creditor  control  is  lacking,  there  is  evidence  of  certain  unsatis- 
factory practices  such  as  the  trustee  locating  only  enough  debtor  assets  to  pav 
his  fee.  A  standing  or  official  trustee,  rather  than  the  bankruptcy  judge,  may  be 
needed  to  supervise  the  private  trustee,  or  indeed  act  as  trustee,  in  those  situations 
where  the  creditors,  as  a  practical  matter,  lack  control  over  the  estate. 

S.  2266  37  would  create  a  panel  of  private  trustees  appointed  by  the  Director 
of  the  Administrative  Office  of  the  U.S.  Courts.  While  such  a  qualification- 
screening  device  would  be  welcome,  I  would  hope  that  even  more  could  be  done. 

An  official  trustee  could  supervise  panels  of  private  trustees,  or  serve  as  trustee 
or  interim  trustee  where  private  trustees  may  not  be  available.  While  I  would 
commend  to  this  Subcommittee  some  type  of  official  trustee,  we  are  still  con- 
fronted with  the  question  of  what  entity  in  the  Federal  Government  would 
supervise  such  an  official  trustee. 

As  reported  by  the  House  Judiciary  Committee,  H.R.  8200  would  have  given 
the  Department  of  Justice  responsibility  for  so-called  United  States  Trustees 
who  would  have  been  appointed  by  the  Attorney  General  to  seven-year  terms 
and  have  been  under  his  supervision  and  control.38  The  Department  of  Justice 
has,  I  believe,  understandable  concerns  with  any  role  in  bankruptcy  adminis- 
tration. As  the  attorney  for  the  Federal  Government,  we  represent  a  major  credi- 
tor in  many  bankruptcies.  In  legislation  which  has  as  a  major  purpose  the  elimi- 
nation of  appearances  of  conflicts  of  interest,  we  might  be  creating  the  appearance 
of  another  conflict  of  interest — the  attorney  for  a  major  creditor  being  responsible 
for  the  supervision  of  the  bankrupt's  estate. 

Of  Course  H.R.  8200  has  been  amended  in  the  Committee  of  the  Whole  39  to 
provide  for  a  United  States  Trustee  appointed  to  a  seven-year  term  by  the  district 
court  in  each  judicial  district.  Certainly  this  is  one  answer.  Another  alternative 
would  be  to  place  the  United  States  trustees  under  the  supervision  of  the  Admin- 
istrative Office  of  the  U.S.  Courts.  Another  possible  location  would  be  within  the 
Judiciary  as  an  independent  establishment  much  like  the  Federal  Judicial  Center.40 
Any  of  these  alternatives  would  be  preferable,  in  our  opinion,  to  the  placement 
of  the  United  States  Trustee  in  the  Department  of  Justice. 

Mr.  Chairman,  this  concludes  Part  I  of  my  statement.  I  should  like  to  submit 
Part  II  of  the  statement  for  the  record  and  answer  any  questions  that  you  may 
have   concerning   Part   I. 

PART  II 

The  following  comments  relate  to  substantive  provisions  of  title  I  of  S.  2266, 
which  principally  concern  this  Department  as  the  attorney  for  the  Government, 
a  major  creditor  in  many  bankruptcies  and  reorganizations.  In  its  representation 
of  the  Government,  the  Department  is  responsible  for  the  handling  of  all  types 
of  Government  claims,  including  tax  claims.  The  impact  of  this  legislation  from 
the  standpoint  of  tax  collection  will  be  discussed  with  you  shortly  by  representa- 
tives of  the  Treasury  Department,  and,  although  this  is  a  subject  of  great  interest 
to  us,  I  see  no  need  at  this  time  to  cover  the  same  ground.  It  is  sufficient  to  note 
that  the  tax  provisions  of  the  bill  appear  to  address  many  of  the  concerns  expressed 
by  this   Department  during  the  last   Congress. 

Of  course  the  Government's  creditor  interest  in  bankruptcies  and  reorganiza- 
tions is  not  limited  to  the  debtor's  Federal  tax  liability.  A  multitude  of  Govern- 
ment programs  make  loans  or  guarantee  or  insure  loans  to  the  disadvantaged 
and  the  victims  of  natural  disasters.  Advance  payments  to  defense  contractors 
and  the  injection  of  Federal  funds  into  states,  municipalities  and  transportation 
systems  should  be  protected.  The  Government  enters  into  relationships  with 
such  debtors,  not  from  entrepreneurial  enterprise,  but  from  the  dictates  of  public 


37  Section  209,  S.  2266. 

ss  Section  224,  H.R.  8200. 

»>  123  Cong.  Rec.  H117S2  (daily  ed.  Oct.  28,  1977). 

*°  See  28  U.S.C.  620  et  seq. 
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policy.  Unlike  other  creditors,  the  Government  cannot  choose  its  debtor;  it  is  a 
nonconsensual  creditor,  and  as  such,  deserves  the  protection  which  heretofore 
public  policy  has  expressed  in  such  statutes  as  Section  3466  of  the  Revised 
Statutes,41  which  accords  the  Government  a  first  priority  in  reorganization  and 
municipal  debt  adjustment  proceedings.  In  liquidation,  wage  earner  proceedings 
and  arrangements,  the  Government  is  given  a  fifth  level  priority  by  sections 
64a,  659(6),  302,  and  402  of  the  Bankruptcy  Act,42  Section  320(a)  of  S.  2266 
would  amend  section  3466  of  the  Revised  statutes  to  make  it  inapplicable  in  all 
bankruptcy  proceedings  except  municipal  debt  adjustment  proceedings.  Moreover, 
proposed  11  U.S.C.  507  would  make  no  provision  for  priority  of  Government 
non-tax  claims.  As  the  United  States  Court  of  Appeals  for  the  Fourth  Circuit 
has  noted,  but  for  massive  Federal  investment  through  Government  lending 
programs,  competing  creditors  might  recover  even  less.  H.  B.  Agsten  &  Sons, 
Inc.  v.  Huntingdon  Trust  &  Savings  Bank  388  F.  2d  156,  159  (1967),  cert,  den., 
390  U.S.  1025  (1968).  I  recommend  that  the  Government's  present  priority  for 
adjustment  proceedings  be  retained  and  that  the  Government's  other  non-tax 
civil  claims  be  given  a  priority  above  that  of  general  creditors. 

In  reorganization  cases,  proposed  11  U.S.C.  1130(e)  provides  that  tax  claims 
must  be  paid  in  cash  or  within  a  short  period  of  time  unless  the  Secretary  of  the 
Treasury  consents  to  other  form  of  payment.  For  tax  claims,  this  provision  would 
continue  the  wise  policy  of  preventing  the  United  States  from  being  in  a  position 
of  having  to  accept  stock,  notes,  or  other  securities  or  property  in  payment  of  its 
claims.  We  believe  that  it  is  contrary  to  sound  policy  to  put  the  United  States  in 
the  position  of  owning  stock  in  private  corporations,  and  we  recommend  that 
proposed  section   1130  be  extended  to   United  States  non-tax  claims  as  well. 

The  Department  of  Justice  continues  to  oppose  proposed  11  U.S.C.  106,  Waiver 
of  Soverign  Immunity,  which  goes  far  beyond  what  is  required  for  the  allowance 
and  disallowance  of  claims  in  bankruptcy.  Proposed  section  106(a)  would  allow 
affirmative  judgments  against  the  United  States  with  respect  to  claims  which 
arise  out  of  a  transaction  which  gives  rise  to  the  Government's  proof  of  claim, 
even  where  no  other  court  would  have  jurisdiction  to  hear  such  a  claim.  Section 
106(a)  should  be  amended  to  limit  the  remedy  to  recoupment  up  to  the  amount  of 
the  Government's  claim.  Subsection  (b)  allows  offset  against  any  claim  filed  by 
the  United  States  regardless  of  the  transaction  out  of  which  it  arose  and  regardless 
of  nonbankruptcy  statutes  which  would  otherwise  preclude  relief.  This  provision 
should  be  modified  to  permit  onty  the  setoff  of  claims  which  are  cognizable  against 
the  soveriegn  in  non-bankrupt^  proceedings. 

Other  provisions  of  the  bill  do  not  discriminate  against  the  Government  as 
creditor,  but  instead,  discriminate  against  creditors  as  a  class.  For  example,  we 
believe  that  the  debtor's  exemptions  should  be  unifrom  throughout  the  United 
States.  Proposed  11  U.S.C.  522  would  continue  to  allow  debtors  to  use  state 
exemptions.  These  vary  widely  from  state  to  state,  and  in  some  states  appear 
to  be  virtually  unlimited. 

The  Department  of  Justice  is  greatly  concerned  about  the  provisions  of  sub- 
chapter IV  of  chapter  11  of  proposed  title  11  concerning  railroad  reorganizations. 
However,  until  our  views  have  received  the  necessary  review  and  clearance  by 
other  Departments,  we  prefer  not  to  offer  any  comment  at  this  time. 

Attorney  General  Bell.  S.  2266,  and  its  House  counterpart,  H.R. 
8200,  represent  the  culmination  of  many  years  of  dedicated  work  by 
Senators,  Representatives,  their  staffs,  judges,  practitioners,  and 
academics. 

It  has  been  almost  10  years  since  this  subcommittee's  predecessor, 
began  hearings  on  bankruptcy  reform.  In  1970,  Congress  created  the 
Commission  on  the  Bankruptcy  Laws;  in  1973,  the  Commission's 
report  was  released,  and  its  proposal  was  introduced  in  the  Senate  as 
S.  2565. 

The  93d  Congress  also  received  S.  4046,  a  draft  prepared  by  the 
National  Conference  of  Bankruptcy  Judges.  In  the  94th  Congress,  this 
subcommittee  held  extensive  hearings  on  the  Commission's  proposal, 
S.  236;  and  on  S.  235,  the  Bankruptcy  Judges'  draft. 

«  31  U.S.C.  191. 

*2 11  U.S.C.  104a,  1059(6),  702,  and  802. 
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No  one  can  seriously  argue  that  bankruptcy  law  reform  is  not  long 
overdue.  Our  bankruptcy  laws  have  not  undergone  major  revision 
since  the  1938  enactment  of  the  Chandler  Act. 

Of  course,  the  basic  Bankruptcy  Act  dates  from  1898,  and  hearings 
in  both  Houses  of  the  Congress  have  indicated  that  since  1898,  the 
number  of  pending  bankruptcies  has  grown  from  20,000  to  250,000 — 
approximately  15  percent  of  recent  annual  filings  have  been  under 
chapter  XIII— and  that  during  this  time  the  problems  of  consumers 
and  small  business  and  credit  finance  practices,  have  radically  changed. 

I  would  like  to  insert  a  breakdown  of  the  figures  here.  Of  the  254,484 
bankruptcy  filings  in  1975,  30,130  were  business  liquidations,  179,200 
were  nonbusiness  liquidations,  189  were  chapter  X  reorganizations, 
3,786  were  chapters  XI  and  XII  arrangements,  and  41,178  were 
chapter  XIII  wage-earner  plans. 

I  have  had  these  figures  broken  clown  because  it  seemed  to  me  that 
it  does  not  mean  anything  to  say  that  we  have  gone  from  20,000  to 
250,000  if  you  do  not  realize  that  180,000,  roughly,  are  nonasset-type- 
cases  which  are  handled  in  a  much  different  way  from  the  complicated 
complex  business  matter. 

Title  I  of  S.  2266  would  enact  the  Bankruptcy  Act  into  positive  law 
as  title  11  of  the  United  States  Code,  a  needed  accomplishment  in 
itself. 

But  title  I  of  the  bill  would  do  much  more.  It  would  completely 
modernize  the  Bankruptcy  Act,  taking  into  account  the  widespread 
adoption  of  the  Uniform  Commercial  Code;  it  would  create  for  so- 
called  consumer  debtors  a  much-needed  and  more  practical  revised 
proceedings;  it  would  consolidate  the  present  three  chapters  dealing 
with  commerical  reorganizations  into  one  updated  business  reorganiza- 
tion chapter. 

Although  we  at  the  Department  of  Justice  support  the  great  bulk 
of  title  I  amendments,  we  do  have  some  concern  about  several  provi- 
sions which  affect  the  United  States  as  creditor.  These  concerns  are 
addressed  in  part  II  of  my  statement. 

Attorney  General  Bell.  I  would  like  to  spend  my  time  with  this 
subcommittee  discussing  a  portion  of  the  bill  in  which  the  Department 
is  most  interested — title  1 1 ,  which  concerns  the  structure  of  the  bank- 
ruptcy s}-stem. 

The  bankruptcy  referee  originated  in  1898  as  a  kind  of  combination 
special  master-estate  administrator.  The  growing  workload  of  the 
district  courts  and  the  specialized  nature  of  the  bankruptcy  proceed- 
ing have  caused  the  role  of  referee  to  expand  in  both  importance  and 
in  the  judicial  nature  of  duties  performed. 

In  1938,  the  Chandler  Act  increased  the  judicial  aspects  of  the 
referee's  role  by  transfering  many  of  his  administrative  duties  to 
the  trustee  or  to  the  clerk  of  the  district  court.  The  1946  amendments 
made  the  referees  salaried  officers  of  the  district  courts  and  extended 
their  terms  from  2  to  6  years.  The  judicial  nature  of  the  duties  of 
bankruptcy  judges  was  further  enhanced  by  the  adoption  of  the 
1973  bankruptcy  rules. 

Under  current  law  and  procedure,  bankruptcy  judges  are  salaried 
officers  of  the  district  courts,  appointed  for  6-year  terms. 

Although  section  1(10)  of  the  Bankruptcy  Act  defines  "courts  of 
bankruptcy"  to  mean  the  U.S.  district  courts,  section  1(9)  defines 
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"court"  to  mean  the  judge  or  referee  of  the  court  of  bankruptcy 
in  which  the  proceedings  are  pending. 

And,  although  the  district  courts  have  original  jurisdiction  over 
all  matters  and  proceedings  in  bankruptcies,  all  bankruptcy  matters 
are  automatically  referred  to  the  bankruptcy  judge,  whose  orders 
are  final  unless  reversed  on  appeal  by  the  district  court. 

The  rapid  growth  in  the  number  of  bankruptcy  cases,  in  their 
complexity,  and  in  the  dollar  amounts  involved,  have  understandably 
been  accompanied  by  demands  for  more  formal  recognition  of  the 
bankruptcy  judge's  altered  functions. 

It  has  been  argued,  first,  that  the  inferior  status  of  bankruptcy 
courts  has  deprived  them  of  adequate  supportive  resources;  that 
bankruptcy  judges  need  control  over  their  own  secretaries  and  law 
clerks,  and  that  they  must  have  access  to  adequate  law  libraries. 

Even  more  basically,  it  has  been  alleged  that  talented  and  ex- 
perienced individuals  will  not  be  attracted  to  the  bankruptcy  bench 
if  the  bankruptcy  judge  is  not  given  some  degree  of  increased  inde- 
pendence from  the  district  court. 

Second,  it  has  been  suggested  that  the  present  system  under  which 
the  district  court  appoints  the  bankruptcy  judge  and  then  hears 
appeals  from  decisions  of  his  or  her  appointee,  raises  an  appearance 
of  bias  in  favor  of  the  bankruptcy  judge. 

The  Commission  on  the  Bankruptcy  Laws  and  the  National  Con- 
ference of  Bankruptcy  Judges  sought  to  meet  these  problems  by 
advocating  the  creation  of  an  independent  bankruptcy  court  of  non- 
tenured  judges — a  so-called  Article  I  court. 

Under  the  Commission's  proposal,  bankruptcy  judges  would  have 
been  appointed  to  15-year  terms  by  the  President  with  the  advice 
and  consent  of  the  Senate,  with  appeals  taken  to  the  U.S.  district 
courts. 

The  Conference  of  Bankruptcy  Judges  proposed  bankruptcy 
judges  be  appointed  to  15-year  terms  by  the  judicial  council  of  each 
circuit,  with  appeal  taken  to  the  U.S.  courts  of  appeals. 

This  year,  the  House  Judiciary  Subcommittee  on  Civil  and  Con- 
stitutional Rights  proposed  that  the  bankruptcy  courts  be  patterned 
after  the  U.S.  district  courts  by  establishing  them  as  Article  III 
specialized  courts  with  lifetime-tenured  judges. 

The  House  subcommittee,  and  subsequently  the  full  committee, 
concluded  that  there  would  be  substantial  doubt  whether  a  non- 
tenured,  or  Article  I  court,  could  constitutionally  exercise  the  powers 
and  jurisdiction  that  the  House  committee  believed  was  necessary  in 
bankruptcy  reform  legislation. 

Upon  reviewing  the  proposed  House  legislation,  we  wrote  to  the 
House  subcommittee  objecting  to  any  proposal  which  would  create 
a  system  of  lifetime-tenured  bankruptcy  judges.  We  noted  that  the 
constitutional  uncertainties  surrounding  a  bankruptcy  court  with 
nontenured  judges  should  be  removed  by  decreasing  the  court's 
jurisdiction  and  powers,  not  by  elevating  the  court's  status  to  that  of 
an  Article  III  court. 

I  subsequently  asked  the  Department's  Office  of  Legal  Counsel  to 
examine  the  question  whether  an  Article  I  bankruptcy  court,  having 
the  powers  enumerated  in  the  House  bill,  would  be  free  from  con- 
stitutional doubt.  Our  new  study  led  us  to  the  conclusion  that  con- 
stitutional problems  did  exist. 
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In  the  context  of  the  current  legislative  record,  Congress  had  made 
no  case  for  any  peculiar  and  compelling  need  to  avoid  the  tenure 
provisions  of  Article  III,  and  indeed  it  may  be  impossible  to  make 
such  a  case.  We  immediately  forwarded  our  conclusion  to  the  House 
committee  and  to  this  subcommittee. 

I  must  emphasize  at  this  point  that  the  Department  of  Justice 
remains  firmly  opposed  to  the  creation  of  Article  III  bankruptcy 
courts,  courts  which  would  not  only  parallel  our  U.S.  district  courts, 
but  would,  under  some  proposals,  actually  have  more  jurisdiction 
than  our  district  courts. 

To  create  a  second  nationwide  system  of  tenured  judges  to  parallel 
the  existing  district  court  system  would,  in  our  opinion,  be  the  most 
fundamental  change  to  our  Federal  court  system  since  it  was  created 
in  1789. 

The  judicial  power  of  the  United  States  under  Article  III  of  the 
Constitution  should  be  exercised  by  a  unitary  system  of  courts  of 
general  jurisdiction.  We  have  that  system — the  U.S.  district  courts. 
The  price  of  bankruptcy  reform  should  not  be  the  diminution  of  the 
prestige  and  influence  of  our  district  courts. 

Although  the  Department  of  Justice  believes  that  a  nontenured  or 
article  I  court  raises  constitutional  questions,  and  although  we  cannot 
support  an  independent  tenured  or  Article  III  court  for  what  I  regard 
as  sound  policy  reasons,  we  can  support  a  bankruptcy  court  with  new 
and  expanded  powers  and  resources  that  will,  however,  continue  to 
operate  as  an  adjunct  of  the  district  court. 

Title  II  of  your  bill,  S.  2266,  does  just  that.  The  district  courts 
would  continue  to  have  jurisdiction  over  bankruptcy  matters,  and 
the  bankruptcy  statute  would  continue  to  use  the  word  ''court"  for 
reference  to  either  the  district  court  or  the  bankruptcy  judge,  the 
term  "referee"  being  abandoned. 

But  the  bankruptcy  judge  would  be  upgraded  and  the  appointing- 
reviewing  authorities  separated  by  proposed  section  771  to  title  28, 
United  States  Code,  which  would  authorize  the  judicial  council  of 
each  circuit  to  appoint  bankruptcy  judges  to  12-year  terms  to  serve 
in  each  district  of  the  circuit  in  such  numbers  and  at  such  locations 
as  the  Judicial  Conference  of  the  United  States  determines. 

Although  the  bankruptcy  judges  would  not  have  the  power  to 
enjoin  a  court  and  contempts  would  constitute  contempt  of  the  dis- 
trict court,  the  bankruptcy  judge  would  be  empowered  to  issue  any 
order,  process,  or  judgment  that  is  necessary  or  appropriate  to  carry 
out  the  provisions  of  the  new  title  11.  A  bankruptcy  judge  would  be 
entitled  to  sit  on  the  Board  of  the  Federal  Judicial  Center. 

Enactment  of  S.  2266  will  thus  result  in  an  immediate  increase  in 
the  status  of  our  bankruptc}^  judges  and  bankruptcy  courts.  But  this 
subcommittee  may  wish  to  do  more. 

For  example,  complaints  have  been  made  that  present  bankruptcy 
judges  are  deprived  of  adequate  clerical  help,  law  clerks,  and  access 
to  law  libraries.  Proposed  28  U.S.C.  777  of  S.  2266  appears  to  be 
substantially  a  restatement  of  existing  section  62(a)(3)  of  the  Bank- 
ruptcy Act. 

I  see  no  reason  why  bankruptcy  judges  should  not  be  given  the 
power  to  appoint  and  control  adequate  clerical  help  and  law  clerks, 
and  be  assured  access  to  law  libraries. 
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The  94th  Congress  hearing  record  in  both  Houses  makes  a  good 
case  for  granting  to  the  district  courts  as  broad  jurisdiction  as  possible 
over  all  controversies  arising  from  bankruptcy  or  rehabilitation  cases. 

H.R.  8200,  as  reported  by  the  House  Judiciary  Committee,  would 
give  the  court  original  and  exclusive  jurisdiction  of  all  cases  under 
title  11,  and  original,  but  not  exclusive,  jurisdiction  of  all  civil  pro- 
ceedings "arising  under  title  11  or  arising  under  or  related  to  cases 
under  title  11." 

A  party  would  be  able  to  remove  any  civil  cause  of  action,  other 
than  a  proceeding  before  the  U.S.  Tax  Court  or  an  enforcement 
action  by  a  governmental  unit,  to  the  bankruptcy  court  having 
jurisdiction  over  that  cause  of  action. 

Proposed  28  U.S.C.  1334(a)  in  S.  2266  would  grant  the  district 
courts  original  jurisdiction  of  title  11  proceedings  which  would  be 
exclusive  with  regard  to  State  courts.  And,  proposed  28  U.S.C. 
1334(b)  would  grant  the  district  court  original,  but  not  exclusive, 
jurisdiction  of  all  civil  proceedings  by  or  against  the  representative 
of  the  debtor's  estate. 

Section  204  of  S.  2266  would  make  the  removal  provision  applicable 
only  to  State  court  proceedings,  and  then,  only  upon  a  showing  of 
detriment  to  the  estate. 

While  I  believe  that  S.  2266  would  give  bankruptcy  courts  adequate 
jurisdiction,  I  would  have  no  objection  to  a  grant  of  jurisdiction  to  the 
district  court  modeled  after  the  House  Judiciary  Committee  provisions. 

I  would  also  mention  another  important  suggestion  for  reform 
which  is  not  now  incorporated  in  S.  2266 — the  creation  of  an  official 
trustee.  Again,  I  believe  the  hearings  in  both  Houses  have  pointed 
out  a  number  of  deficiencies  which  can  be  remedied  by  the  creation 
of  some  type  of  official  trustee. 

First,  the  present  system,  whereby  a  trustee  in  each  case  is  ap- 
pointed by  the  bankruptcy  judge  who  then  rules  on  many  of  the 
trustee's  actions,  creates  the  appearance,  at  least,  of  unfairness. 

Second,  bankruptcy  judges  are  presently  burdened  with  super- 
visory responsibilities  which  could  just  as  well  be  performed  by  an 
official  trustee. 

Third,  in  situations  in  which  there  is  little  creditor  control  of  the 
trustee  and  the  estate,  such  as  in  no-asset  cases,  or  cases  in  which 
the  assets  are  so  limited,  or  the  creditors  so  many,  that  creditor 
control  is  lacking,  there  is  evidence  of  certain  unsatisfactory  practices 
such  as  the  trustee  locating  only  enough  debtor  assets  to  pay  his  fee. 

A  standing  or  official  trustee,  rather  than  the  bankruptcy  judge, 
may  be  needed  to  supervise  the  private  trustee,  or  indeed  act  as 
trustee,  in  those  situations  where  the  creditors,  as  a  practical  matter, 
lack  control  over  the  estate. 

S.  2266  would  create  a  panel  of  private  trustees  appointed  by  the 
Director  of  the  Administrative  Office  of  the  U.S.  Courts.  While  such 
a  qualification-screening  device  would  be  welcome,  I  would  hope  that 
even  more  could  be  done. 

An  official  trustee  could  supervise  panels  of  private  trustees,  or 
serve  as  trustee  or  interim  trustee  where  private  trustees  may  not 
be  available.  While  I  would  commend  to  this  subcommittee  some 
type  of  official  trustee,  we  are  still  confronted  with  the  question  of 
what  entity  in  the  Federal  Government  would  supervise  such  an 
official  trustee. 
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As  reported  by  the  House  Judiciary  Committee,  II. R.  S200  would 
have  given  the  Department  of  Justice  responsibility  for  so-called 
U.S.  trustees  who  would  have  been  appointed  by  the  Attorne}T  General 
to  7-year  terms  and  have  been  under  his  supervision  and  control. 

The  Department  of  Justice  has,  I  believe,  understandable  concerns 
with  any  role  in  bankruptcy  administration.  As  the  attorney  for 
the  Federal  Government,  we  represent  a  major  creditor  in  many 
bankruptcies. 

In  legislation  which  has  as  a  major  purpose  the  elimination  of 
appearances  of  conflicts  of  interest,  we  might  be  creating  the  appear- 
ance of  another  conflict  of  interest — the  attorne}'  for  a  major  creditor 
being  responsible  for  the  supervision  of  the  bankrupt's  estate. 

Of  course,  H.R.  8200  has  been  amended  in  the  Committee  of  the 
Whole  to  provide  for  a  U.S.  trustee  appointed  to  a  7-year  term  by 
the  district  court  in  each  judicial  district.  Certainly  this  is  one  answer. 

Another  alternative  would  be  to  place  the  U.S.  trustees  under  the 
supervision  of  the  Administrative  Office  of  the  U.S.  Courts.  Another 
possible  location  would  be  within  the  judiciary  as  an  independent 
establishment  much  like  the  Federal  Judicial  Center. 
■  Any  of  these  alternatives  would  be  preferable,  in  our  opinion,  to 
the  placement  of  the  U.S.  trustee  in  the  Department  of  Justice. 

Mr.  Chairman,  this  concludes  part  I  of  my  statement.  I  have  sub- 
mitted part  II  of  the  statement  for  the  record.  I  will  answer  any 
questions  that  you  may  have  concerning  part  I. 

Senator  DeConcini.  Thank  you,  Judge  Bell,  ver}r  much.  We  do 
have  some  questions. 

I  would  like  to  go  back  toward  the  end  of  your  statement  regarding 
the  trustees  and  the  Government  trustee  concept. 

This  appearance  of  a  potential  impropriety  when  the  bankruptcy 
judge  appoints  the  trustee;  do  you  feel  it  would  be  lessened  if  there 
was  a  certified  panel  of  trustees  for  the  bankruptcy  judge  to  select 
from  who  were  selected  by  a  third  party. 

Attorney  General  Bell.  It  would  be  lessened,  yes. 

Senator  DeConcini.  Your  suggestions  of  having  the  Administrative 
Office  of  the  U.S.  Courts  run  the  trustee  system  is  one  that  I  would 
like  to  explore  further.  Do  3-011  believe  they  have  the  ability  to  handle 
that  type  of  administrative  burden,  or  would  it  require  a  whole 
new  thing? 

Attorney  General  Bell.  It  would  not  be  a  burden.  The  clerk  of  the 
court  actually  would  handle  it.  You  and  I  know,  having  been  around 
courthouses  all  our  lives,  that  this  is  something  that  the  clerk  of  the 
court  would  do.  He  would  get  the  list  up.  It  is  a  matter  of  shifting  it 
from  the  banki'uptc}^  court  over  to  the  district  court. 

Senator  DeConcini.  That  is  an  excellent  idea. 

I  would  like  to  touch  on  the  Article  III  issue.  You  raised  the  ques- 
tion of  the  constitutional  problem. 

How  does  the  Department  resolve  the  question  of  constitutionality? 

Attorney  General  Bell.  The  problem  occurs  with  an  Article  I  court, 
not  an  Article  III  court. 

There  is  no  problem  with  an  Article  III  court. 

Senator  DeConcini.  I  see.  I  misunderstood  you. 

Then,  I  would  like  to  ask  if  you  have  any  background  or  informa- 
tion that  you  might  share  with  us  regarding  organized  crime's  involve- 
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ment  and  use  of  the  Bankruptcy  Act  to  circumvent  legitimate  claims  of 
businesses  and  individuals  and  whether  or  not  the  Justice  Depart- 
ment pursues  that.  What  can  you  tell  us  on  that  subject  matter? 

Attorney  General  Bell.  I  have  not  been  briefed  on  it  by  the  Justice 
Department,  but  of  my  own  knowledge,  I  know  that  this  goes  on.  It 
is  a  form  of  organized  crime,  that  is,  organized  crime  uses  the  bank- 
ruptcy laws  to  commit  fraud. 

I  once  wrote  a  long  opinion  in  a  complex  bankruptcy  case  in  Miami 
in  which  that  was  done.  It  was  called  Strauss  against  the  United  States, 
but  that  was  a  pattern  and  practice  of  using  the  bankruptcy  courts  to 
commit  fraud.  It  was  a  form  of  organized  crime.  This  is  a  very  good 
way  to  raise  money  and  to  make  money.  You  clean  a  company  out  and 
leave  it  for  the  bankruptcy  court. 

Senator  DeConcini.  Do  you  think  that  this  legislation  should 
attempt  at  all  to  address  that  problem,  or  is  there  any  suggestion  that 
vour  Department  might  want  to  consider  and  submit  to  us  regarding 
this? 

I  am  really  looking  for  some  direction  in  this  area. 

Attorney  General  Bell.  Let  me  get  back  to  that.  I  will  discuss  it 
with  Mr.  Civiletti  and  some  of  those  people  in  the  Criminal  Division. 
I  will  get  you  something  in  writing  on  that. 

Senator  DeConcinci.  Thank  you. 

I  have  an  off-the-cuff  opinion  here.  That  is  whether  or  not  you 
might  give  us  an  opinion  later  of  whether  or  not  it  would  be  helpful 
if  we  had  some  hearings  on  the  use  of  bankruptcy  in  organized  crime. 
I  know  for  a  fact  in  Arizona  it  has  been  done  in  the  land  fraud  business. 
In  your  background,  do  you  feel  there  is  an  abundance  of  this  type  of 
activity  that  might  warrant  some  hearings? 

Attorney  General  Bell.  We  will  give  you  that  response  at  the  same 
time  as  I  give  you  the  other  one. 

Senator  DeConcini.  Thank  you. 

[Request  for  further  information  is  being  complied  with.] 

Senator  DeConcini.  One  other  area  is  where  you  address  the  ques- 
tion of  appeals  and  very  aptly  pointed  out  what  our  bill  and  what  the 
conference  does  and  what  the  referees  put  forth. 

In  your  opinion,  having  served  on  the  Federal  bench  as  long  as  you 
have,  do  you  see  any  burden  or  excess  burden  of  having  the  district 
courts  handle  the  appeals  from  the  bankruptcy  judges? 

Attorney  General  Bell.  I  do  not  think  it  is  any  burden  at  all.  Obvi- 
ously it  makes  some  extra  work,  but  they  get  the  record  up  there  in 
the  district  court  and  the  parties  do  not  have  to  travel  to  some  other 
place  to  have  the  hearing.  I  think  it  would  be  better  on  the  public  to 
leave  the  appeal  with  the  district  court. 

Senator  DeConcini.  Do  you  think  it  should  be  changed  from  the 
present  appeals  procedure  to  the  appeals  procedure  you  would  use  on 
an  appeal,  let  us  say,  to  the  circuit  court? 

Attorney  General  Bell.  I  had  not  thought  about  that.  We  have 
the  same  situation  in  the  magistrate's  legislation.  It  is  not  an  appeal 
de  novo,  but  an  appeal  of  right  rather  than  a  petition  to  review. 

I  do  not  think  it  would  be  bad  to  make  it  an  appeal  of  right. 

Senator  DeConcini.  This  would  upgrade  the  court  and  it  would 
leave  it  as  close  to  the  people  and  as  accessible  as  possible. 

Attorney  General  Bell.  1  think  there  is  some  merit  in  that.  Also, 
we  traditionally  are  given  to  have  one  appeal  of  right. 
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Senator  DeConcini.  If  we  did  create  an  Article  I  court,  would  that 
change  your  view  toward  where  the  appeal  should  be  lodged;  that  is, 
with  the  district  court? 

Attorney  General  Bell.  I  still  want  it  to  go  to  the  district  court. 
As  you  know,  the  circuit  courts  are  in  bad  shape  in  this  country.  They 
have  a  heavy  caseload.  We  are  going  to  have  to  devise  some  better 
appellate  system  anyway.  This  would  be  a  start. 

Stated  differently,  it  would  be  a  mistake  to  change  it  from  a  district 
court  of  appeal  now  other  than  to  make  it  an  appeal  of  right. 

Senator  DeConcini.  In  the  spirit  of  upgrading  the  bankruptcy 
judges,  the  thought  of  Presidential  appointment,  of  course,  is  of 
consideration.  In  the  Senate  bill,  bankruptcy  judges  would  be  ap- 
pointed by  the  courts. 

Do  you  have  any  preference? 

Attorney  General  Bell.  I  do  not  prefer  to  have  the  President  do 
it.  That  is  quite  a  task  that  we  have  over  the  Department  of  Justice 
now.  Just  appointing  the  district  judges  and  the  circuit  judges  is  a  task. 

Senator  DeConcini.  Would  it  be  a  substantial  burden? 

Attorney  General  Bell.  Yes;  it  would  be. 

I  do  not  know  that  it  is  necessaiy.  If  it  were  necessary,  I  would  not 
mind  undertaking  the  burden,  but  it  seems  to  me  the  district  judges 
and  the  judicial  council  together  are  going  to  pick  out  good  people. 
We  will  not  have  to  worry. 

Senator  DeConcini.  I  think  for  the  most  part  they  have. 

Attorney  General  Bell.  We  have  some  very  fine  bankruptcy  judges 
now.  Given  these  longer  terms  and  a  little  more  care,  at  least  if  we 
got  the  judicial  council  to  approve  the  appointment,  then,  I  think, 
you  would  have  sufficient  safeguards  in  the  system. 

It  has  not  been  my  experience  that  we  have  any  problem  with  the 
caliber  of  the  bankruptcy  judges — even  with  the  short  terms  they 
have  now. 

Senator  DeConcini.  One  last  question.  I  wonder  if  you  would  care 
to  comment  on  the  priority  of  the  United  States  in  tax  matters.  Do 
you  believe  that  should  be  maintained? 

Attorney  General  Bell.  I  was  talking  about  that  yesterday  at  the 
office  with  some  of  my  people.  That  is  a  Treasury  business,  and  I 
think  they  think  it  ought  to  be  maintained. 

Senator  DeConcini.  I  intend  to  ask  that  question  later  this  morning. 
I  pretty  well  know  the  answer.  If  you  do  not  care  to  comment,  it  is 
all  right.  I  wondered  if  you  had  an  opinion  that  you  would  care  to 
express. 

Attorney  General  Bell.  I  guess  when  you  think  about  the  sover- 
eignty, the  doctrine  of  sovereignty,  then  the  sovereign  ought  to  be 
able  to  get  the  tax  money  ahead  of  everybody  else. 

Sometimes  I  feel  ambivalent  on  that  subject  because,  having  been  a 
judge,  we  used  to  call  it  the  doctrine  of  the  full  till.  [Laughter]. 

The  Government  seemed  to  fall  back  on  the  doctrine  of  the  full  till. 

Senator  DeConcini.  I  have  a  problem  with  that.  I  wonder  why  they 
should  be  preferred  to  any  other  legitimate  creditor. 

Attorney  General  Bell.  I  think  you  would  find  a  lot  of  your  con- 
stituents feel  the  same  wajr.  [Laughter.] 

Senator  DeConcini.  That  is  very  true. 

I  have  no  further  questions.  Are  there  questions  from  staff? 
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If  not,  Judge  Bell,  we  thank  you  very  much  for  your  time.  We 
appreciate  it  immensely. 

Attorney  General  Bell.  Thank  you. 

Senator  DeConcini.  Our  next  witness  is  Mr.  Donald  Lubick, 
Deputy  Assistant  Secretary  for  Tax  Legislation,  Department  of  the 
Treasury. 

Mr.  Lubick,  we  are  glad  to  have  you. 

Mr.  Lubick,  if  you  would  care  to  introduce  the  rest  of  j'our  staff,  we 
would  appreciate  it.  You  may  proceed. 

STATEMENT  OF  DONALD  C.  LUBICK,  DEPUTY  ASSISTANT  SECRE- 
TARY FOR  TAX  POLICY,  U.S.  DEPARTMENT  OF  THE  TREASURY, 
ACCOMPANIED  BY  PATRICIA  ANN  METZER,  ASSOCIATE  TAX  LEG- 
ISLATIVE COUNSEL;  MICHAEL  R.  ARNER,  TECHNICAL  ASSISTANT 
TO  THE  DIRECTOR,  GENERAL  LITIGATION  DIVISION,  OFFICE  OF 
CHIEF  COUNSEL,  INTERNAL  REVENUE  SERVICE;  DAVID  SHAKOW, 
OFFICE  OF  TAX  LEGISLATIVE  COUNSEL,  U.S.  DEPARTMENT  OF 
THE  TREASURY 

Mr.  Lubick.  Thank  you,  Mr.  Chairman  and  members  of  the 
subcommittee. 

I  am  pleased  to  appear  before  you  today  to  give  the  views  of  the 
Department  of  the  Treasury  on  S.  2266,  which  would  establish  a  uni- 
form law  on  the  subject  of  bankruptcy.  I  request  that  my  formal 
statement  be  inserted  in  the  record  at  this  point. 

Senator  DeConcini.  Without  objection,  so  ordered. 

[The  prepared  statement  of  Donald  C.  Lubick  follows:] 

Statement  of  Donald  C.  Lubick,  Deputy  Assistant 

Secretary  (Tax  Legislation) 

Mr.  Chairman  and  Members  of  the  Subcommittee:  I  welcome  the  opportunity 
to  appear  before  you  today  to  express  the  views  of  the  Department  of  the  Treasury 
on  S.  226G,  which  would  establish  a  uniform  law  on  the  subject  of  bankruptcy.  We 
commend  the  work  of  the  Subcommittee  and  its  staff  in  balancing  the  concerns  of 
debtors,  creditors  and  the  Internal  Revenue  Service. 

Just  over  two  years  ago,  the  Treasury  Department  testified  before  this  Sub- 
committee on  proposals  to  revise  the  bankruptcy  laws.  Then,  as  now,  we  were 
concerned  about  protecting  the  integrity  of  the  voluntary  assessment  nature  of 
our  Federal  tax  system.  Provisions  which  reduce  or  minimize  tax  liabilities  in 
bankruptcy  will  inevitably  increase  the  attractiveness  of  bankruptcy  for  both 
debtors  and  creditors  (other  than  the  Federal  Government),  and  thus  can  serve 
only  to  undermine  taxpayer  confidence  in  the  equity  of  our  tax  system. 

S.  2266  recognizes  these  problems  and  approaches  certain  procedural  areas 
affecting  taxes,  such  as  priority  and  nondischargeability,  differently  from  H.R. 
8200,  the  counterpart  of  S.  2266  which  has  been  reported  out  by  the  House 
Judiciary  Committee.  I  would  like  to  review  for  the  Subcommittee  just  a  few  of 
the  provisions  of  S.  2266,  which  we  believe  equitably  balances  the  desire  to  re- 
habilitate debtors  and  protect  private  voluntary  creditors  on  the  one  hand,  and, 
on  the  other  hand,  the  need  to  protect  the  integrity  of  our  voluntary  assessment 
system. 

TRUST  FUND  TAXES SECTIONS  507  (5)  (C)  AND  523  (a)  (1)  (A) 

Under  the  bill,  any  taxes  that  a  debtor  was  required  to  withhold  from  wages  or 
collect  from  customers  and  failed  to  turn  over  to  the  Government  before  bank- 
ruptcy would  be  nondischargeable  regardless  of  age.  They  would  also  be  entitled 
to  priority  in  bankruptcy  proceedings.  These  provisions,  which  deal  with  "trust 
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fund  liabilities",  differ  from  H.R.  S220,  which  would  deny  priority  for,  and  make 
dischargeable,  trust  fund  liabilities  if  the  accompanying  return  was  <hie  over  two 
years  before  bankruptcy.  The  bill  will  give  the  Internal  Revenue  Service  a  realistic 
opportunity  to  audit,  assess  and  collect  trust  fund  liabilities  I  lefore  bankrupt  by,  and 
it  will  also  serve  to  discourage  the  use  of  bankruptcy  as  a  device  for  avoiding  the 
payment  of  these  liabilities  by  persons  who  have  converted  the  funds  for  Iheir 
own  use. 

One  of  our  most  significant  concerns  in  terms  of  the  collection  of  taxes  is  the 
way  in  which  a  particular  taxpayer  handles  withholding.  Trust  fund  taxes  ac- 
counted for  approximately  64  percent  of  the  tax  revenues  collected  in  fiscal  1976 
($194  billion  out  of  $302.5  billion).  By  law,  the  income  and  social  security  taxes 
that  an  employer  withholds  from  wages  and  salaries  that  it  pays  to  employees 
must  be  held  in  a  special  trust  for  the  Government.  This  is  no  less  true  in  the  case 
of  excise  taxes  collected  from  consumers.  Thus,  to  the  extent  that  the  amounts 
withheld  are  used  to  pay  other  creditors  prior  to  bankruptcy,  the  fiduciary  has 
breached  a  public  trust.  There  is  no  reason  to  relieve  these  fiduciaries  from  the 
resulting  consequences  of  their  action  simply  because  of  their  subsequent  in- 
volvement in  bankruptcy  proceedings. 

Delinquency  in  this  area  is  continually  increasing  and  presents  a  very  serious 
problem.  S.  2266  addresses  this  problem  by  enabling  the  Service  to  protect  the 
revenue  not  only  by  giving  it  time  before  bankruptcy  within  which  to  detect  the 
dissipation  of  amounts  withheld  by  employers  and  responsible  officers  but  also 
by  making  trust  fund  liabilities  nondischargeable  after  bankruptcy.  This  is 
significant,  for  example,  in  the  case  of  social  security  withholding,  where  the 
Government  is  required  to  credit  the  amounts  withheld,  whether  or  not  paid  over, 
against  an  employee's  social  security  tax  account. 

The  two-year  time  limitation  in  the  House  bill  with  respect  to  the  nondis- 
chargeability  accorded  trust  fund  taxes  would  place  undue  strains  on  the  normal 
assessment  and  collection  process.  Indeed,  the  limitation  could  discourage  fore- 
bearance  on  the  part  of  the  Service  toward  taxpayers  who  are  temporarily  unable 
to  pay  their  withholding  taxes,  but  who  could  do  so  if  given  sufficient  time.  The 
provisions  of  H.R.  8200  reflect  the  assumption  that  the  Government  can  always 
protect  itself  as  a  creditor  to  promptly  fifing  a  notice  of  tax  lien.  However,  the 
filing  of  a  notice  of  lien  does  not  assure  collection,  particularly  if  the  underlying 
liability  is  dischargeable.  Moreover,  under  the  House  bill,  liens  on  both  real  estate 
and  personal  property  could  be  subordinated  until  the  costs  of  administration, 
wage  claims  and  certain  customer  deposits  were  paid  in  full.  In  addition  under 
present  audit  techniques,  the  two-year  limitation  would  put  an  undue  strain  on  the 
Service  to  uncover  the  circumstances  where  a  lien  must  be  filed,  particularly  since 
the  two-year  period  begins  to  run  from  the  due  date  of  the  return,  whether  or  not 
filed.  Finally,  sound  administrative  practice  calls  for  the  limited  use  of  notices 
of  lien.  The  filing  of  a  notice  of  tax  lien  frequently  has  exceedingly  serious  financial 
consequences  for  a  taxpayer,  especially  a  business  taxpayer.  It  may  have  the 
effect  of  curtailing  the  credit  or  restricting  the  financing  of  the  business.  As  a 
result,  many  businesses  which  are  only  experiencing  temporary  financial  problems, 
and  which  might  otherwise  have  been  rehabilitated,  may  be  forced  into  bank- 
ruptcy. S.  2266  deals  with  this  problem,  as  does  present  law,  by  allowing  the 
Government  to  collect  withholding  taxes  from  a  financially  troubled  taxpayer 
without  being  compelled  to  file  notice  of  lien. 

TAXES      ASSESSED      BEFORE      BANKRUPTCY SECTIONS     507(5)  (a)      AND      523(a)  (l)  (a) 

Under  present  law,  unsecured  taxes  (other  than  amounts  required  to  be  with- 
held) for  which  a  return  was  due  more  than  three  years  before  bankruptcy  are 
(with  certain  limited  exceptions)  not  given  any  priority  over  other  unsecured 
claims  in  bankruptcy  proceedings.  If  unpaid,  they  will  also  be  discharged.  This  has 
created  difficulties  for  the  Service.  These  difficulties  would  be  substantially  elimi- 
nated by  the  provisions  of  S.  2266  which  grant  priority  for  unsecured  taxes  assessed 
within  two  years  before  bankruptcy.  The  approach  follows  a  recommendation 
made  by  the  General  Accounting  Office  in  1973  and  resubmitted  earlier  this  year, 
although  GAO  would  grant  priority  for  income  taxes  assessed  within  three  rather 
than  two  years  of  bankruptcy.  (Comptroller  General,  Report  to  Joint  Committee 
on  Internal  Revenue  Taxation,  Collection  of  Taxpayers'  Delinquent  Accounts  by  the 
Internal  Revenue  Service,  GAO  B-137762,  August  9,  1973,  and  February  10,  1977; 
see  letter  dated  March  18,  1977  from  the  Comptroller  General  to  the  Chairman  of 
the  House  Judiciary  Committee.) 
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The  audit  cycles  for  the  examination  and  disposition  of  income  tax  returns  are 
26  months  in  the  case  of  individuals  and  27  months  in  the  case  of  corporations. 
Also,  employment  tax  returns  of  a  business  taxpayer  are  examined  at  the  same 
time  that  the  income  tax  return  of  the  taxpayer  is  examined  and  for  the  same 
period.  Thus,  of  necessity  in  most  cases,  tax  deficiencies  and  underpayments  will 
have  been  determined  only  a  short  time  before  the  present  three-year  priority/ 
non-dischargeability  period,  following  the  filing  of  the  return,  expires.  The  Internal 
Revenue  Service,  therefore,  has  little  time  for  assessment  and  collection  before 
expiration  of  the  three-year  period.  This  is  inherently  inconsistent  with  the  general 
rules  which  normally  give  the  Service  three  years  after  a  return  is  filed  within 
which  to  assess  a  tax  and  six  years  after  assessment  within  which  to  collect  the  tax 
by  levy  or  court  proceedings. 

The  provisions  of  S.  2266,  by  extending  priority  and  thus  nondischargeability 
to  all  taxes  assessed  within  two  years  before  bankruptcy,  reflect  the  audit  cycles 
and  also  the  special  nature  of  the  Government  as  a  tax  creditor  in  bankruptcy 
proceedings.  Unlike  other  creditors,  the  Government  has  no  control  over  those 
who  owe  it  money  by  failing  to  pay  their  taxes  on  time.  Moreover,  it  is  taxpayers 
generally  who  will  bear  the  burden  of  increased  taxes  if  the  Government  is  unable 
to  effectively  pursue  the  collection  of  tax  delinquencies. 

PREFERENCES SECTION  547 

Traditionally,  the  bankruptcy  laws  have  allowed  the  trustee  to  recover  for  the 
benefit  of  the  estate  certain  amounts  (known  as  voidable  preferences)  that  the 
debtor  paid  over  to  creditors  within  four  months  before  the  case  began,  at  a  time 
when  he  was  insolvent.  Among  the  prerequisites  for  recovery,  the  trustee  must 
show  that  the  transfer  was  made  in  satisfaction  of  a  so-called  "antecedent  debt," 
due  and  owing  at  the  time  of  the  transfer.  The  present  bankruptcy  statute  does 
not  define  the  term  "antecedent  debt,"  but  in  practice  the  preference  provisions 
have  rarely  been  applied  so  as  to  invalidate  the  payment  of  taxes  made  within 
four  months  of  bankruptcy. 

S.  2266  clarifies  present  law  by  providing  a  specific  exception  under  the  prefer- 
ence provisions  for  any  debt  required  to  be  paid  under  the  Internal  Revenue 
Code — unlike  the  House  bill,  under  which  Federal  tax  deposits,  voluntary  tax 
payments  (including  estimated  taxes),  and  levies  could  arguably  be  viewed  as 
voidable  preferences.  Had  the  provisions  of  H.R.  8200,  as  so  interpreted,  been  in 
effect  during  fiscal  1976,  the  Government  would  have  been  required  to  turn  over 
to  trustees  in  bankruptcy  up  to  $258  million. 

We  believe  that  the  preference  provisions  of  S.  2266  resolve  an  issue  too 
important  to  be  left  to  judicial  construction. 

PAYMENT  OF  TAXES  IN  KIND SECTIONS  1130(e)   AND  1325(c) 

S.  2266  would  also  retain  present  law  under  which  all  taxes  due  in  bankruptcy 
proceedings  must  be  paid  in  cash  under  the  Internal  Revenue  Code.  Thus,  in 
effect,  it  would  reverse  H.R.  8200  to  the  extent  that  the  House  bill  would  allow 
Federal  tax  claims  to  be  paid  in  property  other  than  cash,  such  as  unmarketable 
securities  and  real  estate.  The  Treasury  Department  strongly  urges  the  adoption 
of  the  provisions  of  S.  2266  in  this  regard. 

Under  the  Internal  Revenue  Code,  all  taxes  must  now  be  paid  in  cash,  or  by 
check  or  money  order.  There  is  no  compelling  reason  to  depart  from  sound  tax 
administration  in  order  to  allow  the  trustee  of  a  financially  troubled  taxpayer  to 
pay  off  tax  obligations  in  kind.  An  undesirable  burden  would  be  placed  on  the 
Government,  when  the  sale  of  assets  to  produce  cash  could  be  more  efficiently 
discharged  by  the  trustee  in  bankruptcy  without  unduly  prolonging  the  adminis- 
tration of  the  estate.  Sale  by  the  trustee  would  eliminate  continuous  controversies 
over  the  value  of  the  assets  in  question  and  any  potential  conflicts  of  interest 
between  the  Government  and  the  issuer  of  stocks  or  securities  which  may  be 
involved  in  tax  litigation.  Moreover,  to  the  extent  that  the  assets  could  not  be 
sold,  the  burden  would  rightly  be  placed  upon  the  estate,  rather  than  the  general 
public  which  ultimately  bears  the  burden  when  there  is  an  inability  to  collect 
taxes  under  our  self-assessment  system. 

It  is  not  relevant  that  other  creditors  can  be  paid  in  kind.  Clearly,  the  Govern- 
ment is  not  in  the  same  posture  as  these  other  creditors.  There  is  no  reason  to 
equate  the  Government,  which  extends  credit  on  an  involuntary  basis,  with  a 
private  creditor  engaged  in  an  active  trade  or  business. 
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CONCLUSION 

In  summary,  I  would  like  to  emphasize  our  belief  that  the  Subcommittee  has 
done  an  outstanding  job  in  developing  a  bankruptcy  bill  which  equitably  resolves 
the  problems  raised  under  current  law  and  prior  bankruptcy  proposals. 

We  will  not  make  specific  comments  on  sections  346  and  728  of  the  hill,  since 
they  apply  only  to  state  and  local  taxes.  We  will,  however,  be  considering  similar 
provisions  as  they  apply  to  Federal  taxes  in  conjunction  with  B.R.  9973  which 
has  been  referred  to  the  House  Ways  and  Means  Committee. 

I  would  be  pleased  to  try  to  answer  any  questions  that  you  might  have. 

Mr.  Lubick.  With  me  is  Patricia  Metzer,  Associate  Tax  Legis- 
lative Counsel  at  the  Treasury  Department;  Michael  R.  Arner, 
Office  of  Chief  Counsel  of  the  Internal  Revenue  Service;  and  David 
Shakow,  Office  of  Tax  Legislative  Counsel. 

We  commend  the  work  of  the  subcommittee  and  its  staff  in  bal- 
ancing the  concerns  of  debtors,  creditors,  and  the  Internal  Revenue 
Service. 

Just  over  2  years  ago,  the  Treasury  Department  testified  before 
this  subcommittee  on  proposals  to  revise  the  bankruptcy  laws.  Then, 
as  now,  we  were  concerned  about  protecting  the  integrity  of  the  vol- 
untary assessment  nature  of  our  Federal  tax  system. 

Provisions  which  reduce  or  minimize  tax  liabilities  in  bankruptcy 
will  inevitably  increase  the  attractiveness  of  bankruptcy  for  both 
debtors  and  creditors — other  than  the  Federal  Government — and 
thus  can  serve  only  to  undermine  taxpayer  confidence  in  the  equity 
of  our  tax  system. 

S.  2266  recognizes  these  problems  and  approaches  certain  pro- 
cedural areas  affecting  taxes,  such  as  priority  and  nondischargeability 
differently  from  H.R.  8200,  the  counterpart  of  S.  2266  which  has  been 
reported  out  by  the  House  Judiciary  Committee. 

I  would  like  to  review  for  the  subcommittee  just  a  few  of  the  pro- 
visions of  S.  2266,  which  we  believe  equitably  balances  the  desire  to 
rehabilitate  debtors  and  protect  private  voluntary  creditors  on  the 
one  hand,  and,  on  the  other  hand,  the  need  to  protect  the  integrity 
of  our  voluntary  assessment  system  under  the  Internal  Revenue  Code. 

As  for  trust  fund  taxes— sections  507 (5)  (C)  and  523(a)(1)(A)- 
under  the  bill,  any  taxes  that  a  debtor  was  required  to  withhold 
from  wages  or  collect  from  customers  and  failed  to  turn  over  to  the 
Government  before  bankruptcy  would  be  nondischargeable  regard- 
less of  age.  They  would  also  be  entitled  to  priority  in  bankruptcy 
proceedings. 

These  provisions,  which  deal  with  "trust  fund  liabilities,"  differ 
from  H.R.  8200,  which  would  deny  priority  for,  and  make  dis- 
chargeable, trust  fund  liabilities  if  the  accompanying  return  was  due 
over  2  years  before  bankruptcy. 

The  bill  will  give  the  Internal  Revenue  Service  a  realistic  oppor- 
tunity to  audit,  assess,  and  collect  trust  fund  liabilities  before  bank- 
ruptcy, and  it  will  also  serve  to  discourage  the  use  of  bankruptcy 
as  a  device  for  avoiding  the  payment  of  these  liabilities  03^  persons 
who  have  converted  the  funds  for  their  own  use. 

One  of  our  most  significant  concerns  in  terms  of  the  collection  of 
taxes  is  the  way  in  which  a  particular  taxpayer  handles  withholding. 
Trust  fund  taxes  accounted  for  approximately  64  percent  of  the  lax 
revenues  collected  in  fiscal  1976— $194  billion  out  of  $302.5  billion. 
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By  law,  the  income  and  social  security  taxes  that  an  employer 
withholds  from  wages  and  salaries  that  it  pays  to  employees  must  be 
held  in  a  special  trust  for  the  Government.  This  is  no  less  true  in  the 
case  of  excise  taxes  collected  from  consumers. 

Thus,  to  the  extent  that  the  amounts  withheld  are  used  to  pay 
other  creditors  prior  to  bankruptcy,  the  fiduciary  has  breached  a 
public  trust.  There  is  no  reason  to  relieve  these  fiduciaries  from  the 
resulting  consequences  of  their  action  simply  because  of  their  subse- 
quent involvement  in  bankruptcy  proceedings. 

Delinquency  in  this  area  is  continually  increasing  and  presents  a 
very  serious  problem.  S.  2266  addresses  this  problem  by  enabling  the 
Service  to  protect  the  revenue  not  only  giving  it  time  before  bank- 
ruptcy with  which  to  detect  the  dissipation  of  amounts  withheld  by 
employers  and  responsible  officers,  but  also  by  making  trust  fund  lia 
bilities  nondischargeable  after  bankruptcy. 

This  is  significant,  for  example,  in  the  case  of  social  security  with- 
holding, as  well  as  wage  withholding,  where  the  Government  is  re- 
quired to  credit  the  amounts  withheld,  whether  or  not  paid  over, 
against  an  employee's  social  security  tax  account. 

The  2-year  time  limitation  in  the  House  bill  with  respect  to  the  non- 
dischargeability  accorded  trust  fund  taxes  would  place  undue  strains 
on  the  normal  assessment  and  collection  process.  Indeed,  the  limitation 
could  discourage  forebearance  on  the  part  of  the  Service  toward  tax- 
payers who  are  temporarily  unable  to  pay  their  withholding  taxes,  but 
who  could  do  so  if  given  sufficient  time. 

The  provisions  of  H.R.  8200  reflect  the  assumption  that  the  Gov- 
ernment can  always  protect  itself  as  a  creditor  by  promptly  filing  a 
notice  of  tax  lien.  However,  the  filing  of  a  notice  of  lien  does  not 
insure  collection,  particular^  if  the  underlying  liability  is  dis- 
chargeable. 

Moreover,  under  the  House  bill,  liens  on  both  real  estate  and  per- 
sonal property  would  be  subordinated  until  the  costs  of  administration, 
wage  claims,  and  certain  customer  deposits  are  paid  in  full. 

In  addition,  under  present  audit  techniques,  the  2-year  limitation 
would  put  an  undue  strain  on  the  Service  to  uncover  the  circumstances 
where  a  notice  of  lien  must  be  filed,  particularly  since  the  2-year  period 
begins  to  run  from  the  due  date  of  the  return,  whether  or  not  filed. 

Finally,  sound  administrative  practice  calls  for  the  limited  use  of 
notices  of  lien.  The  filing  of  a  notice  of  tax  lien  frequently  has  exceed- 
ingly serious  financial  consequences  for  a  taxpayer,  especially  a  busi- 
ness taxpayer.  It  may  have  the  effect  of  curtailing  the  credit  or  restrict- 
ing the  financing  of  the  business.  As  a  result,  many  businesses  which 
are  only  experiencing  temporary  financial  problems  and  which  might 
otherwise  have  been  rehabilitated,  may  be  forced  into  bankruptcy. 

S.  2266  deals  with  this  problem,  as  does  present  law,  by  allowing 
the  Government  to  collect  withholding  taxes  from  a  financially 
troubled  taxpayer  without  being  compeelled  to  file  a  notice  of  lien. 

I  turn  now  to  taxes  assessed  before  bankruptcy — sections  507  (5)  (A) 
and  523(a)(1)(A). 

Under  present  law,  unsecured  taxes — other  than  amounts  required 
to  be  withheld — for  which  a  return  was  due  more  than  3  years  before 
bankruptcy  are — with  certain  limited  exceptions — not  given  any 
priority  over  other  unsecured  claims  in  bankruptcy  proceedings.  If 
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unpaid,  they  will  also  be  discharged.  This  has  created  difficulties  for 
the  Service. 

These  difficulties  would  be  substantially  eliminated  by  the  provi- 
sions of  S.  2266  which  grant  priority  for  unsecured  taxes  assessed  with- 
in 2  years  before  bankruptcy.  The  approach  follows  a  recommendation 
made  by  the  General  Accounting  Office  in  1973  and  resubmitted 
earlier  this  year,  although  GAO  would  grant  priority  for  income  taxes 
assessed  within  3  rather  than  2  years  of  bankruptcy. 

See  Comptroller  General,  Report  to  Joint  Committee  on  Internal 
Revenue  Taxation,  Collection  of  Taxpayers'  Delinquent  Accounts  by 
the  Internal  Revenue  Service,  GAO  B-137762,  August  9,  1973,  and 
February  16,  1977;  see  letter  dated  March  18,  1977,  from  the  Comp- 
troller General  to  the  chairman  of  the  House  Judiciary  Committee. 

The  audit  cycles  for  the  examination  and  disposition  of  income 
tax  returns  are  26  months  in  the  case  of  individuals  and  27  Months 
in  the  case  of  corporations.  Also,  employment  tax  returns  of  a  business 
taxpayer  are  examined  at  the  same  time  that  the  income  tax  return 
of  the  taxpayer  is  examined  and  for  the  same  period. 

Thus,  of  necessity  in  most  cases,  tax  deficiencies  and  underpay- 
ments will  have  been  determined  only  a  short  time  before  the  present 
3-year  priority /nondischargeability  period,  following  the  filing  of  the 
return,  expires. 

The  Internal  Revenue  Service,  therefore,  has  little  time  for  assess- 
ment and  collection  before  expiration  of  the  3-year  period.  This  is 
inherently  inconsistent  with  the  general  rules  which  normally  give 
the  Service  3  years  after  a  return  is  filed  within  which  to  assess  a  tax, 
and  6  years  after  assessment  within  which  to  collect  the  tax  by  levy  or 
court  proceedings. 

The  provisions  of  S.  2266,  by  extending  priority  and  thus  nondis- 
chargeability to  all  taxes  assessed  within  2  years  beiore  bankruptcy, 
reflect  the  audit  cycles  and  also  the  special  nature  of  the  Government 
as  a  tax  creditor  in  bankruptcy  proceedings. 

Unlike  other  creditors,  the  Government  has  no  control  over  those 
who  owe  it  money  by  failing  to  pay  their  taxes  on  time.  Moreover,  it 
is  taxpayers  generally  who  will  bear  the  burden  of  increased  taxes  if 
the  Government  is  unable  to  effectively  pursue  the  collection  of 
tax  delinquencies. 

I  turn  now  to  preferences — section  547. 

Traditionally,  the  bankruptcy  laws  have  allowed  the  trustee  to 
recover  lor  the  benefit  of  the  estate  certain  amounts — known  as 
voidable  preferences — that  the  debtor  paid  over  to  creditors  within 
4  months  before  the  case  began,  at  a  time  when  he  was  insolvent. 

Among  the  prerequisites  for  recovery,  the  trustee  must  show  that 
the  transfer  was  made  in  satisfaction  of  a  so-called  antecedent  debt, 
due  and  owing  at  the  time  of  the  transfer.  The  present  bankrupted7- 
statute  does  not  define  the  term  "antecedent  debt,"  but  in  practice 
the  preference  provisions  have  rarely  been  applied  so  as  to  invalidate 
the  payment  of  taxes  made  within  4  months  of  bankruptcy. 

S.  2266  clarifies  present  law  by  providing  a  specific  exception  under 
the  preference  provisions  for  any  debt  required  to  be  paid  under  the 
Internal  Revenue  Code — unlike  the  House  bill,  under  which  Federal 
tax  deposits,  voluntary  tax  payments — including  estimated  taxes — 
and  levies  could  arguably  be  viewed  as  voidable  preferences. 


560 

Had  the  provisions  of  H.R.  8200,  as  so  interpreted,  been  in  effect 
during  fiscal  1976,  the  Government  would  have  been  required  to  turn 
over  to  trustees  in  bankruptcy  up  to  $258  million. 

We  believe  that  the  preference  provisions  of  S.  2266  resolve  an 
issue  too  important  to  be  left  to  judicial  construction. 

I  turn  now  to  payment  of  taxes  in  kind — sections  1130(e)  and 
1325(c). 

S.  2266  would  also  retain  present  law  under  which  all  taxes  due  in 
bankruptcy  proceedings  must  be  paid  in  cash  under  the  Internal 
Revenue  Code.  Thus,  in  effect,  it  would  reverse  H.R.  8200  to  the 
extent  that  the  House  bill  would  allow  Federal  tax  claims  to  be  paid 
in  property  other  than  cash,  such  as  unmarketable  securities  and  real 
estate.  The  Treasury  Department  strongly  urges  the  adoption  of  the 
provisions  of  S.  2266  in  this  regard. 

Under  the  Internal  Revenue  Code,  all  taxes  must  now  be  paid  in 
cash  or  by  check  or  money  order.  There  is  no  compelling  reason  to 
depart  from  sound  tax  administration  in  order  to  allow  the  trustee  of 
a  financially  troubled  taxpayer  to  pay  off  tax  obligations  in  kind.  An 
undesirable  burden  would  be  placed  on  the  Government  when  the 
sale  of  assets  to  produce  cash  could  be  more  efficiently  discharged  by 
the  trustee  in  bankruptcy  without  unduly  prolonging  the  admin- 
istration of  the  estate. 

Sale  by  the  trustee  would  eliminate  continuous  controversies  over 
the  value  of  the  assets  in  question  and  any  potential  conflicts  of 
interest  between  the  Government  and  the  issuer  of  stocks  or  securities 
which  may  be  involved  in  tax  litigation. 

Moreover,  to  the  extent  that  the  assets  could  not  be  sold,  the  burden 
would  rightly  be  placed  upon  the  estate,  rather  than  the  general  public 
which  ultimately  bears  the  burden  when  there  is  an  inability  to 
collect  taxes  under  our  self-assessment  system. 

It  is  not  relevant  that  other  creditors  can  be  paid  in  kind.  Clearly, 
the  Government  is  not  in  the  same  posture  as  these  other  creditors. 
There  is  no  reason  to  equate  the  Government,  which  extends  credit 
on  an  involuntary  basis,  with  a  private  creditor  engaged  in  an  active 
trade  or  business. 

In  summary,  I  would  like  to  emphasize  our  belief  that  the  subcom- 
mittee has  done  an  outstanding  job  in  developing  a  bankruptcy  bill 
which  equitably  resolves  the  problems  raised  under  current  law  and 
prior  bankruptcy  proposals. 

We  will  not  make  specific  comments  on  sections  346  and  728  of  the 
bill,  since  they  apply  only  to  State  and  local  taxes.  We  will,  however, 
be  considering  similar  provisions  as  they  apply  to  Federal  taxes  in 
conjunction  with  H.R.  9973  which  has" been  referred  to  the  House 
Ways  and  Means  Committee. 

I  would  be  pleased  to  try  to  answer  any  questions  that  you  might 
have. 

Senator  DeConcini.  Thank  you,  Mr.  Lubick.  We  appreciate  your 
testimony.  You  have  answered  very  astutely  the  question  that  I 
put  to  Judge  Bell. 

Mr.  Lubick.  I  would  like  to  point  out  further,  Mr.  Chairman,  that 
the  Government,  as  a  creditor,  is  very  different  from  a  business 
creditor  who  knows  with  whom  he  is  dealing  and  enters  into  a  rela- 
tionship with  him. 
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Many  times  the  Government,  of  course,  does  not  even  know  for  a 
very  long  time  to  whom  it  is  extending  credit.  The  taxpayer  does 
not  file  a  return  until  some  3}£  or  4%  months  after  the  year  is  over. 
In  the  case  of  income  taxes,  that  is  the  case. 

Usually  the  Government  is  not  in  the  position  to  even  start  dealing 
with  the  taxpayer  until  the  taxpayer  calls  his  existence  to  the  atten- 
tion of  the  Government,  normally  by  the  filing  of  a  return. 

So,  I  think  the  Government  is  in  a  much  more  difficult  position  to 
protect  itself. 

Senator  DeConcini.  The  problem,  perhaps  is  one  of  a  philosophy 
as  to  who  should  be  given  preference.  You  make  a  very  strong  argu- 
ment regarding  the  fiduciary  relationship  that  the  taxpayer  is  placed 
in  on  behalf  of  the  Government  in  holding  those  funds  in  trust,  I 
believe,  is  the  way  you  worded  it. 

How  do  you  equate  that  to  the  fact  that  if  a  person  or  company 
in  bankruptcy  is  also  an  actual  legal  fiduciary  of  someone  else  and  has 
misspent  those  funds  and  is  now  in  bankruptcy?  Why  should  not 
their  fiduciary  claim  be  before  the  Government's? 

Mr.  Lubick.  Are  you  talking  about  a  case  where  a  trustee 

Senator  DeConcini.  No;  I  am  talking  about  where  the  person  or 
company  has  gone  into  bankruptcy  if,  in  fact,  they  are  a  legal  trustee 
under  some  trust. 

Mr.  Lubick.  I  think  what  you  are  talking  about  in  that  case  is  this. 
If  a  trustee  misappropriates 

Senator  DeConcini.  I  do  not  mean  a  trustee  in  a  bankruptcy. 

Mr.  Lubick.  I  understand.  You  are  talking  about  a  legal  trustee. 
It  would  seem  to  me  that  might  present  a  case  of  embezzlement. 

Senator  DeConcini,  Yes;  it  might  very  well  be  that.  There  might 
be  criminal  activity,  but  of  course,  there  may  be  criminal  activity  on 
nonpayment  of  taxes  also. 

Mr.  Lubick.  Mr.  Chairman,  I  think  that  if  funds  are  misappro- 
priated by  a  private  trustee  and  these  funds  can  be  traced,  then 
that  property  is  not  part  of  the  bankrupt  estate.  It  does  not  go  into 
the  estate. 

Senator  DeConcini.  You  believe  it  is  excluded? 

Mr.  Lubick.  It  is  not  a  part  of  the  estate  because  it  is  not  property 
of  the  debtor. 

Senator  DeConcini.  What  if  it  is  a  nonembezzlement  set  of  cir- 
cumstances? Let  us  say  a  title  company,  where  they  act  as  trustee 
and  they  have  now  gone  bankrupt.  It  is  because  of  overextending  of 
credit  and  not  because  of  any  criminal  activity.  There  are  funds  they 
are  holding  there,  or  should  be  holding  there,  for  beneficiaries. 

Do  you  believe  they  are  a  preferred  creditor  as  the  Government 
would  be  as  to  their  taxes? 

Mr.  Lubick.  I  do  not  believe  you  even  get  to  that  question,  Mr. 
Chairman,  because  I  believe  that  if  the  proceeds  in  question  are 
trust  funds,  then  they  are  not  part  of  the  bankrupt  estate.  The 
beneficiary  is,  in  fact,  the  equitable  owner  of  that  proprety  and  can 
reclaim  the  property  from  the  estate  provided  it  can  be  traced.  It  is 
not  subject  to  the  claims  of  creditors. 

Senator  DeConcini.  What  if  the  property  is  gone?  The  property 
has  been  sold  and  the  cash  has  been  put  into  a  trust  account  and  the 
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cash  is  not  there.  It  is  kept  in  a  common  trust  account.  It  has  multiple 
trustees  of  beneficiaries.  What  about  that? 

Mr.  Lubick.  It  seems  to  me  that  where  the  funds  are  no  longer 
traceable,  the  beneficiary  would  be  a  general  creditor.  Also,  we  have 
a  case  where  the  trusteeship  was  of  a  voluntary  trust.  The  trusteeship 
for  the  Government  is  an  involuntary  trust. 

Senator  DeConcini.  My  only  point  is  this.  Trying  to  draw  the 
line,  I  certainly  feel  that  the  Government  is  put  into  a  very  precarious 
position  of  not  being  there  like  another  creditor  may  be  dealing  with 
a  bankrupt  person  or  company  on  a  day-to-day  basis,  so  they  are 
not  on  top  of  it  like  the  Government  is. 

On  the  other  hand,  I  find  some  real  problems  of  putting  the  Govern- 
ment, let  us  say,  ahead  of  a  consumer  claim,  for  instance. 

Our  bill  does  that.  It  provides  that  the  Government  would  be 
prioritized  prior  to  a  consumer  claim.  But  I  have  a  real  problem 
rationalizing  why  the  consumer  "the  public"  should  not  be  treated 
at  least  the  same  as  the  U.S.  Government,  "the  public"  representing 
us.  I  see  arguments  very  strongly  on  both  sides.  You  make  one  this 
morning. 

Mr.  Lubick.  The  consumer  deposit  is  somewhat  different  because 
I  do  not  believe  there  is  normally  a  trust  relationship. 

In  some  States,  for  example,  landlords  may  be  required  to  hold  in 
tsust  the  deposits  which  a  tenant  is  forced  to  put  up.  You  have  a 
specific  requirement  that  property  be  held  in  trust.  That  is  not 
normally  the  situation  with  respect  to  consumer  deposits.  I  think 
they  are  in  a  general  creditor  relationship. 

If  indeed  the  States  enacted  statutes  which  required  that  consumer 
deposits  be  held  in  trust,  then  I  think  that  would  be  recognized  in  a 
bankruptcy  situation.  Indeed,  I  think  that  the  question  of  the  degree 
of  protection  to  be  awarded  to  consumers  is  a  State  law  question.  If  a 
State  did  provide  for  a  consumer's  lien,  then  there  would  be  a  secured 
position,  and  it  would  be  quite  different. 

Senator  DeConcini.  You  would  still  think  under  that  circumstance 
that  it  should  not  be  before  the  Government's? 

Mr.  Lubick.  I  think  if  there  were  a  secured  position,  then  indeed 
the  secured  party  would  take  before  priority  claimants.  A  secured 
claim  ought  to  be  ahead  of  priority  claims,  but  I  think  it  should  be 
basically  a  question  addressed  by  State  law.  I  think  that  we  should 
observe  the  security  position  which  State  law  sets  up,  either  consen- 
sually  or  by  statute.  For  us  to  intervene  and  set  up  a  whole  new 
priority  system  would  be  confusing  and  give  greater  rights  than  are 
intended  outside  of  bankruptcy. 

Insofar  as  possible,  I  think  we  ought  to  equate  the  bankruptcy  and 
the  nonbankruptcy  situation  as  far  as  creditors'  rights  are  concerned. 
I  do  not  think  that  we  should  create  superpriorities  in  bankruptcy 
that  the  nonbankrupt  situation  does  not  enjoy  so  as  to  induce  debtors 
to  go  into  bankruptcy  in  order  to  improve  a  creditor's  position. 

Senator  DeConcini.  Do  you  have  any  figures  on  the  number  of 
tax  liens,  the  increase,  for  instance,  in  recent  years? 

Mr.  Lubick.  Yes.  We  have  some  figures  which  show  the  increase 
in  the  use  of  notices  of  lien  following  the  1966  amendments.  Prior  to 
1966,  all  Federal  taxes  were  nondischargeable  and  had  priority.  That 
was  restricted  by  the  amendments  in  1966. 
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Prior  to  the  enactment  of  the  1966  amendments,  we  see  that  in  fiscal 
year  1966,  about  214,082  notices  of  lien  were  filed  as  opposed  to 
2,987,814  taxpayer  delinquent  accounts.  Those  are  TDA's. 

In  the  following  year,  the  number  of  TDA's,  taxpayer  delinquent 
accounts,  went  down  to  2,819,749.  The  number  of  notices  of  lien  filed 
went  up  to  228,882. 

There  has  been  a  continuous  increase.  The  number  of  taxpayer 
delinquent  accounts  in  fiscal  year  1976  was  2,227,674,  which  is  some 
760,000  fewer  than  fiscal  year  1966:  but  the  number  of  notices  of  lien 
was  up  to  435,763,  which  is  more  than  twice  as  many  notices  of  lien. 

So,  it  does  appear  that  over  the  10-year  period  since  the  enactment 
of  the  1966  amendments,  there  has  not  only  been  an  absolute  increase 
or  a  doubling  in  the  number  of  notices  of  lien  that  have  been  filed,  but 
this  has  been  in  the  light  of  an  actual  reduction  in  taxpayer  delinquent 
accounts. 

So,  the  percentage  of  cases  where  notices  of  lien  have  been  filed  has 
greatly  increased. 

Senator  DeConcini.  What  does  that  amount  to  in  one  specific  year 
as  to  dollars  to  the  Government? 

Mr.  Ltjbick.  We  do  not  have  the  dollars  that  are  involved  in  the 
notice  of  liens. 

Senator  DeConcini.  Do  3tou  have  any  information  regarding  that? 
Can  you  get  it  in  a  rough  sense  or  an  estimate  or  otherwise? 

Mr.  Lubick.  We  will  go  back  to  the  Service  and  see  what  informa- 
tion we  can  get  and  submit  it  in  writing. 

Senator  DeConcini.  That  will  be  quite  satisfactory,  even  if  it  is 
only  a  ballpark  figure,  like  $50  or  $100  million.  I  would  like  to  see 
what  it  is. 

Without  objection,  so  ordered. 

Mr.  Lubick.  The  Service  does  not  compile  statistics  regarding  the 
amount  for  which  notices  of  lien  are  filed.  However,  we  have  estimated 
that  in  fiscal  year  1976,  the  dollar  amount  shown  on  the  435,763 
notices  of  lien  filed  was  $2.02  billion.  Some  of  these  notices  preceded 
bankruptcy.  Thus,  in  fiscal  year  1977,  the  Service  filed  proofs  of 
claim  in  bankruptcy  cases  asseiting  secured  status  in  the  amount  of 
$155  million;  that  is,  notices  of  lien  with  respect  to  tax  liabilities  in 
this  amount  had  previously  been  filed.  However,  the  Service  was 
paid  only  $5.6  million  on  its  claims  that  year. 

Senator  DeConcini.  We  will  take  it  as  that  type  of  evidence. 

Mr  Lubick,  is  it  at  all  possible  to  have  less  than  a  full  tax  lien  which 
might  attach  only  to  specific  property  of  an  estate? 

Mr.  Lubick.  I  will  ask  Mr.  Arner,  from  the  Chief  Counsel's  Office, 
to  give  the  specifics. 

Mr.  Arner.  Under  the  Internal  Revenue  Code,  the  Federal  tax 
lien  attaches  to  all  the  taxpayer's  property  and  rights  to  property.  I 
am  a  little  bit  confused  by  the  question,  however. 

If  we  serve  a  notice  of  levy  on  a  third  party  to  collect  taxes  or  if 
we  seize  the  taxpa}Ter's  property,  there  are  certain  exemptions  for 
individual  taxpayers  under  the  Internal  Revenue  Code. 

Senator  DeConcini.  Exempt? 

Mr.  Arner.  Exempt  from  levy  but  not  the  lein. 

Senator  DeConcini.  Is  there  any  of  that  property  that  you  think 
could  be  exempt  from  the  lien? 
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Mr.  Arner.  Assuming  that  you  are  talking  about  the  same  exemp- 
tions that  appear  in  the  Senate  bill,  then  I  think  you  would  be  better 
off  exempting  certain  property  from  levy  as  opposed  to  the  lien. 

If  you  want  to  exempt  property  from  the  lien,  then  we  will  have  to 
consider  it  further.  There  are  certain  things  that  the  Service  does 
not  seize  under  present  law,  so  that  in  theory  it  would  not  make  much 
difference  whether  a  lien  attached  or  not.  We  would  have  to  look  at 
any  proposed  exemptions  very  carefully. 

For  example,  if  you  are  talking  about  the  normal  exempt  type  of 
property,  like  burial  insurance  policies,  burial  plots,  books  of  trade  or 
a  certain  portion  of  the  salary  that  a  taxpayer  earns,  then  all  of  those 
are  exempt  from  lev}?-  by  statute  or  policy  statements  issued  by  the 
Service. 

So,  if  you  want  to  go  that  way,  in  the  traditional  sense  of  what  an 
exemption  is — in  other  words,  you  want  to  make  it  possible  for  an 
individual  debtor  not  to  be  destitute — then 

Senator  DeConcini.  You  are  better  off  to  exempt  it  from  the  levy 
and  not  the  lien? 

Mr.  Arner.  Yes. 

Senator  DeConcini.  What  is  the  reasoning?  Why  not  exempt  it 
from  the  lien?  Property  x  would  no  longer  be  subject  to  your  lien. 
Why  not  do  that? 

Mr.  Arner.  I  think  it  is  to  some  extent  historical.  Congress  has 
always  exempted  property  from  the  levy  as  opposed  to  the  lien.  This 
gets  into  the  whole  concept  of  what  the  lien  attaches  to  under  today's 
law.  Any  change  in  approach  would  require  an  amendment  to  the 
Internal  Revenue  Code. 

Did  I  understand  your  question? 

Senator  DeConcini.   Yes;  you  did.  I  want  to  pursue  it  a  little  more. 

What  I  am  trying  to  get  to  is  this.  Is  there  any  merit  to  having  the 
lien  only  apply  to,  let  us  say,  real  property  and  certain  types  of 
personal  property,  but  not  all  personal  property? 

Mr.  Lubick.  Mr.  Chairman,  I  would  suggest  not.  As  a  practical 
matter,  of  course,  a  lien  does  not  extend  to  cash  in  a  man's  pocket  so 
he  can  go  out  and  buy  something. 

Senator  DeConcini.  It  does  extend  to  his  household  furnishings, 
does  it  not? 

Mr.  Lubick.  Yes ;  but  as  a  collection  device  I  think  the  purpose  of 
the  lien  is  to  give  the  security  to  the  Internal  Revenue  Service  and  to 
establish  its  priority.  If  certain  property  were  exempt,  I  think  that 
other  creditors  would  try  to  acquire  a  security  interest  in  that  property. 

I  do  not  see  what  could  be  gained  by  reducing  the  scope  of  the 
Government's  general  lien  for  taxes,  except  to  indirectly  cut  back 
on  the  priority  which  the  Revenue  Service  has. 

Senator  DeConcini.  One  of  the  things  that  bothers  me,  and  it  is 
mostly  hearsay,  is  that  you  have  an  overzealous  tax  collector  or  IR-S 
agent  who  has  had  a  problem  with  a  particular  person  who  is  now  in 
bankruptcy.  He  might  be  a  small  businessman.  Under  the  law  he  can 
become  very  "arbitrary."  Overzealousness  toward  household  goods 
and  things  the  IRS  really  does  not  want,  but  over  which  they  feel 
they  can  exercise  their  authority  creates  problems.  I  wonder  whether 
or  not  there  is  merit  to  limit  obvious  areas  that  the  Internal  Revenue 
would  really  not  have  any  desire  to  pick  up  and  try  to  sell  for  the  few 
dollars  they  might  get  to  satisfy  the  tax  lien. 


565 

Mr.  Lubick.  Again,  I  think  it  is  a  question  of  what  exemptions 
from  levy  you  are  going  to  put  in  the  Internal  Revenue  Code.  I  think 
what  you  are  concerned  with,  Mr.  Chairman,  is  that  the  taxpayer 
should  be  entitled  to  continue  to  sit  on  his  sofa  and  watch  his  TV 
and  not  be  compelled  to  sell  them  to  pay  off  his  creditors. 

Senator  DeConcini.  That  is  right. 

Mr.  Lubick.  I  think  an  exemption  from  levy  would  accomplish 
that.  If  you  preserve  the  lien,  then  at  least  as  between  the  Internal 
Revenue  Service  and  the  loan  company,  we  would  still  be  able  to 
establish  our  secured  status  with  respect  to  the  TV  set  and  sofa. 

Senator  DeConcini.  Mr.  Arner? 

Mr.  Arner.  Senator,  you  raised  a  question  as  to  what  we  would 
think  if  the  Service  could  collect  only  from  real  property  owned  by 
the  taxpayer,  and  not  his  personal  property. 

I  would  say  that  the  amount  collected  by  the  Internal  Revenue 
Service  would  drop  drastically  because  most  of  our  collections  are 
made  from  personal  property.  For  example,  suppose  you  have  a 
husband  and  wife  and  let  us  say  that  the  husband  owes  the  taxes. 
If  we  were  to  seize  real  property,  we  would  be  putting  the  other  spouse 
out  of  his  or  her  house.  We  tend  to  shy  away  from  seizing  real  property. 

There  is  one  other  thing  I  would  like  to  mention. 

You  were  talking  about  personal  effects  of  the  taxpayer  exempt 
from  levy.  You  may  want  to  look  at  section  6334  of  the  code  where 
one  of  the  exemptions  is  for  fuel,  provisions,  furniture,  and  personal 
effects  of  an  individual  taxpayer.  There  is  a  dollar  limitation.  Pres- 
ently it  is  $500. 

It  seems  to  me  that  if  Congress  wants  to  reconsider  that  exemption 
and  raise  the  dollar  limitation,  then  that  might  be  the  better  way  to 
go  as  opposed  to  trying  to  effect  the  Federal  tax  lien. 

Senator  DeConcini.  That  is  a  good  point.  I  agree  it  is  very  low. 

Mr.  Lubick.  When  you  are  talking  about  personal  property,  of 
course,  as  we  indicated,  most  of  our  problems  are  in  the  trust  fund 
area.  You  are  talking  about  businesses  and,  in  that  context,  personal 
property  includes  inventory  and  machinery  and  equipment.  I  do  not 
think  it  is  the  case  of  the  sofa  and  the  TV  set  that  you  are  concerned 
with. 

Senator  DeConcini.  That  is  right. 

The  sofa  and  TV  would  be  the  overzealous  agent  who  wanted  to  do 
that.  I  do  not  think  that  is  the  rule.  I  think  that  is  the  exception. 

But  there  are  other  areas  that  it  seems  to  me  might  be  legitimately 
exempt,  either  from  the  hen  or  from  the  levy. 

Mr.  Lubick.  As  Mr.  Arner  suggested,  the  way  to  operate  is  through 
the  Internal  Revenue  Code  and  through  that  particular  section. 

Actually,  my  experience  has  been  this.  I  know  there  is  some  sug- 
gestion, and  it  is  the  theory  of  the  House  bill,  that  the  Service  ought 
to  be  more  active  in  filing  notices  of  lien.  As  we  indicated  in  our 
testimony,  I  think  it  is  important  that  the  Service  have  discretion  to 
deal  with  taxpayers  and  not  be  required  to  file  notices  of  lien. 

I  can  recall  in  the  last  few  years,  having  been  in  private  practice, 
cases  in  which  I  was  representing  businesses  which  were  in  very  shaky 
condition.  These  were  situations  where  there  were  problems  with 
trust  fund  taxes.  My  advice  was  inevitable  in  these  cases.  I  suggested 
going  to  the  Internal  Revenue  Service  and  making  voluntary  dis- 
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closure  of  the  fact  that  there  was  this  problem  and  this  liability  for 
taxes  to  try  to  work  something:  out. 

In  those  situations,  if  a  notice  of  lien  had  been  filed,  the  credit  of 
the  business  would  immediately  have  been  terminated.  Its  customers 
would  not  have  dealt  with  it.  The  business  would  have  folded. 

Instead,  we  were  able  to  persuade  the  Internal  Revenue  Service  not 
to  file  its  notice  of  lien  and  to  work  out  a  payment  plan. 

Senator  DeConcini.  Is  that  on  a  specific  case?  Is  there  any  policy 
along  that  line? 

Mr.  Lubick.  It  is  on  a  case-by-case  basis.  There  is  an  administrative 
policy  to  try  to  work  things  out  in  a  reasonable  way  as  a  creditor  and 
to  withhold  the  filing  of  a  notice  of  lien  where  it  will  assist  this 
collection. 

I  think  the  important  thing  is  that  the  figures  show  how  little  the 
Service  collects  after  somebody  goes  into  bankruptcy.  In  fact,  they 
show  how  little  the  creditors  collect. 

The  figures  do  not  show  how  much  creditors  have  saved  and  how 
much  they  do  collect  by  the  Service  forbearing  from  filing  a  notice  of 
lien  and  enabling  the  business  to  survive.  The  Service  gets  paid  off, 
the  husiness  survives,  and  the  other  creditors  get  paid  off. 

Senator  DeConcini.  Your  position,  then,  is  that  the  Internal 
Revenue  Service  should — and  you  would  attempt  to  persuade  them — 
to  work  with  the  particular  person  or  business  prior  to  filing  the  claim, 
if  it  can  be  done? 

Mr.  Lubick.  If  the  Service  finds  that  the  business  can  be  salvaged 
and  jobs  can  be  saved  and  income  taxes  generated  through  those  jobs 
and  employment  taxes  generated  through  those  jobs,  then  we  will 
exercise  forbearance  in  filing  a  notice  of  lien. 
Senator  DeConcini.  Does  it  occur? 

Mr.  Lubick.  I  have  found  in  my  practice,  Mr.  Chairman,  that 
generally  the  Service  has  been  cooperative  and  anxious  to  do  that.  It 
is  to  its  own  self-interest.  It  collects  much  more  by  having  the  business 
survive  and  be  healthy  than  otherwise. 

Obviously,  a  judgment  call  is  required  in  each  case,  just  as  is  true  in 
the  case  of  another  creditor  who  finds  himself  having  advanced  funds. 
Should  he  advance  more  to  keep  the  fellow  going  and  gamble  some 
more  to  get  the  whole  of  what  he  has  put  into  it?  Well,  he  has  to  make 
that  judgment  on  the  spot. 

The  House  bill  whirh  would  try  to  impel  the  Service  automatically 
to  file  more  notices  of  lien  would  go  in  the  wrong  direction.  I  think 
more  flexibility  is  better.  The  more  flexibility  the  Service  has,  the 
better  off  creditors  as  a  class  are  going  to  be  and  the  better  off  debtors 
as  a  class  are  going  to  be  and  the"  better  off  the  United  States  is  going 
to  be  through  its  internal  Revenue  collections. 

Senator  DeConcini.  I  agree  with  your  principle  or  your  philosophy. 
I  just  do  not  necessarily  agree  that  is  what  the  Internal  Revenue 
Service  attempts  to  do.  I  cannot  dispute  it  with  any  facts. 
So,  I  will  not  flatly  say  they  do  not. 

My  experience  in  the  practice  of  law  is  that  they  do  not.  But  maybe 
I  have  had  some  tough  cases  that  I  have  been  involved  in. 
Mr.  Lubick.  You  always  hear  about  those. 

Senator  DeConcini.  They  can  be  tough.  It  seems  to  me  at  least 
they  should  attempt  to  take  partial  pa3^ment  and  work  out  some  time 
schedule. 
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That  is,  of  course,  not  at  debate  today. 

Do  you  know  of  any  policy  in  the  Internal  Revenue  Service  re- 
garding this  particular  subject  matter? 

Mr.  Lubick.  I  am  informed  that  we  do  have  a  policy  not  to  make 
seizures  where  there  is  no  equity  in  the  property. 

Senator  DeConcini.  Is  that  a  written  policy? 

Mr.  Arner.  Yes;  while  it  has  not  been  issued  as  a  policy  statement, 
the  instructions  are  contained  in  a  manual  supplement. 

Senator  DeConcini.  Are  there  any  other  written  policies  regarding 
when  you  should  file  or  helping  the  Internal  Revenue  Service  make 
the  judgment  call?  Are  there  any  criteria? 

Air.  Arner.  There  are  dollar  figures  above  which  the  revenue 
officer  will  have  to  go  to  his  immediate  supervisor  if  he  is  not  going 
to  file  a  notice  of  lien.  I  think  the  GAO  has  looked  into  the  Service's 
instructions  to  the  revenue  officers  as  to  when  to  file  notices  of  lien. 
The  GAO  has  suggested  that  revenue  officers  need  more  definite 
criteria.  I  think  those  criteria  are  now  being  worked  out. 

Senator  DeConcini.  We  discussed  a  little  bit  with  Attorney  General 
Bell  the  organized  crime  involvement  in  bankruptcies. 

Can  you  shed  any  light  or  experience  from  the  Treasury  Department 
in  this  area?  Do  you  find  it  prevalent? 

Air.  Lubick.  Whenever  we  get  information,  we  refer  the  matter  to 
the  Justice  Department  unless  we  are  prohibited  by  the  tax  disclosure 
provisions  in  the  Internal  Revenue  Code,  so  I  do  not  think  we  have  a 
contribution  to  make  in  that  area.  I  think  that  is  primarily  the  Justice 
Department's  responsibility. 

Senator  DeConcini.  I  find  that  a  little  bit  hard  to  believe,  that  is, 
that  you  do  not  have  to  build  a  case  or  you  find  some  information 
that  may  lead  to  this  and  then  you  turn  it  over. 

Mr.  Lubick.  We  do. 

Senator  DeConcini.  How  prevalent  is  it  and  how  much  time  do 
you  spend  on  it?  Is  it  substantial?  Do  you  find  these  liens  that  you 
are  filing  often  against  suspected  white-collar  crime  or  organized  crime 
syndicates  or  individuals? 

Mr.  Lubick.  At  this  stage,  we  are  unaware  of  any  study.  What  we 
can  do  is  talk  to  the  Intelligence  Division  of  the  Service  and  see  if  they 
have  some  data. 

Senator  DeConcini.  Would  you  prepare  a  general  answer  to  the 
question?  I  would  like  to  know  whether  or  not,  in  your  opinion,  it  is 
a  substantial  portion  of  the  hens  that  are  filed,  or  at  least  if  it  is  only 
suspect  without  any  factual  basis. 

I  am  trying  to  develop  whether  or  not  the  Bankruptcy  Act  should 
attempt  to  address  that  in  any  manner. 

Mr.  Lubick.  We  will  check  and  see  if  our  people  can  give  you  any 
hard  data  or  any  surmises. 

Senator  DeConcini.  You  are  involved  in  some  organized  crime  task 
force  that  might  be  able  to  give  us  some  information.  I  would  appre- 
ciate your  submitting  that  to  us. 

Mr.  Lubick.  Certainly. 

Senator  DeConcini.  Without  objection,  so  ordered. 

Mr.  Lubick.  The  problem  of  organized  crime  involvement  in  bank- 
ruptcies is  a  matter  within  the  jurisdiction  of  the  Attorney  General 
and  the  Organized  Crime  and  Racketeering  Section  of  the  Criminal 
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Division  of  the  Department  of  Justice.  While  we  are  aware  of  several 
articles  appearing  in  the  New  York  Times  and  the  Wall  Street  Journal 
on  "scam"  operations  as  well  as  several  isolated  cases,  the  Service  does 
not  have  any  pending  projects  on  the  involvement  of  organized  crime 
in  bankruptcy  cases.  Under  18  U.S.C.  3057,  the  U.S.  attorney  has 
jurisdiction  over  investigations  of  violations  of  the  bankruptcy  laws. 
If  the  Service  discovers  fraud  in  connection  with  a  tax  investigation, 
the  information  is  referred  to  the  Federal  Bureau  of  Investigation 
subject  to  the  restrictions  under  Code  section  6103.  The  Bankruptcy 
Division  of  the  Administrative  Office  of  United  States  Courts  has 
informally  advised  us  that,  so  far  as  is  known,  there  is  no  evidence  of 
prevalent  "scam"  operations  by  organized  crime  in  bankruptcy  cases. 

Senator  DeConcini.  I  have  no  further  questions. 

Mr.  Feidler  of  the  staff  may  have  some  questions. 

Mr.  Feidler.  Thank  you,  Mr.  Chairman.  Do  the  tax  priority  and 
discharge  provisions  have  to  be  coordinated  as  they  are  under  the 
present  law?  Is  there  any  reason  for  their  parallel  treatment? 

Mr.  Lubick.  Basically,  prior  and  nondischargeability  both  serve 
useful  purposes  in  the  enforcement  of  the  Internal  Revenue  system.  If 
we  had  easy  dischargeability,  you  would  have  a  great  incentive  for 
taxpayers  to  avoid  their  taxes  through  bankruptcy. 

As  I  have  indicated,  in  many  situations  the  Government  finds  itself 
as  a  creditor  very  late. 

In  the  case  of  priority,  again,  the  Government  comes  in  late.  It  has 
not  chosen  its  debtors.  If  it  did  not  have  priority,  I  think  you  might 
find  that  you  would  be  giving  an  incentive  to  creditors  to  discourage 
the  debtor  from  paying  taxes  so  that  when  the  bankruptcy  resulted, 
the  creditors  would  be  on  a  better  footing  as  opposed  to  the  United. 
States. 

So,  I  think  both  priority  and  nondischargeability  are  important. 

I  think  S.  2266  goes  a  step  beyond  present  law  in  departing  from 
the  very  close  exact  parallel  of  priority  and  nondischargeability.  It 
provides  some  situations  where  we  have  only  nondischargeability, 
thus  deterring  a  taxpayer  from  going  into  bankruptcy  as  a  device 
to  avoid  taxes. 

For  example,  where  the  liability  is  represented  by  unassessed  taxes 
where  the  return  was  due  more  than  3  years  before  bankruptcy  and 
was  filed  late,  the  Senate  bill  recognizes  that  in  the  case  of  those 
rather  stale  claims,  we  will  be  given  nondischargeability  but  not 
priority.  In  that  sense,  other  creditors  will  be  given  a  break  as  com- 
pared to  present  law. 

To  that  extent,  there  is  a  departure  from  present  law,  but  we  think 
that  is  an  acceptable  balancing. 

Mr.  Feidler.  How  does  the  Treasury  go  about  collecting  nondis- 
chargeable  taxes?  Are  you  normally  willing  to  accept  the  deferred 
payment  arrangement  with  the  debtor  after  he  comes  out  of  bank- 
ruptcy? Or,  are  you  generally  less  willing  to  let  someone  who  has 
just  gone  through  bankruptcy  pay  on  installments? 

Mr.  Lubick.  I  think  each  case  is  handled  on  its  own.  It  is  the 
same  as  the  case  before  bankruptcy.  The  Government  looks  at  the 
financial  ability  of  the  taxpa}rer  to  meet  his  obligation  and  is  willing 
to  work  out  a  deferred  payment  arrangement.  The  Government  looks 
to  see  what  the  taxpayer's  earnings  are,  what  his  ability  to  pay  is, 
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and  what  his  living  needs  are.  I  think  essentially  it  is  the  same  as 
trying  to  work  out  a  solution  before  bankruptcy. 

I  do  not  think  there  is  any  greater  stringency  there. 

Mr.  Feidler.  What  effect  do  you  think  the  priority  for  taxes 
assessed  within  2  3-ears  of  the  bankruptcy  will  have  on  the  negotiations 
between  taxpayers  and  the  Service?  I  am  wondering  whether  this 
provision  might  encourage  the  revenue  agent  to  drag  out  his  negotia- 
tions, or,  on  the  other  hand,  if  a  taxpayer  seems  to  be  having  financial 
difficulties,  might  the  Service  want  to  preempt  the  settlement  dis- 
cussions so  they  can  make  an  assessment  and  be  protected  if  the  tax- 
payer should  file  bankruptcy? 

Mr.  Lubick.  I  do  not  think  so,  Mr.  Feidler,  because  I  think  there 
are  very  few  revenue  officers  who  can  predict  2  years  in  advance 
whether  or  not  a  taxpayer  is  going  to  be  in  bankruptcy.  I  do  not  think 
the  provision  would  have  any  effect  one  way  or  the  other.  I  think  the 
revenue  officers  are  trying  to  do  the  best  job  they  can  to  collect  the 
taxes  as  expeditiously  as  they  can  and  to  work  out  deferred  payment 
arrangements  with  taxpayers.  I  do  not  think  the  provisions  will  cause 
any  revenue  officer  to  drag  his  heels  or  to  accelerate. 

In  point  of  fact,  you  have  different  arms  of  the  Service  involved  in 
this  whole  process.  You  have  the  auditing  carried  on  by  one  group  of 
agents.  You  have  collection  by  another  group  of  officers.  I  do  not  see 
that  there  is  going  to  be  any  difference.  The  Service  will  have  an 
opportunity,  however,  under  the  2-year  rule,  to  collect  taxes.  The  bill 
is  excellent  in  that  it  does  give  a  period  of  time  following  assessment  for 
collection  before  bankruptcy,  whereas  under  present  law  there  are 
some  very  difficult  situations  where  the  Service  has  no  set  period  of 
time  within  which  to  act.  Under  the  House  bill,  there  are  some  im- 
provements, but  in  many  situations,  the  90  days  is  simply  too  short  a 
time. 

Mr.  Feidler.  Where  }^ou  have  a  nondischargeable  tax  claim,  what 
percentage  of  those  taxes  which  stay  with  the  debtor  after  bankruptcy 
does  the  Treasury  eventually  collect? 

Mr.  Lubick.  We  have  some  figures  on  that.  In  fiscal  year  1976, 
that  is,  at  the  end  of  fiscal  year  1976,  the  Service  was  sitting  with  about 
$177  million  in  nondischargeable  tax  claims.  The  collection  results  on 
those  claims  show  that  about  $5  million  has  been  collected,  either 
directly  or  through  seizures,  offsets,  or  carrybacks.  More  of  it  is 
through  offsets  and  carrybacks  than  directly. 

So,  the  amount  collected  actually  is  not  very  large.  It  is  about  3 
percent. 

I  think  it  is  important  to  note  that  the  nondischargeability  results 
in  a  much  greater  collection  of  taxes  than  these  figures  would  indicate 
because  the  fact  of  nondischargeability  is  a  disincentive  to  taxpayers 
to  go  into  bankruptcy  to  avoid  their  taxes.  Instead,  they  pay  their 
taxes.  We  have  no  way  of  quantifying  the  figures  that  show  how  many 
people  pay  their  taxes  because  they  know  that  bankruptcy  will  not  be 
an  escape  from  taxes. 

But  I  am  sure  that  it  is  many,  many  times  the  amount  that  we 
collect  from  taxpayers  who  are  in  extremes  forced  to  go  into 
bankruptcy. 

Mr.  Feidler.  I  have  no  further  questions,  Mr.  Chairman. 

Senator  DeConcini.  Mr.  Dixon? 
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Mr.  Dixon.  I  have  a  couple  of  questions. 

Senator  DeConcini  talked  with  you  briefly  about  narrowing  tax 
liens  to  apply  to  specific  types  of  property  or  to  file  on  particular  types 
of  property. 

Is  it  possible  for  the  Service  to  file  on  individual  assets  such  as  if  the 
Service  would  like  a  lien  on  a  particular  piece  of  real  property,  to  file 
on  that  property? 

Mr.  Lubick.  The  Service  has  a  general  lien  for  which  it  files  a 
notice,  but  it  is  possible  for  the  Service  to  discharge  particular  prop- 
erty from  liens.  In  fact,  it  does  so  in  appropiately  negotiated  situations. 

Mr.  Dixox.  Is  it  possible  for  the  Service  to  file  individually  on  that 
asset? 

Mr.  Lubick.  No;  when  the  Service  files  a  notice  of  lien,  the  lien 
attaches  to  all  assets.  You  cannot  file  a  particular  notice  of  lien  only 
on  black  acre,  for  example. 

Mr.  Dixon.  Why  not? 

Mr.  Lubick.  The  statute  does  not  permit  it. 

Mr.  Dixon.  Should  the  statute  be  changed  to  permit  it? 

Mr,  Lubick.  I  do  not  believe  it  should  because  I  do  not  think  the 
Service  is  really  in  a  position  to  go  out  like  another  creditor  in  advance 
to  negotiate  what  property  that  creditor  is  going  to  give  a  security 
interest  in.  I  think  it  wTould  greatly  impede  the  collection  efforts  of  the 
Service  if  it  had  to  go  out  and  get  depositions  from  the  taxpayer  as  to 
what  property  he  has  and  then  negotiate  as  to  what  property  against 
which  it  is  going  to  file  notices  of  lien. 

Mr.  Dixon.  Could  the  law  be  changed  so  that  the  Service  could 
file  on  individual  assets? 

Mr.  Lubick.  The  law  could  be  changed  to  do  it,  of  course. 

Mr.  Dixon.  Let  me  give  you  an  example.  The  recording  statutes 
require  people  who  want  liens  and  real  property  to  file  with  the 
Register  of  Deeds  office  in  the  county  where  the  property  is  located. 

If  an  individual  goes  to  purchase  a  piece  of  property  and  if  he  goes 
to  the  Register  of  Deeds  office  and  looks  at  the  title,  then  he  will  see 
all  the  mortgages  and  liens  against  that  property  that  have  been  filed. 

So,  he  knows  whether  he  is  going  so  get  a  clean  title  to  that  partic- 
ular piece  of  property.  Is  that  not  correct? 

Mr.  Lubick.  That  is  correct. 

Mr.  Dixon.  Will  he  find  the  tax  lien? 

Mr.  Lubick.  The  notice  of  tax  lien  is  normally  found  in  a  search. 
We  had  a  problem  with  that  last  j^ear  in  the  1976  act.  I  think  we 
solved  the  problem  in  an  amendment. 

Mr.  Dixon.  Tax  liens  are  recorded  in  the  Register  of  Deeds  office? 
>  Mr.  Arner.  Most  States  have  what  they  call  a  Federal  tax  lien 
index  which  contains  all  the  notices  of  Federal  tax  liens. 

Mr.  Dixon.  That  is  correct,  but  they  are  not  found  in  the  register 
of  deeds  office  of  that  particular  piece  of  property;  is  that  correct? 

Mr.  Arner.  My  experience  is  that  they  are  found  in  the  same 
office,  but  if  they  are  not,  then  all  someone  has  to  do  is  to  look  to  see 
what  the  State  law  is.  Most  States  have  what  they  call  the  Revised 
Uniform  Federal  Tax  Lien  Registration  Act  which  tells  the  Service  and 
the  public  where  we  have  to  file  notices  of  lien. 

Mr.  Dixon.  My  concern  is  not  that  lawyers  will  not  know  where  to 
find  tax  liens  or  that  the  Service  will  not  know  where  to  file  tax  liens, 
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but  that  individuals  who  wish  to  do  it  themselves  and  look  at  the  title 
to  property  will  not  find  the  tax  lien.  Is  that  correct? 

Mr.  Lubick.  A  notice  of  lien  with  respect  to  real  property  is  generally 
required  to  be  filed  in  the  office  of  the  clerk  of  the  county  where  title 
to  the  property  is  required  to  be  recorded. 

Are  you  saying  it  is  not  in  the  same  index? 

Mr.  Dixon.  It  is  filed  in  the  county  clerk's  office  and  where  all  the 
liens  show  up  on  the  title  to  that  particular  property.  All  liens  do 
show  up  on  that  title  except  tax  liens.  Tax  liens  do  not.  They  become 
a  general  lien  on  all  the  property  of  the  debtor  and  they  are  filed  in  a 
central  place. 

Let  me  give  you  another  question.  Most  States  have  a  certificate 
of  title  statute  that  requires  all  creditors  who  wish  to  have  a  lien  on  a 
particular  automobile  to  be  noted  on  the  title  to  that  automobile  or 
they  do  not  have  a  valid  lien. 

If  a  bank  makes  a  loan  on  an  automobile  and  takes  possession  of  the 
title,  then  it  is  not  perfected  in  that  particular  automobile.  It  must 
note  on  the  title  to  that  automobile. 

The  fact  of  the  matter  is  that  the  tax  lien  does  not  have  to  be  noted 
on  that  title;  does  it? 

Mr.  Ltjbick.  I  have  represented  a  bank  before  I  came  here.  We  had 
no  problem  in  discovering  where  notices  of  tax  lien  were  filed. 

Mr.  Dixon.  But  the  tax  lien  does  prevail  whether  it  is  noted  on  the 
title  or  not;  is  that  not  correct? 

Mr.  Lubick.  That  is  correct. 

Mr.  Dixon.  Why  should  the  Service  be  treated  differently  than  any 
other  creditor  in  that  regard? 

Mr.  Lubick.  There  is  a  filing  procedure  for  notices  of  lien.  It  is  well 
known  in  the  commercial  world.  I  think  everyone  has  lived  very 
well  with  it.  I  have  not  detected  any  problem  with  people  not  being 
able  to  discover  notices  of  tax  lien.  They  know  what  to  search. 

As  a  matter  of  fact,  in  the  1976  act  when  a  second  requirement  was 
set  up  for  indexing,  the  lender  was  generally  very  unhappy  with  the 
requirement  of  having  to  look  in  another  place.  1  think  the  world  is 
used  to  knowing  where  notices  of  lien  are  filed  and  is  searching  for 
them.  I  do  not  believe  there  is  any  problem  on  that  score. 

Mr.  Dixon.  Should  the  Government  be  required  to  file  more  tax 
liens  so  that  prospective  creditors  or  perhaps  bona  fide  purchasers  will 
not  invest  money  in  businesses  or  extend  credit  because  they  are 
unaware  of  the  pervasive  nature  of  tax  liens? 

Mr.  Lubick.  I  think  that  is  a  point  of  view  which  has  been  ex- 
pressed, and  I  think  it  is  a  theory,  as  I  indicated,  of  the  House  bill 
that  if  a  notice  of  lien  had  been  filed  in  a  given  situation  where  a 
creditor,  in  ignorance  of  it,  advanced  some  money,  then  that 
particular  creditor  might  have  foreborn  making  that  advance  and 
might  have  saved  that  money. 

But  I  think  vou  have  to  counterbalance  against  that  the  more  im- 
portant  cases  where  creditors  were  paid  off,  as  1  indicated  before,  be- 
cause the  Service  did  not  file  a  notice  of  lien  and  the  business  survived. 

So,  I  think  you  are  in  a  situation  where  you  cannot  win  every  single 
case.  You  cannot  protect  every  single  creditor.  Some  are  going  to  be 
better  off  if  you  file. 
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In  my  judgment,  I  think  more  will  be  better  off  if  the  Service  has 
flexibility  not  to  file.  We  do  not  have  statistics  as  to  the  businesses 
which  survive  and  meet  their  claims.  In  those  situations  creditors  are 
much  better  off  by  the  Service  not  filing  because  when  the  Service 
files  that  notice,  the  business  is  down  the  tube. 

Mr.  Arner  has  a  couple  of  technical  points  in  answer  to  Mr.  Dixon's 
questions. 

Mr.  Arner.  Mr.  Dixon,  if  we  do  not  file  a  notice  of  lien,  holders  of 
a  security  interest  or  purchasers  will  take  ahead  of  the  Government. 
We  have  to  file  a  notice  of  lien  to  have  priority  over  certain  categories 
in  section  6323  of  the  Internal  Revenue  Code. 

Mr.  Dixon.  My  only  point  is  where  you  actually  file  them  and 
who  does  get  notice.  The  fact  of  the  matter  is  that  they  are  filed  cen- 
trally and  they  are  not  filed  against  individual  pieces  of  property. 

So  the  person  who  buys  that  car  has  no  idea  of  the  lien  that  is  not 
on  the  title,  like  it  should  be  or  like  any  other  lien  uould  be.  That  is 
the  whole  point.  You  do  file  them  and  you  file  them  centrally.  The 
question  is:  Who  really  gets  notice  besides  lawyers? 

Mr.  Lubick.  Generally,  there  is  a  world  out  there  of  not  only 
lawyers  but  creditors  who  know  where  to  look. 

You  are  perfectly  correct  that  Mrs.  Jones,  if  she  is  engaging  in  a 
transaction,  may  not  know  where  to  look.  That  is  a  difficult  situation. 

But  I  do  not  know  what  the  alternative  is.  I  do  not  think  that  you 
could  have  a  workable  system  that  requires  the  Service  to  go  out  and 
get  the  title  certificate  to  everybody's  automobile  and  write  down 
IRS  liens  on  it.  It  will  not  work. 

Again,  what  you  are  asking  for  is  that  perfection  which  we  strive 
for  but  is  impossible  of  attainment.  We  cannot  simply  set  up  a  system 
that  is  not  going  to  cost  everybody  a  lot  more  by  requiring  a  nation 
of  internal  revenue  officers  running  around  to  write  liens  on  every- 
body's title.  It  does  not  work. 

Mr.  Dixon.  Thank  you  very  much.  Thank  you,  Mr.  Chairman. 

Senator  DeConcini.  Are  there  any  other  questions  from  staff? 

If  not,  we  thank  you  very  much.  We  appreciate  your  time  and  de- 
tail that  your  testimony  went  into.  I  express  the  thanks  of  this  com- 
mittee. We  would  appreciate  receiving  that  information  that  you  are 
going  to  give  us. 

Our  next  witnesses  are  Robert  Grimmig,  Patrick  Murphy,  and 
Jack  Gross,  members  of  the  American  Bankers  Association,  Task 
Force  on  Bankruptcy. 

We  will  take  a  5-minute  break  at  this  time.  Then  we  will  receive 
your  testimony. 

[Recess  taken.] 

Senator  DeConcini.  The  committee  will  resume  testimony. 

Also  joining  us  at  this  time  as  witnesses  will  be  John  Ingraham, 
David  Bleich,  and  John  Jerome,  members  of  Robert  Morris  Associates, 
Task  Force  on  Bankruptcy. 

Gentlemen,  we  are  glad  to  have  you  with  us  here  today. 

Any  written  statments  that  you  want  to  submit  either  now  or 
prior  to  the  31st  of  January,  the  record  will  remain  open. 

Mr.  Grimmig,  you  may  begin. 
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STATEMENT  OF  ROBERT  J.  GRIMMIG,  SENIOR  VICE  PRESIDENT, 
CHEMICAL  BANK,  AND  MEMBER,  AMERICAN  BANKERS  ASSOCI- 
ATION'S BANKRUPTCY  TASK  FORCE,  ACCOMPANIED  BY  JACK 
GROSS,  ATTORNEY,  KRAUSE,  HIRSCH  &  GROSS;  AND  PATRICK  A. 
MURPHY,  ATTORNEY,  COWANS  &  MURPHY 

Mr.  Grimmig.  Mr.  Chairman  and  members  of  the  committee, 
I  am  Robert  J.  Grimmig,  senior  vice  president  of  Chemical  Bank 
and  a  member  of  the  American  Bankers  Association's  Bankruptcy 
Task  Force. 

I  am  appearing  with  Mr.  John  W.  Ingraham,  vice  president  of 
Citibank  and  a  member  of  the  Robert  Morris  Associates  Task  Force 
on  Bankruptcy.  We  are  accompanied  by  Jack  Gross,  Esq.,  of  the  law 
firm  of  Krause,  Hirsch  *£  Gross  of  New  York,  who  represents  Irving 
Trust  Co.;  by  Patrick  A.  Murphy,  Esq.,  of  the  law  firm  of  Cowans  & 
Murphy  of  San  Francisco,  who  represents  Bank  of  America  National 
Trust  &  Savings  Association;  by  Robert  Mackinnon,  Esq.,  and 
David  L.  Bleich,  Esq.,  of  the  law  firm  of  Shearman  &  Sterling  of 
New  York,  who  represents  Citibank,  N.A. ;  and  by  John  J.  Jerome, 
Esq.,  and  Herbert  P.  Minkel,  Jr.,  Esq.,  of  the  law  firm  of  Milbank, 
Tweed,  Hadley  &  McCloy  of  New  York  who  represent  the  Chase 
Manhattan  Bank,  N.A. 

We  also  are  accompanied  by  Alex  Cole,  senior  vice  president, 
Industrial  Valley  bank  &  Trust  Co.  of  Philadelphia;  and  by  Charles 
H.  Powers,  vice  president,  United  Bank  of  Denver.  Mr.  Gross  and 
Mr.  Murphy  are  members  of  the  American  Bankers  Association 
Bankruptcy  Task  Force,  and  Mr.  Ingraham,  Mr.  Bleich,  Mr.  Cole, 
Mr.  Jerome,  Mr.  Mindel,  and  Mr.  Powers  are  members  of  the  Robert 
Morris  Associates  Task  Force  on  Bankruptcy. 

Both  of  our  organizations  and  many  of  the  institutions  which  we 
represent  have  participated  actively  in  the  hearings  which  have  pre- 
ceded the  introduction  of  S.  2266  and  H.R.  8200.  We  appreciate  the 
opportunity  to  appear  today  to  offer  our  comments  on  S.  2266,  and 
in  particular,  as  you  have  requested,  on  certain  areas  of  interest  to 
the  banking  industry  where  S.2266  differs  from  H.R.  8200. 

We  have  already  submitted  a  formal  statement  and  would  prefer 
to  briefly  summarize  some  of  the  more  important  issues  and  then 
respond  to  questions  that  the  committee  or  its  staff  may  have  on 
specific  points. 

Senator  DeConcini.  Without  objection,  your  formal  statement 
will  be  inserted  in  the  record  at  this  point. 

[The  prepared  statement  of  Robert  Grimmig  and  John  Ingraham 
follows:] 

Statement  of  Robert  J.  Grimmig  and  John  W.  Ingraham  on  Behalf  of  the 
American    Bankers   Association   and    Robert   Morris   Associates 

Mr.  Chairman  and  Members  of  the  Committee,  I  am  Robert  J.  Grimmig,  Vice 
President  of  Chemical  Bank  and  a  member  of  the  American  Bankers  Association's 
Bankruptcy  Task  Force.  I  am  appearing  with  Mr.  John  W.  Ingiaham,  Vice  Presi- 
dent of  Citibank  and  a  member  of  the  Robert  Morris  Associates  Task  Force  on 
Bankruptcy.  We  are  accompanied  by  Jack  Gross,  Esq.  of  the  law  firiua  of  Krause, 
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Hirsch  &  Gross  of  New  York,  who  represents  Irving  Trust  Company,  bv  Patrick 
A.  Murphy,  Esq.  of  the  law  firm  of  Cowans  &  Murphy  of  San  Francisco,  who*  repre- 
sents Bank  of  America  National  Trust  and  Savings  Association,  by  David  L. 
Bleich,  Esq  of  the  law  firm  of  Shearman  &  Sterling  of  New  York,  who  represents 
Citibank,  N.  A.,  and  by  John  J.  Jerome,  Esq.  and  Herbert  P.  Minkel,  Jr.  Esq.  of 
the  law  firm  of  Milbank,  Tweed,  Hadley  &  McClov  of  New  York  who  represent 
1  he  Chase  Manhattan  Bank,  N.  A.  Mr.  Gross  and  Mr.  Murphy  are  members-  of 
the  American  Bankers  Association  Bankruptcy  Task  Force  and  Mr.  Bleich  Mr 
Jerome  and  Mr.  Minkel  are  members  of  the  Robert  Morris  Associates  Task  Force 
on  Bankruptcy. 

Both  of  our  organizations  and  many  of  the  institutions  which  we  represent  have 
participated  actively  in  the  hearings  which  have  preceded  the  introduction  of 
S.  2266  and  H.R.  8200.  We  appreciate  the  opportunity  to  appear  today  to  offer  our 
comments  on  S.  2266  and,  in  particular,  as  you  have  requested,  on  certain  areas  of 
interest  to  the  banking  industry  where  S.  2266  differs  from  H.R.  8200. 

We  will  divide  our  comments  into  three  general  areas:  (1)  Bankruptcy  Court 
structure  and  jurisdiction;  (2)  Business  bankruptcy  and  reorganization;  and  (3) 
Consumer  bankruptcy. 

COURT    STRUCTURE    AND    JURISDICTION 

The  experience  of  the  banking  industry  in  the  Bankruptcy  Court  has  borne  out 
the  conclusion  of  the  Commission  on  the  Bankruptcy  Laws  of  the  United  States 
that  an  improved  independent  court  and  a  separation  of  judicial  administrative 
functions  are  of  paramount  importance. 

1.  Bankruptcy  Court. — We  support  the  attempt  in  H.R.  8200  to  upgrade  the 
Bankruptcy  Court  and  are  concerned  with  the  adjunct  approach  adopted  in 
S.  2266.  The  existing  adjunct  system  is  most  unsatisfactory  and  we  view  separation 
of  judicial  and  administrative  functions  as  a  vital  part  of  bankruptcy  reform.  The 
banking  industry  has  previously  supported  the  concept  of  pervasive  bankruptcy 
court  jurisdiction  but  did  so  in  reliance  on  language  in  the  Commission's  Report 
and  in  H.R.  8200  and  its  predecessors  which  would  have,  in  our  view,  provided  for 
a  strong,  independent  bankruptcy  court  capable  of  exercising  a  broad  jurisdictional 
giant.  While  we  are  not  fixed  upon  a  Court  based  upon  Article  III  of  the  Constitu- 
tion, we  do  believe  that  the  following  points  are  significant: 

(a)  The  term,  support,  salary  and  emoluments  should  be  sufficient  to  guarantee 
a  first  rate  court; 

(b)  Appeals  should  run  to  the  Court  of  Appeals  and,  more  importantly,  should 
be  heard  on  an  expedited  basis  so  that  prompt  appellate  relief  would  be  available; 

(c)  The  Bankruptcy  Court  should  have  adequate  control  over  its  own  staff, 
have  its  own  law  clerks  and  have  a  separate  clerk's  office  under  its  control. 

Absent  such  elements  we  do  not  believe  that  the  court  would  have  adequate 
stature  or  capacity  to  handle  the  vastly  increased  caseload  of  complex  litigation 
which  would  result  from  pervasive  jurisdiction. 

2.  U.S.  Trustee. — We  have  considerable  reservations  concerning  the  concept  of 
a  U.S.  Trustee  due  to  uncertainty  over  the  nature  of  the  function  to  be  performed 
and,  unless  this  uncertainty  can  be  resolved,  we  would  urge,  instead,  that  con- 
sideration be  given  to  the  creation  of  local  panels  of  licensed  trustees  and  the 
determination  of  appointments  by  election  when  sufficient  creditor  interest  is 
shown,  which  is  generally  the  approach  of  S.  2266.  In  saying  this  we  are  mindful 
of  the  compelling  need  for  increased  separation  of  the  judicial  and  administrative 
aspects  of  bankruptcy  as  pointed  out  by  the  Commission  but  are  not  persuaded 
that  the  Commission's  administrator  or  H.R.  8200's  United  States  trustee  are 
workable  solutions. 

3.  Jurisdiction.- — We  believe  that  §  1334(b)  on  page  265  should  be  amended  by 
adding  the  following  phrase:  "and  over  the  debtor  and  its  property  wherever 
located."  This  would  clearly  preserve  the  existing  exclusive  jurisdiction  concepts. 
We  note  that  under  §  1334(b)  jurisdiction  would  be  with  the  District  Court  and 
that  the  potential  exists  for  continuation  of  the  present  confusion  over  bankruptcy 
court  jurisdiction.  Finally,  as  indicated  above  our  support  for  pervasive  or  ex- 
panded jurisdiction  is  based  on  the  existence  of  an  independent  court.  If  there  is 
to  be  a  continuation  of  the  adjunct  system  we  must  conclude  that  any  broadening 
of  jurisdiction  would  be  unwise. 

BUSINESS    BANKRUPTCY    AND    REORGANIZATION 

Both  S.  2266  and  H.R.  8200  contain  a  number  of  significant  changes  from 
existing  law  that  would  in  our  view  improve  certain  aspects  of  the  administration 
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of  business  cases.  In  particular,  both  generally  provide  for  a  consolidation  of 
rehabilitation  chapters  into  a  single  business  rehabilitation  chapter  and  recognize 
the  need  for  requiring  the  giving  of  "adequate  protection"  to  secured  creditors. 
However,  as  will  be  discussed  more  fully  hereafter,  we  are  most  concerned  with 
certain  aspects  of  Chapter  11  of  S.  2266  which  would  return  major  corporate 
reorganizations  to  a  two-track  system  with  the  expense  and  delay  of  a  mandatory 
trustee  and  absolute  priority  standard  in  each  case. 
On  particular  matters: 

1.  Affiliates  and  Insiders  (§  101(2)  and  §  101(25)).— The  definition  of  affiliates 
is  over-broad  in  H.R.  8200  and  is  an  attempt  to  apply  the  language  of  the  existing 
Bankruptcy  Rule  901  to  a  much  more  substantive  area  of  law,  namely,  prefer- 
ences (see,  generally,  §547  and,  in  particular,  §  547(b)).  We  believe  that  the 
language  of  §  101(2)  in  S.  2266  is  an  improvement  over  that  in  H.R.  8200  in 
that  it  excludes  a  fiduciary  or  a  pledgee  who  has,  under  the  terms  of  a  peldge 
agreement,  power  to  vote  pledged  securities  but  has  not  exercised  that  right  from 
the  definition  of  "affiliate"  and,  hence,  "insider." 

2.  Farmers  (§  101(18)). — We  prefer  the  definition  of  the  term  "Farmer"  in 
H.R.  8200  which  would  exclude  major  farming  enterprises.  The  only  real  relevance 
of  the  term  is  in  the  area  of  involuntary  petitions  (§  303(a)).  We  can  understand 
the  public  policy  reasons  for  exempting  small  farmers  from  involuntary  bank- 
ruptcy (while  noting  that  secured  transactions  law  has  made  that  protection 
almost  totally  illusory).  However,  there  is  no  reason  to  protect  large  farming 
enterprises  who  have  become  insolvent  from  involuntary  proceedings. 

3.  Setoffs  (§§101(39),  362,  363,  502(b)(3),  547(c)(6)  and  553).— As  we  have 
previously  indicated  on  many  occasions,  we  feel  strongly  that  the  historical 
recognition  of  the  right  of  setoff  in  bankruptcy  should  be  preserved.  We  feel  this 
is  important  not  solely  from  the  partisan  viewpoint  of  bankers  but  also  because 
of  problems  a  blanket  elimination  of  this  right  could  create  in  securities  and 
commodities  industries.  Dealers  in  metals,  for  example,  frequently  cover  positions 
by  selling  a  contract  to  a  party  from  whom  a  contract  had  preveiously  been 
purchased.  These  matching  obligations  are  then  setoff  in  the  ordinary  course  of 
business.  There  appeai-s  to  us  to  be  no  justification  for  undoing  significant  amounts 
of  transactions  should  an  entity  in  such  business  go  into  bankruptcy.  Problems 
are  created  not  only  from  the  point  of  view  of  the  dealer  but  also  from  the  point 
of  view  of  institutions,  such  as  banks,  which  finance  such  entities. 

We  should  also  like  to  point  out  that  the  provisions  of  H.R.  8200  as  carried 
through  to  S.  2266  insofar  as  they  deal  with  setoffs  simply  do  not  work.  We  have 
previously  indicated  to  the  staff  some  suggested  technical  changes  which  would 
in  our  view  correct  the  language  to  at  least  accomplish  that  which  the  draftsmen 
seem  to  have  intended. 

4.  Stays  and  Use  of  Collateral  [§§  361-363].— Although  the  matter  may  be  covered 
in  the  Rules  of  Bankruptcy  Procedure  we  believe  that  it  would  be  appropriate  t» 
provide  by  statute  that  requests  for  relief  under  §  362  and  §  363  be  given  a  calendar 
priority  and  that  counterclaims  and  offsets  seeking  money  damages  may  not  be 
asserted  in  response  to  requests  for  relief.  With  respect  to  the  latter,  the  Bank- 
ruptcy Court,  if  there  is  to  be  expanded  and  pervasive  jurisdiction,  could  ulti- 
mately hear  the  matters  raised  but  the  debtor  or  trustee  should  not  be  able  to 
force  upon  the  secured  creditor  the  Hobson's  choice  of  trying  major  lawsuits  in  a 
brief  period  of  time  or  foregoing  the  prompt  hearing  offered  by  the  statute. 

More  importantly,  §  363(c)(2)  permits  a  debtor  to  use  and  consume  "soft 
collateral"  for  five  days  after  filing  without  the  consent  of  the  secured  creditor  and 
without  court  authority  as  long  as  notice  is  given.  While  the  needs  of  the  debtor 
at  the  outset  of  a  proceeding  may  at  first  blush  suggest  such  an  approach,  the  risk 
of  irreparable  harm  to  a  secured  creditor  is  obvious.  We  suggest  that  the  only  type 
of  "soft  collateral"  that  should  be  u^>d  without  a  prior  noticed  hearing  is  inventory 
and  that  §  303(c)(2)  be  so  amended.  While  it  is  possible  that  the  needs  of  a  par- 
ticular debtor  may  require  the  use  of  cash  or  other  "soft  collateral"  during  the 
five  day  period,  we  see  no  reason  why  use  of  this  sort  should  not  be  conditioned  on 
a  prior  noticed  hearing  which,  of  course,  could  be  held  during  the  five  dav  period. 
The  wording  of  the  existing  §  363  in  S.  2266  and  H.R.  8200  simply  gives  the  debtor 
a  license  to  dissipate  a  wide  range  of  "soft  collateral"  over  a  five  day  period 
without  any  restriction  other  than  the  requirement  that  it  be  done  in  the  ordin  y 
course  of  business.  It  is  entirely  possible  that  this  broad  mandate  is  unconstitu- 
tional. 

There  are  two  significant  changes  contained  in  S.  2266  with  respect  to  stays 
and  use  of  collateral.  The  first  in  §  361  is  the  deletion  of  the  giving  of  a  priority 
or  some  other  form  of  relief  as  adequate  protection.  We  have  significant  doubts 
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about  the  wisdom  of  the  giving  of  a  priority  as  a  means  of  adequately  protecting 
the  secured  creditor  and  for  this  reason  would  support  the  deletion  of  §361(3) 
from  H.R.  8200.  The  second  change  is  in  §  362  where  S.  2266  would  require  the 
giving  of  relief  from  the  stay  based  upon  a  finding  of  no  "equity"  in  the  collateral. 
We  support  this  change,  particularly  in  the  context  of  liquidating  bankruptcy. 

5.  Executory  Contracts  [§  365(e)]. — The  present  wording  of  §  365(e)  which  refers 
to  §  365(c)  does  not  make  it  clear  that  the  right  to  reaffirm  executory  contracts 
does  not  extend  to  lending  commitments  and  further  deliveries  of  equipment 
under  master  leases.  We  believe  that  this  problem  must  be  met  by  a  clear  amend- 
ment of  §  365  to  preclude  the  preposterous  situation  of  a  lending  institution 
being  required  to  make  loans  to  a  bankrupt. 

6.  Subordination  [§  510(a)  (2)]. — The  clear  subordination  of  claims  for  rescission 
of  a  purchase  of  securities  is  one  of  the  major  advances  in  the  proposed  legislation. 
As  provided  in  both  bills  it  is  important  that  a  damage  claim  based  upon  the 
purchase  of  a  debt  instrument  is  to  be  subordinated  to  other  debt  claims  although 
the  claim  based  on  the  debt  instrument  itself  would  not  be  subordinated  unless 
so  provided  by  contract. 

7.  Trustee  as  Successor  [§  544(c)]. — We  agree  with  the  deletion  of  §  544(c)  of 
H.R.  8200.  Permitting  the  trustee  to  maintain  actions  that  belong  to  third 
parties  raises  substantial  practical  and  constitutional  problems. 

8.  Preferences  [§  547(c)  (3)  (A)]. — The  apparent  limitation  of  purchase  money 
protection  to  holders  of  security  interests  created  under  written  security  agree- 
ments is  inconsistent  with  the  Uniform  Commercial  Code  and  unwarranted. 
Section  547  should  be  amended  to  recognize  the  possibility  of  oral  as  well  as 
written  security  agreements  which  would  be  consistent  with  the  Uniform  Com- 
mercial Code. 

9.  Preferences  [§  547]. — -We  continue  to  believe  that  the  deletion  of  the  "reason- 
able cause  to  believe"  test  in  preference  actions  is  unwise.  Preference  recoveries 
should  be  limited  to  situations  where  the  recipient,  at  the  time  of  the  transfer, 
had  reason  to  believe  the  debtor  to  be  insolvent.  The  absolute  recovery  approach 
will  lead  to  unfairness  and  harm  to  innocent  parties  who  have  acted  in  good  faith. 

10.  Post-Petition  Effect  of  Security  Interest  [§  552(b)]. — We  have  been  extremely 
concerned  by  the  wording  of  §  552(b)  of  H.R.  8200  which  appears  to  permit 
a  secured  creditor  to  be  surcharged  with  the  expense  of  unsuccessful  continued 
operations.  Section  552(b)  of  S.  2266  makes  it  clear  that  losses  to  the  estate  in 
continued  operations  would  be  recoverable  from  a  secured  creditor's  collateral 
only  to  the  extent  of  an  increase  in  value.  We  note  that  the  possible  problem  of 
recovery  of  costs  of  preservation  of  collateral  which  is  a  burden  to  the  estate  is 
covered  by  §  506(c). 

11.  Public  Campanies  [§§1101(3),  1104(a),  1125(f),  1128,  1130(a)  (7)].— A 
major  change  from  H.R.  8200  that  is  contained  in  S.  2266  is  the  introduction 
of  the  concept  of  a  "public  company"  with  respect  to  which  vastly  different 
administrative  and  confirmation  standards  would  apply.  The  "bright-line"  defi- 
nition set  forth  in  §  1101(3)  is  arbitrary  and  is  in  our  view  ill-conceived.  The 
unfortunate  result  of  the  amendments  is  to  return  to  the  legislation  much  of  the 
rigidity  of  the  two  track  system  presently  at  use  in  corporate  rehabilitation  and, 
perhaps,  to  make  matters  worse.  While  we  can  recognize  the  need  to  preserve 
the  investor  and  public  protection  aspects  of  the  present  Chapter  X,  the  time- 
consuming  delays  and  inflexibility  in  Chapter  X  have  made  it  most  unattractive 
to  the  credit  industry  and  to  debtors. 

We  strongly  urge  that  the  more  flexible  approach  of  Chapter  11  of  H.R.  8200  be 
generally  adopted. 

This  issue  highlights  the  problem  of  the  role  of  the  Securities  and  Exchange 
Commission  in  corporate  rehabilitation  proceedings.  We  urge  that  the  present 
concept  of  a  dual  role  as  advisor  to  the  court  and  protector  of  the  rights  of  the 
investing  public  with  its  inherent  conflicts  be  ended  and  that  it  be  clearly  recog- 
nized that  the  role  of  the  Securities  and  Exchange  Commission  in  the  reorga- 
nization process  is  to  protect  the  interest  of  the  investing  public,  with  standing  to 
appear  in  the  case,  but  with  no  right  of  appeal. 

12.  Creditor's  Committees  [§  1102]. — No  valid  reason  has  been  suggested  to  sup- 
port the  exclusion  of  secured  creditors  from  the  committee  referred  to  in  §  1102(a), 
particularly  in  light  of  the  broad  ability  to  alter  or  modify  their  rights  in  Chapter 
11.  We  urge  that  the  statute  not  bar  secured  creditors  from  serving  on  the  primary 
committee,  which  in  all  but  the  largest  cases  is  likely  to  be  the  only  committee. 

Secondly,  we  believe  that  where  a  substantial  number  or  amount  of  the  sched- 
uled creditors  desire  to  elect  a  committee  they  should  be  permitted  to  do  so  and, 
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accordingly,  are  in  general  agreement  with  the  approach  taken  in  §  1102(a)  of 
S.  2260.  The  twenty  percent  limitation  of  §  702(a)  might  be  incorporated  in 
§  ]  1 02  to  make  it  clear  that  the  committee  would  be  elected  only  where  there  is 
substantial  creditor  sentiment  for  an  election.  Failing  such  an  election  the  com- 
mittee could  be  appointed  by  the  court  under  general  statutorj^  guidance  as  to  its 
composition. 

13.  Dismissal  or  Conversion  [§  1112(b)]. — We  have  previously  said  that  creditors 
should  be  able  to  seek  a  dismissal  of  the  proceeding  where  continuing  losses  are 
likely  or  where  there  is  no  reasonable  possibility  of  rehabilitation.  We  approve  the 
language  of  §  1112(b)  of  S.  2266  and  believe  that  it  is  necessary  in  light  of  the 
absence  of  "good  faith"  (see  §  146  of  the  existing  Act)  and  "indemnity"  (see 
§§  326  and  426  of  the  existing  Act)  hearings  in  Chapter  11. 

l14.  Cram  Down  [§§  1124,  1130].— S.  2266  largely  follows  the  approach  H.R. 
8200  in  dealing  with  the  question  of  when  the  substantive  rights  of  a  creditor  may 
be  altered  or  modified  without  that  creditor's  consent.  Two  somewhat  different 
concepts  are  present,  non-impairment  [see  §  1124(3) (A)]  and  "cram-down"  [see 
§  1130(a)(8)]. 

At  the  outset  it  should  be  noted  that  the  lending  industry  has  become  most 
alarmed  b}T  recent,  well-publicized  cases  in  which  the  rights  of  secured  creditors 
have  been  affected  in  certain  cases  under  Chapter  XII  of  the  present  Bankruptcy 
Act.  The  particular  area  of  concern  is  §  461(11)  (c)  of  Chapter  XII  which  appears 
to  permit  appraisal  and  payment  in  cash  and  §  461(11)  (d)  which  may  permit 
other  even  less  favorable  results.  Simply  stated,  the  concern  that  creditors  have  is 
that  the  cram-down  language  is  and  will  be,  through  appraisal,  used  as  a  device 
to  divert  values  to  junior  interests  in  situations  where  the  only  beneficiary  is  the 
party  that  originally  executed  the  note  and  mortgage. 

How  does  the  proposed  legislation  treat  this  problem? 

(a)  Preliminarily,  it  must  be  borne  in  mind  that  valuation  and  division  of 
claims  into  their  secured  and  unsecured  portions  is  at  the  heart  of  this  legislation. 
Notwithstanding  its  importance,  the  matter  is  dealt  with  only  indirectly  in 
§  506(a)  and  nothing  is  said  there  about  how  the  valuation  is  to  occur  or  what 
valuation  standard  should  apply.  At  a  minimum,  if  the  rights  of  secured  ci  editors 
are  to  he  abrogated  as  a  part  of  a  rehabilitation  process,  the  valuation  of  secured 
creditors'  collateral  should  be  on  a  going  concern  basis  since  an  ongoing  business 
venture  is  the  only  legitimate  basis  for  invoking  the  broad  powers  inherent  in 
cram-down. 

(b)  Both  S.  2266  and  H.R.  8200  seem  to  suggest  in  §  1124  that  a  secured 
creditor  may  be  paid  with  cash  or  "property,  other  than  a  security  of  the  debtor" 
which,  based  on  the  definition  of  "security"  in  §  101(35),  would  not  preclude 
payment  with  a  commercial  note.  Here,  at  a  minimum,  prompt  cash  payment 
should  be  required. 

(c)  An  important  right  of  secured  creditors  is  to  bid  at  any  sale  of  their  col- 
lateral. We  approve  the  approach  taken  in  §  363(e)  of  S.  2266  and  would  suggest 
that  a  similar  right  to  bid  be  preserved  in  the  event  of  any  sale  at  the  time  of  or  in 
connection  with  confirmation. 

(d)  A  unique  problem  is  presented  by  the  real  estate  financing  device  known 
as  the  "exculpatory"  or  "dry"  loan.  In  loans  of  this  sort  it  is  agreed  by  contract 
that  the  lender's  only  recourse  will  be  to  the  real  estate  collateral.  A  similar 
situation  may  exist  under  the  law  of  certain  states  for  purchase-money  real 
estate  obligations.  [See,  e.g.  California  Code  of  Civil  Procedure  §  580(b)].  In 
both  situations  the  real  estate  lender's  only  recourse  is  to  the  collateral  and, 
if  on  the  basis  of  cram-down  or  valuation  such  recourse  is  to  be  denied,  then  the 
lender  should  have  the  balance  of  its  debt  allowed  as  a  general  unsecured  claim. 
The  voting  rights  inherent  in  such  claim  may  permit  the  creditor  to  protect 
itself  against  value  diversion  to  equity  interests. 

(e)  Finally,  it  appears  that  under  §  1130(c)(1)(B)  (hi)  whatever  protection 
that  might  exist  in  terms  of  requiring  cash  payment  under  §  1124  or  §  1130(a)  is 
abrogated  by  permitting  confirmation  over  the  objection  of  any  class  member 
or,  for  that  matter  any  class,  as  long  as  they  receive  "property"  of  a  value  equal 
to  the  allowed  amount  of  their  claims.  The  "property"  could  be  anything — notes, 
stock,  bonds  or  the  like.  Indeed,  it  appears  that  if  the  debtor  is  solvent  it  need 
not  ohtain  anv  votes  in  favor  of  the  plan  since  all  of  its  creditors  could,  in  one 
fashion  or  another,  be  covered  under  §1124,  §  1130(a)(8)  or  §  1130(c).  This 
section  should  be  amended  to  be  consistent  with  the  rest  of  S.  2266.  Considera- 
tion should  also  be  given  to  affording  secured  creditors  the  same  protection 
given  to  unsecured  creditors  under  §  1130(c)  (2)  (B)(iv)  although  the  valuation 
process  may  render  such  protection  illusory. 
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In  summary,  we  are  deeply  concerned  about  the  cram-down  problem  and  would 
hope  that  careful  consideration  will  be  given  to  limiting  the  use  of  such  provisions 
to  situations  involving  the  public  interest  and  restricting  its  use  as  a  device  to 
second-guess  lenders  in  a  cyclical  real  estate  market. 

CONSUMER   BANKRUPTCY 

We  are  generally  in  agreement  with  the  consumer  bankruptcy  aspects  of 
S,  2266. 

On  particular  matters: 

1.  Exemptions  [§  522]. — While  we  have  no  strenuous  objection  to  the  approach 
taken  in  S.  2266  with  respect  to  exemptions,  it  is  appropriate  to  note  that  in 
prior  appearances  concerning  this  legislation  the  American  Bankers  Association 
Bankruptcy  Task  Force  has  supported  the  national  minimum  exemption  approach 
embodied  in  H.R.  8200. 

2.  Nondischaraeability  [§  523(d)]. — The  only  significant  difference  between 
S.  2266  and  H.R.  8200  in  the  area  of  dischargeability  relates  to  the  award  of 
attorneys  fees  in  the  event  that  the  debtor  prevails  in  the  action.  We  believe 
that  the  automatic  recovery  language  of  H.R.  8200  goes  too  far  and  we  prefer 
the  wording  of  §  523(d)  of  S.  2266  which  would  permit  such  an  award  only  where 
the  action  of  the  creditor  was  frivolous  or  not  in  good  faith.  Where  a  major  ele- 
ment of  the  action  is  likely  to  be  "intent  to  deceive"  by  the  debtor  [see  §  523(a) 
(2)(B)(iv)],  it  is  unfair  to  make  the  creditor  liable  for  attorney's  fees  every  time 
the  debtor  prevails,  perhaps  on  facts  known  only  to  the  debtor. 

3.  Reaffirmation  [§  524(b)]. — We  believe  that  binding  reaffirmations  of  dis- 
charged debts  should  be  permitted  where  the  reaffirmation  has  been  approved  by 
the  Bankruptcy  Court  after  disclosure  of  the  circumstances.  The  approach  taken 
in  S.  2266  of.  permitting  reaffirmations  but  affording  the  debtor  a  thirty  day 
"cooling  off"  period  is  in  our  view  fair  to  debtor  and  creditor. 

4.  Redemption  [§  722]. — We  agree  that  this  section  should  be  limited  to  non- 
purchase  money  security  interests  and  that  the  burden  of  asserting  a  collateral 
valuation  lower  than  the  debt  should  be  upon  the  debtor  or  trustee. 

5.  Chapter  13  [§  109(b)]. — It  is  a  matter  of  concern  to  the  banking  industry 
that,  in  the  desire  to  give  poor  debtors  a  fresh  start,  individuals  with  an  obvious 
ability  to  repay  their  obligations  from  present  or  future  wages  within  a  reasonable 
period  of  time  are  permitted  to  avoid  paying  creditors  who  often  relied  on  that 
very  income  in  extending  credit.  We  would  support  an  amendment  to  §  109(b) 
making  it  clear  that  individuals  with  an  obvious  ability  to  repay  without  hard- 
ship would  be  required  to  first  attempt  an  extension  or  composition  under 
Chapter  11  or  Chapter  13  as  appropriate. 

6.  Chapter  13  [§  109(d)]. — While  the  banking  industry  generally  supports 
Chapter  13,  the  eligibility  ceiling  of  $600,000  in  H.R.  8200  is  far  too  high.  Chapter 
13  is  designed  for  debtors  and  has  virtually  no  provision  for  creditor  controls.  We 
suggest  a  basic  limitation  of  $100,000  with  an  exception  for  debts  secured  by 
exempt  assets,  but  would  accept  the  approach  taken  in  §  109(d)  of  S.  2266. 

7.  Co-Debtors  [§  1301]. — We  continue  to  lie  strongly  opposed  to  the  inclusion  of 
a  moratorium  on  actions  against  co-debtors  on  both  practical  and  constitutional 
grounds  and  support  the  approach  taken  in  §  1301  of  S.  2266. 

We  appreciate  the  opportunity  to  appear  before  you  today  and  look  forward 
to  working  with  you  and  your  staff  on  this  important  legislation.  We  would  be 
pleased  to  submit  any  additional  information  or  comments  that  you  may  wish. 

Mr.  Geimmig.  We  are  deeply  concerned  that  the  present  wording 
of  section  365  suggests  that  the  right  to  reaffirm  executory  contracts 
extends  to  lending  commitments  and  further  deliveries  of  equipment 
under  master  leases.  We  believe  that  this  problem  must  be  met  by  a 
clear  amendment  of  section  365  to  preclude  the  preposterous  situation 
of  a  lending  institution  being  required  to  make  loans  to  a  bankrupt. 

Section  363(c)(2)  permits  a  debtor  to  use  and  consume  "soft 
collateral"  for  5  days  after  filing  without  the  consent  of  the  secured 
creditor  and  without  court  authority  as  long  as  notice  is  given.  While 
the  needs  of  the  debtor  at  the  outset  of  a  proceeding  may  at  first 
blush  suggest  such  an  approach,  the  risk  of  irreparable  harm  to  a 
secured  creditor  is  obvious. 

We  suggest  that  the  only  type  of  "soft  collateral"  that  should  be 
used  without  a  prior  noticed  hearing  is  inventory  and  that  section 
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363(c)(2)  be  so  amended.  While  it  is  possible  that  the  needs  of  a  par- 
ticular debtor  may  require  the  use  of  cash  or  other  "soft  collateral" 
during  the  5-day  period,  we  see  no  reason  why  use  of  this  sort  should 
not  be  conditioned  on  a  prior  noticed  hearing  which,  of  course,  could 
be  held  during  the  5-day  period. 

The  wording  of  the  existing  section  363  in  S.  2266  and  H.R.  8200 
gives  the  debtor  a  license  to  dissipate  a  wide  range  of  "soft  collateral" 
over  a  5-day  period  without  any  restriction  other  than  the  require- 
ment that  it  be  done  in  the  ordinary  course  of  business.  It  is  entirely 
possible  that  this  broad  mandate  is  unconstitutional. 

We  continue  to  believe  that  the  deletion  of  the  "reasonable  cause 
to  believe"  test  in  preference  actions  is  unwise.  Preference  recoveries 
should  be  limited  to  situations  where  the  recipient,  at  the  time  of  the 
transfer,  had  reason  to  believe  the  debtor  to  be  insolvent.  The  abso- 
lute recovery  approach  will  lead  to  unfairness  and  harm  to  innocent 
parties  who  have  acted  in  good  faith. 

At  the  outset  it  should  be  noted  that  the  lending  industry  has  be- 
come most  alarmed  by  recent,  well-publicized  cases  in  which  the 
rights  of  secured  creditors  have  been  affected  in  certain  cases  under 
chapter  XII  of  the  present  Bankruptcy  Act. 

The  particular  area  of  concern  is  section  461(ll)(c)  of  chapter  XII 
which  appears  to  permit  appraisal  and  pa}^ment  in  cash,  and  section 
461(ll)(d)  which  may  permit  other  even  less  favorable  results. 

Simply  stated,  the  concern  that  creditors  have  is  that  the  cram- 
down  language  is,  and  will  be,  through  appraisal,  used  as  a  device 
to  divert  values  to  junior  interests  in  situations  where  the  only  bene- 
ficiary is  the  party  that  originally  executed  the  note  and  mortgage. 

How  does  the  proposed  legislation  treat  this  problem? 

Preliminarily,  it  must  be  borne  in  mind  that  valuation  and  division 
of  claims  into  their  secured  and  unsecured  portions  is  at  the  heart  of 
this  legislation.  Notwithstanding  its  importance,  the  matter  is  dealt 
with  only  indirectly  in  section  506 (a) ,  and  nothing  is  said  there  about 
how  the  valuation  is  to  occur  or  what  valuation  standard  should  apply. 

At  a  minimum,  if  the  rights  of  secured  creditors  are  to  be  abrogated 
as  a  part  of  a  rehabilitation  process,  the  valuation  of  secured  creditors' 
collateral  should  be  on  a  going  concern  basis  since  an  ongoing  busi- 
ness venture  is  the  only  legitimate  basis  for  invoking  the  broad 
powers  inherent  in  cramdown. 

Two,  both  S.  2266  and  H.R.  8200  seem  to  suggest  in  section  1124 
that  a  secured  creditor  may  be  paid  with  cash  or  "property,  other 
than  a  security  of  the  debtor"  which,  based  on  the  definition  of 
"securitjr"  in  section  101(35),  would  not  preclude  payment  with  a 
commercial  note.  Here,  at  a  minimum,  prompt  cash  payment  should 
be  required. 

Three,  an  important  right  of  secured  creditors  is  to  bid  at  any  sale 
of  their  collateral.  We  approve  the  approach  taken  in  section  363(e) 
of  S.  2266  and  would  suggest  that  a  similar  right  to  bid  be  preserved 
in  the  event  of  any  sale  at  the  time  of  or  in  connection  with  con- 
firmation. 

Four,  finally,  it  appears  that  under  section  1130(c)(1)(B)  (hi),  what- 
ever protection  that  might  exist  in  terms  of  requiring  cash  payment 
under  section  1124  or  section  1130(a)  is  abrogated  by  permitting  con- 
firmation over  the  objection  of  any  class  member  or,  for  that  matter, 
any  class,  as  long  as  they  receive  "property"  of  a  value  equal  to  the 
allowed  amount  of  their  claims. 
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The  "property"  could  be  anything — notes,  stock,  bonds,  or  the  like. 
Indeed,  it  appears  that  if  the  debtor  is  solvent,  it  need  not  obtain  any 
votes  in  favor  of  the  plan  since  all  of  its  creditors  could,  in  one  fashion 
or  another,  be  covered  under  section  1124,  section  1130(a)(8),  or  sec- 
tion 1130(c). 

This  section  should  be  amended  to  be  consistent  with  the  rest  of 
S.  2266.  Consideration  should  also  be  given  to  affording  secured 
creditors  the  absolute  priority  protection  given  to  unsecured  creditors 
under  section  1 130(c),  although  the  valuation  process  may  render  such 
protection  illusory. 

In  summary,  we  are  deeply  concerned  about  the  cramdown  prob- 
lem and  would  hope  that  careful  consideration  will  be  given  to  limit- 
ing the  use  of  such  provisions  to  situations  involving  the  public  interest 
and  restricting  its  use  as  a  device  to  second-guess  lenders  in  a  cyclical 
real  estate  market. 

As  we  have  previously  indicated  on  many  occasions,  we  feel  strongly 
that  the  historical  recognition  of  the  right  of  setoff  in  bankruptcy 
should  be  preserved.  We  believe  this  is  important  not  solely  from  the 
partisan  viewpoint  of  bankers  but  also  because  of  problems  a  blanket 
elimination  of  this  right  could  create  in  securities  and  commodities 
industries. 

Dealers  in  metals ,  for  example,  frequently  cover  positions  by  selling 
a  contract  to  a  party  from  whom  a  contract  had  previously  been  pur- 
chased. These  matching  obligations  are  then  set  off  in  the  ordinary 
course  of  business. 

There  appears  to  us  to  be  no  justification  for  undoing  significant 
amounts  of  transactions  should  an  entity  in  such  business  go  into 
bankruptcy.  Problems  are  created  not  only  from  the  point  of  view  of 
the  dealer,  but  also  from  the  point  of  view  of  institutions  such  as 
banks,  which  finance  such  entities. 

We  should  also  like  to  point  out  that  the  provisions  of  H.R.  8200 
as  carried  through  to  S.  2266  insofar  as  they  deal  with  setoffs,  simply 
do  not  work. 

No  valid  reason  has  been  suggested  to  support  the  exclusion  of  se- 
cured creditors  from  the  committee  referred  to  in  section  1102(a), 
particularly  in  light  of  the  broad  ability  to  alter  or  modify  the  rights 
of  secured  creditors  in  chapter  11.  We  urge  that  the  statute  not  bar 
secured  creditors  from  serving  on  the  primary  committee,  which  in 
all  but  the  largest  cases  is  likely  to  be  the  only  committee. 

Secondly,  we  believe  that  where  a  substantial  number  or  amount 
of  the  scheduled  creditors  desire  to  elect  a  committee  they  should  be 
permitted  to  do  so  and,  accordingly,  are  in  general  agreement  with 
the  approach  taken  in  section  1102(a)  of  S.  2266. 

A  major  change  from  H.R.  8200  that  is  contained  in  S.  2266  is  the 
introduction  of  the  concept  of  a  "public  company"  with  respect  to 
which  vastly  different  administrative  and  confirmation  standards 
would  apply. 

The  "bright-line"  definition  set  forth  in  section  1101(3)  is  arbitrary 
and  is,  in  our  view,  ill-conceived.  The  unfortunate  result  of  the 
amendments  is  to  return  to  the  legislation  much  of  the  rigidity  of  the 
two-track  system  presentfy  in  use  in  corporate  rehabilitation.  To 
make  matters  worse,  while  we  can  recognize  the  need  to  preserve  the 
investor  and  public  protection  aspects  of  the  present  chapter  X,  the 
time-consuming  delays  and  inflexibility  in  chapter  X  have  made  it 
most  unattractive  to  the  credit  industry  and  to  debtors. 
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We  strongly  urge  that  the  more  flexible  approach  of  chapter  11  of 
H.R.  8200  be  generally  adopted. 

This  issue  highlights  the  problem  of  the  role  of  the  Securities  and 
Exchange  Commission  in  corporate  rehabilitation  proceedings.  We 
urge  that  the  present  concept  of  a  dual  role  as  adviser  to  the  court 
and  protector  of  the  rights  of  the  investing  public  with  its  inherent 
conflicts  be  ended  and  that  it  be  clearly  recognized  that  the  role  of  the 
Securities  and  Exchange  Commission  in  the  reorganization  process  is 
to  protect  the  interest  of  the  investing  public,  with  standing  to  appear 
in  the  case,  but  with  no  right  of  appeal. 

The  only  significant  difference  between  S.  2266  and  H.R.  8200  in 
the  area  of  dischargeability  relates  to  the  award  of  attorneys  fees  in 
the  event  that  the  debtor  prevails  in  the  action.  WTe  believe  that  the 
automatic  recovery'  language  of  H.R.  8200  goes  too  far  and  we  prefer 
the  wording  of  section  523(d)  of  S.  2266  which  would  permit  such  an 
award  only  where  the  action  of  the  creditor  was  frivolous  or  not  in 
good  faith. 

Where  a  major  element  of  the  action  is  likely  to  be  "intent  to 
deceive"  by  the  debtor,  it  is  unfair  to  make  the  creditor  liable 
for  attorneys  fees  every  time  the  debtor  prevails,  often  on  facts 
known  onty  to  the  debtor. 

We  continue  to  be  strongly  opposed  to  the  inclusion  of  a  mora- 
torium on  actions  against  codebtors  on  both  practical  and  constitu- 
tional grounds  and  support  the  approach  taken  in  section  1301  of 
S.  2266. 

We  have  previously  indicated  that  we  strongly  believe  in  an  inde- 
pendent bankruptcy  court  free  of  administrative  duties.  The  position 
must  be  of  sufficient  stature,  remuneration,  and  tenure  to  attract  the 
best  quality  of  judge  and  the  judge  should  have  adequate  staff  sup- 
port, including  law  clerks.  Absent  such  a  court,  we  could  not  support 
expanded  jurisdiction  for  the  bankruptcy  court. 

We  appreciate  the  opportunity  to  appear  before  you  today  and 
look  forward  to  working  with  you  and  your  staff  on  this  important 
legislation. 

We  would  be  pleased  to  submit  any  additional  information  or 
comments  that  you  may  wish. 

At  this  time,  with  the  committee's  kind  permission,  I  would  like 
to  ask  Mr.  John  Ingraham,  vice  president  of  Citibank,  to  make  a 
few  comments  on  behalf  of  the  Robert  Morris  Associates,  task  force 
on  bankruptcy. 

STATEMENT  OF  JOHN  W.  INGRAHAM,  VICE  PRESIDENT  OF  CITI- 
BANK, AND  MEMBER  OF  ROBERT  MORRIS  ASSOCIATES,  TASX 
FORCE  ON  BANKRUPTCY,  ACCOMPANIED  BY  DAVID  L.  BLEICH, 
ATTORNEY,  SHEARMAN  &  STERLING;  JOHN  J.  JEROME,  ATTOR- 
NEY, MILBANK,  TWEED,  HADLEY,  &  McCLOY;  HERBERT  P. 
MINKEL,  ATTORNEY,  MILBANK,  TWEED,  HADLEY  &  McCLOY; 
AND  ROBERT  H.  MacKINNON,  ATTORNEY,  SHEARMAN  &  STERLING 

Mr.  Ingraham.  By  way  of  introduction,  Robert  Morris  is  a  na- 
tional association  of  over  6,000  loan  and  credit  officers  representing 
1,650  banks  holding  78  percent  of  all  the  U.S.  commercial  banking 
resources. 
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The  Association  was  founded  in  1914  and  is  essentially  educational 
in  its  activities  and  is  concerned  with  sound  commercial  lending 
practices. 

I  have  had  over  20  years  of  experience  in  lending  at  Citibank  and 
have  been  involved  in  such  major  reorganizations  as  Grant,  Perm 
Central,  United  Merchants,  American  Export,  and  others.  Also,  I 
have  overseen  the  reorganization  of  many  smaller  companies. 

Our  goal,  Mr.  Chairman,  is  to  try  to  rehabilitate  and  give  a  com- 
pany a  second  chance.  However,  it  is  important  to  recognize  that 
many  banks,  like  our  own,  do  give  a  company  a  second  chance,  and 
work  with  a  matter  actively  out  of  court  even  before  they  file,  if 
necessary,  prior  to  a  formal  court  proceeding. 

It  is  important,  I  think,  that  the  committee  recognize  that  there 
are  about  15  to  20  out-of-court  workouts  for  every  commercial  bank- 
ruptcy. In  other  words,  looking  at  it  from  a  commercial  lending 
officer's  standpoint,  you  spend  a  great  deal  of  time  trying  to  work  with 
a  customer  with  a  major  situation  to  try  to  keep  them  out  of  the 
bankruptcy  court.  There  is  considerable  effort  and  resources  expended 
in  this  direction.  I  think  it  is  important  to  recognize  that  when  a 
company  is  frequently  recpiired  to  resort  to  the  commercial  bankruptcy 
protection,  that  much  of  their  resources  have  been  drained  and  you 
may  find  a  real  diminution  of  management  resources  so  that  in  many 
cases  when  a  company  does  get  into  a  bankruptcy  situation  you  are 
faced  with  a  serious  situation  of  how  do  you  preserve  the  limited  assets 
and  resources  which  are  available? 

This,  I  think,  is  more  by  way  of  a  perspective  in  that  we  try  to 
work  with  the  debtor  on  a  second  chance  basis.  This  is,  I  think,  some- 
thing that  is  of  great  concern  to  us  in  the  banking  world  to  make  sure 
that  there  is  a  proper  recognition,  you  might  say,  a  tone  throughout 
the  entire  legislative  process  that  commercial  banks,  such  as  our  own, 
have  gone  that  extra  step. 

I  think  it  is  in  our  best  interest  to  try  to  work  with  the  customer 
outside  the  court  as  much  as  possible,  to  the  extent  that  you  get  into 
technical  areas  which  inhibit  the  out-of-court  workout  process,  I 
think  it  is  self-defeating. 

We  would  like  to  maybe  get  into  some  technical  areas  and  respond  to 
any  cpiestions  that  you  might  have. 

Thank  you. 

Senator  DeConcini.  Thank  you 

Out  of  curiosity,  you  mentioned  the  celebrated  Grant  case.  Were  you 
an  initial  lender  to  that  organization?  Or,  did  you  come  in  to  help 

it  out?  .'   ' , 

Mr.  Ingraham.  In  the  spring  of  1974,  the  commercial  banks  had 
backup  lines  behind  the  commercial  paper  market.  They  made  the 
funds  available  to  provide  for  working  capital  to  be  able  to  let  the 
company  see  whether  they  then  could  survive — there  was  about  $400 
million  of  commercial  paper  outstanding.  There  was  a  runoff  of 
commercial  paper  in  the  spring  of  1974. 

As  part  of  a  consortium  of  about  150  banks,  we  were  one  of  the 
banking  groups  that  did  come  up  with  cash  to  try  to  keep  the  company 

OUt  Of  COUrt.  .         r-i-  ^  i  VTO 

Senator  DeConcini.  Was  this  prior  to  its  filing  under  chapter  Air 
Mr.  Ingraham.  Chapter  XI  occurred  on  October  2,  1975. 
Senator  DeConcini.  Then  this  was  before  that? 
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Mr.  In  graham.  Yes. 

Senator  DeConcini.  Mr.  Griminig,  yon  mentioned  a  preference 
for  using  chapter  XI  with  big  companies.  That  particular  case,  of 
course,  maA*  be  a  poor  example.  But  it  certainly  has  enough  of  a  write- 
up  that  I  had  an  opportunity  to  read  a  number  of  articles  on  it.  There 
is  great  consternation  today  as  to  whether  or  not  that  was  in  the  best 
interest  of  the  stockholders  to  keep  that  company  in  chapter  XL 

I  have  some  questions,  and  I  would  appreciate  any  comments  you 
would  have  on  rationalizing  that  case  or  any  other  case  that  you 
would  care  to  point  out  as  examples  preferring  chapter  XI  to  chapter  X. 

Mr.  Grimmig.  Mr.  Chairman,  if  you  do  not  mind,  as  a  workout 
officer  for  Chemical  Bank,  I  came  into  the  Grant  situation  only  after 
it  had  filed  in  the  bankruptcy  proceeding.  I  think  perhaps  Mr.  Gross, 
who  was  involved  long  before  the  filing,  could  be  much  more  responsive 
to  your  question.  All  I  have  is  hindsight. 

Senator  DeConcini.  That  is  all  I  have  also. 

Mr.  Gross.  Senator,  I  represent — that  is,  I  am  special  counsel  to  30 
banks  currently  involved  in  the  Grant  situation.  I  prefer  not  to  address 
my  remarks  particularly  to  the  Grant  situation  inasmuch  as  it  is 
currently  sub  judicie.  I  think  my  remarks  might  be  more  apt  in  addres- 
sing the  preference  of  lending  institutions  for  chapter  XI  proceedings 
than  chapter  X  proceedings. 

The  lending  institutions  have  found  that  the  expedition  and  the 
economy  that  prevails  in  a  chapter  XI  proceeding,  if  the  needs  of  the 
case  so  indicate,  has  been  in  the  best  interest  of  the  debtor,  the  best 
interest  of  the  public  security  holders,  and  the  best  interest  of  insti- 
tutional lenders  and  trade  creditors. 

I  thought  that  we  had  made  substantial  progress  since  the  Commis- 
sion report  of  1973  with  respect  to  eliminating  the  differences  between 
chapter  X  and  chapter  XL  I  thought  that  we  had  made  substantial 
progress  in  eliminating  the  waste  of  time  that  goes  on  in  the  courts  in 
determining  whether  a  matter  properly  belongs  in  chapter  X  or  chap- 
ter XL 

I  must  confess  that  on  the  basis  of  45  years'  experience  in  this  field, 
I  was  deeply  shocked  to  read  of  the  treatment  of  rehabilitation  under 
section  11  of  S.  2266  because  it  seems  to  me  that  we  have  reverted  to 
exactly  square  1,  a  point  from  which  we  wanted  to  depart. 

The  concept  of  one  chapter  to  deal  with  the  rehabilitation  of  dis- 
tressed debtors  has  met  universal  acclaim:  From  debtors'  counsels, 
institutional  lenders'  counsels,  the  national  bankruptcy  conference, 
et  cetera. 

To  find  now  that  we  have  a  definition  of  a  public  company  deter- 
mined on  the  basis  of  the  amount  of  debt  other  than  debt  incurred  in 
ordinary  operations  and  predicated  on  1,000  or  more  security  holders, 
is  to  revert  to  an  arbitrary  decision  that  seems  to  me  to  fly  in  the  face 
of  the  enunciated  legal  policy  of  the  Supreme  Court. 

I  do  not  think  that  in  any  given  situation  you  can  abritrarily  say~ 
that  because  there  are  995  public  security  holders  that  a  need  for  a 
pervasive  reorganization  does  not  require  the  attention  of  the  SEC. 

Nor  can  you  conversely  say  that  because  a  company  has  1 ,002  public 
security  holders  and  debts  of  $5,555,000  and  that  company  needs  a 
simple  restructuring  of  debt,  that  there  must  be  mandated  the  appoint- 
ment of  a  disinterested  trustee  and  all  of  the  concomitant  provisions 
in  section  11,  chapter  11;  that  is,  of  S.  2266. 
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It  has  been  the  experience  of  the  courts  and  the  experience  of 
lenders  that  the  appointment  of  a  disinterested  trustee  imposes  on  the 
creditors  in  an  estate  the  cost  of  on-the-job  training  by,  true,  a  dis- 
interested trustee,  but  one  who  generally  lacks  the  experience  to 
conduct  the  business  of  the  debtor. 

Where  you  are  dealing  with  an  ongoing  business,  the  appointment 
of  an  independent  trustee,  it  appears,  is  not  in  the  best  interest  of  the 
employees,  and  is  not  in  the  best  interest  of  suppliers,  and  it  is  not  in 
the  best  interest  of  customers  of  the  company  who  must  place  orders 
for  future  commitments  and  must  rely  on  the  ability  of  a  debtor  in 
possession  to  perform. 

I  feel  that  arbitrary  distinction  should  be  eliminated,  and  I  feel  that 
the  chapter  should  be  more  oriented  to  chapter  X  proceedings  than  to 
chapter  XI  proceedings. 

Mr.  Ixgraham.  Mr.  Chairman,  for  the  record,  I  was  the  chairman 
of  the  Official  Creditors  Committee  in  Grant;  and  if  you  care  to  ask 
questions,  we  would  be  glad  to  respond. 

Senator  DeConci.nl  Mr.  Gross,  your  statement  seemed  to  leave  me 
with  the  impression  that  you  think,  in  many  cases,  it  is  much  better  to 
leave  the  debtor  in  possession.  We  had  Mr.  Loeffler  with  Equity 
funding  who  testified  quite  the  opposite  yesterday.  He  felt  it  was 
human  nature  often  for  the  debtor  in  possessions  to  continuously 
attempt  to  justify  and  rationalize  their  position  and  their  previous 
judgments. 

Would  you  disagree  with  that? 

Mr.  Gross.  Yes;  I  do  disagree  with  that.  I  think,  first,  that  S.  2266 
addresses  itself  to  that  situation.  S.  2266  provides  a  committee  under 
section  1102  with  the  powers  to  investigate  the  acts,  conduct,  assets, 
liabilities,  and  financial  condition  of  the  debtor,  and  determine  the 
need  for  the  appointment  of  a  trustee  if  a  trustee  has  not  previously 
been  appointed. 

To  say  that  you  have  to  have  a  disinterested  trustee  is  to  assume 
that  a  reliable  committee  would  not  exercise  the  powers  conferred 
upon  it  by  this  very  act.  In  addition  to  those  powers,  the  court  has  the 
right,  after  notice  and  hearing,  to  appoint  an  examiner.  That  examiner 
is  empowered  to  conduct  the  examination  that  ordinarily  would  be 
conducted  by  a  chapter  10  trustee  under  the  existing  Bankruptcy  Act. 

Senator  DeConcini.  Who  would  be  appointed  to  represent  the 
stockholders? 

Mr.  Gross.  They  could  be  represented  on  the  official  committee. 
With  respect  to  that,  sir,  I  submit  that  S.  2266,  in  failing  to  fix  a 
maximum  number  of  representatives  on  the  committee,  creates  a 
situation  that  would  be  very  troublesome. 

On  the  basis  of  my  experience  in  the  southern  district  where  a 
meeting  of  the  100  largest  creditors  must  be  held  in  a  chapter  XI 
proceeding  prior  to  the  official  first  meeting,  I  find  that  the  unofficial 
meeting  is  generally  the  vehicle  for  the  designation  of  an  unofficial 
creditor's  committee. 

The  failure  to  fix  a  maximum  number  in  the  statute  would  result  in 
committees  so  cumbersome  in  size  as  to  defeat  their  very  efficiency  and 
their  very  effectiveness  that  the  statute  is  designed  to  create. 

The  experience  has  been  that  where  the  maximum  is  fixed  at  a  level, 
at  that  meeting  the  interest  of  all  creditors  seem  to  be  reflected  on  the 
committee. 
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The  provision  in  S.  2266,  for  the  appointment  of  additional  com- 
mittees, permits  the  creation  of  an  equity  holders  committee. 

It  seems  that  they  can  retain  counsel  and  diligently  pursue  what- 
ever rights  they  might  have. 

Senator  DeConcini.  What  does  the  small  investor  do?  He  cannot 
go  and  retain  counsel.  How  does  he  get  representation  if  it  remains  in 
chapter  XI? 

Mr.  Jerome.  He  is  not  affected  under  chapter  XI.  The  stockholders 
in  chapter  XI  under  the  current  system  retain  their  position  as  stock- 
holders. You  cannot  affect  a  stockholder  in  chapter  XI. 

Senator  DeConcini.  I  understand  that.  But  companies  in  chapter 
XI  obviously  have  financial  problems;  and  if  the  debtor  remains  in 
possession,  then  }'ou  are  still  operating  under  that  management  that 
may  have  caused  it  to  be  in  that  situation.  You  have  the  stockholder 
with  his  only  recourse  being  his  rights  may  be  as  a  common  share  or 
preferred  share  stockholder,  which  is  not  much  when  a  company  has 
financial  problems. 

I  raise  the  Grant  case  because  that  is  the  only  one  I  have  read  any- 
thing about.  It  disturbs  me  that  the  stockholders  seem  to  be  the  last  to 
be  considered,  with  the  exception  of  the  SEC  oversight. 

Mr.  Jerome.  Senator,  I  think  there  is  a  common  interest  amongst 
creditors,  public  debt  holders,  and  stockholders,  where  there  is  an 
incompetent  management. 

There  are  mechanisms  in  chapter  XI  for  getting  competent  manage- 
ment, and  indeed,  if  there  is  a  question  of  vitality  concerning  manage- 
ment, there  is  a  mechanism  in  chapter  XI  whereby  creditors  and  any 
interested  persons,  including  the  stockholders,  can  get  a  receiver 
appointed. 

Senator  DeConcini.  That  would  be  true  of  a  major  stockholder. 

Mr.  Jerome.  A  small  stockholder  could  do  it. 

Senator  DeConcini.  But  practically  speaking,  a  small  stockholder 
will  not  come  in  and  ask  to  be  represented.  He  will  be  at  the  decision 
of  whoever  the  debtor  in  possession  is.  Is  that  not  correct?  Who  is 
going  to  represent  me  if  I  own  100  shares  or  1,000  shares  of  Grant  or 
some  large  business  that  goes  into  chapter  XI? 

Mr.  Jerome.  I  will  let  Mr.  Murphy  answer  that. 

Mr.  Murphy.  The  point,  in  summary,  on  this  question  is  that  we 
would  prefer  a  system  that  offers  flexibility.  The  court  and  parties 
that  have  an  interest  in  the  case  can  determine,  on  a  case-by-case 
basis,  whether  the  protection  of  a  trustee  is  needed.  There  is  nothing 
to  prevent  in  even  a  small  case  a  determination  by  the  court  that  a 
trustee  is  required. 

I  have  practical  experience  in  cases  of  under  $1  million  where  a 
chapter  X  trustee,  under  current  law,  was  appropriate,  and  that  is 
what  occurred. 

At  the  same  time,  I  think  everybody  at  this  table  has  had  experience 
with  cases  that  would  be  so-called  public  companies  under  the  bill 
that  has  been  introduced  in  the  Senate  that  really  do  not  need  the 
protection   afforded    by   the    automatic    appointment    of   a   trustee. 

I  think  the  point  of  what  we  are  saying  today  is  that  it  would  be 
best  to  leave  the  matter  flexible  as  we  believe  has  been  done  in  H.R. 
8200  rather  than  attempt  to  draw  a  bright  line  distinction.  The  bright 
line  distinction  does  solve  one  problem,  obviously.  We  no  longer  have 
debates  over  whether  it  is  going  to  be  a  chapter  X  or  a  chapter  XI. 
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If  it  is  across  the  line  and  there  are  1,000  shareholders  and  $5 
million  of  debt,  then  it  is  a  public  company. 

That  problem  has  been  solved,  but  we  believe  it  has  been  solved  at 
too  high  a  price. 

Senator  DeConctni.  Would  you  suggest  any  higher  line? 
Mr.  Murphy.  Our  problem  is  that  no  line  is  going  to  work  in  every 
case.  Again,  there  are  smaller  cases  where  a  disinterested  trustee 
would  be  an  obvious  necessity.  There  are  larger  cases  where  a  dis- 
interested trustee  would  be  a  waste  of  time  and  an  unnecessary  expense 
to  creditors. 

Senator  DeConcini.  The  problem  that  I  have,  at  least,  from  the 
standpoint  of  a  massive  number  of  stockholders,  is  that  we  talked  a 
lot  about  the  possible  impropriety  in  the  appointment  and  the  appeal 
process  under  the  present  bankruptcy  law  and  whether  or  not  the 
district  judges  should  continue  to  appoint  bankruptcy  judges. 
Also,  there  is  the  appointment  of  the  trustees. 

The  problem  that  I  am  concerned  about  is  that  that  impropriety 
also  goes  to  chapter  XI,  in  my  judgment,  where  the  debtor  in  posses- 
sion remains  controlling  the  company  and  working  with  the  banks  and 
other  creditors  to  attempt  to  save  it. 

But  who  is  saved  and  salvaged  is  the  debtors.  The  stockholder 
might  have  some  real  questions  about  who  is  saved  in  that  sort  of 
circumstance. 

Grant  is  one  explicit  case.  I  am  sure  there  are  many  others.  I  am 
sure  there  are  also  many  others  that  you  can  point  to  that  were,  in 
fact,  revitalized  and  rehabilitated. 

Mr.  Murphy.  I  think  we  can  give  endless  examples  on  both  sides  of 
that  question,  Mr.  Chairman.  There  is  a  case  that  is  well  known  in  the 
San  Francisco  Bay  area  which  was  in  chapter  X  with  an  absolute 
priority  rule  where  the  unfortunate  result  was  to  completely  wipe  out 
the  shareholders  for  whom,  in  theory,  at  least,  the  protection  of  chapter 
X  existed.  I  think  that  virtually  everybody  will  now  admit  that  the 
valuation  process  in  that  case  was  a  horrible  mistake. 

Senator  DeConcini.  Do  you  have  any  suggestions  as  to  how  you 
attempt  to  protect  that  shareholder? 

Mr.  Murphy.  We  have  specifically  said  in  both  our  formal  state- 
ment and  in  Mr.  Grimmig's  more  informal  testimony  that  we  believe 
that  the  SEC  does  have  a  role  in  the  rehabilitation  of  businesses  of 
any  size  and  should  be  able  to  appear  in  any  business  rehabilitation 
case  on  behalf  of  its  natural  constituency,  the  investing  public, 
whether  they  be  holders  of  public  debt  or  whether  they  be  holders  of 
equity  securities. 

Senator  DeConcini.  It  seems  to  be  a  problem  that  the  SEC  is 
undermanned  or  underwomaned?  Do  you  have  any  suggestions  as  to 
how  that  might  be  improved? 

My  purpose  is  not  to  cast  dispersion  on  your  clients  and  your 
industry.  My  purpose  of  questioning  is  to  attempt  to  build  a  better 
image  of  the  bankruptcy  system  and  the  statutes  governing  it  so  that 
people  may  feel  that  there*  are  greater  protections.  I  realize  the  neces- 
sity for  a  large  institution  to  attempt  to  recoup  its  investment  and  its 
lending  position  and  hopefully  come  out  whole. 

But  there  is  a  real  problem,  in  my  opinion,  that  the  public  does  not 
look  at  it  that  way.  They  feel  that  chapter  XI,  even  if  they  knew  what 
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a  chapter  XI  is,  is  helping  those  banks  to  take  care  of  themselves.  If 
you  happen  to  be  a  stockholder,  you  may  well  feel  left  out. 

Mr.  Jerome.  May  I  address  that? 

The  fact  is  that  today  in  chapter  XI,  stockholder's  interests  are 
preserved.  In  chapter  X,  where  a  company  is  insolvent,  under  the 
absolute  priority  rule,  as  in  the  Los  Angeles  Lumber  v.  Case,  stock- 
holders are  absolutely  wiped  out. 

What  happens  when  the  SEC  puts  a  public  company  into  chapter 
X  from  chapter  XI,  it  puts  it  there  because  it  is  concerned  about 
public  debt  holders  and  not  stockholders.  Stockholders  are  just  simply 
wiped  out  in  chapter  X  where  there  is  an  insolvency. 

I  would  like  to  add  to  this  answer  in  the  context  of  the  W.  T.  Grant 
case,  because  it  happens  to  have  created  a  lot  of  myths. 

First,  let  me  point  out  that  W.  T.  Grant  had  over  $1  billion  in  debt. 
That  is  $1  billion.  Today  in  the  bankrupt  there  are  $600  million  of 
assets.  That  company  is  absolutely,  totally  insolvent. 

Whether  that  company  was  in  a  chapter  X  or  whether  that  company 
was  in  a  straight  liquidating  bankruptcy,  there  is  no  question  about 
the  fact  that  stockholders  would  have  been  wiped  out  in  chapter  X, 
and  indeed,  are  wiped  out,  in  a  straight  liquidating  bankruptcy. 

Senator  DeConcini.  You  say  there  is  no  question.  Some  people 
might  disagree  with  that.  We  never  had  an  opportunity  to  see  it  in 
a  chapter  X. 

Mr.  Jerome.  Let  me  address  myself  to  that,  Senator. 

The  Creditors  Committee,  which  Mr.  Ingraham  chaired,  met  on  a 
daily  basis.  You  talked  about  the  SEC  being  underpersoned.  The  fact 
of  the  matter  is  that  they  are  underpersoned.  There  is  no  way  in  the 
world,  in  my  judgment,  that  the  SEC  staff  could  have  dealt  with 
W.  T.  Grant. 

The  Creditors  Committee,  made  up  of  banks  and  trade,  11  people, 
and  numerous  ex  officio  members,  met  on  a  dail}^  basis  and  met  for 
12  to  18  hours  a  day.  They  struggled  through  that  case  under  enor- 
mous pressure. 

They  painfully  came  to  the  decision,  painfully — I  say,  because  I 
was  there — that  that  company  simply  could  not  be  reorganized.  I  will 
never  forget  the  day  that  the  attorney  for  that  company  said  to  me, 
after  they  had  gotten  rid  of  500  out  of  1,100  stores,  that  it  made  no 
difference  whether  he  lopped  off  those  500  or  the  remaining  600 
because  the  rot  existed  throughout  the  whole  system. 

The  fact  is  that  that  company  could  not  be  reorganized.  It  was  dead. 

Senator  DeConcini.  Now  many  hundreds  of  millions  of  dollars  did 
they  raise  by  selling  those  500  stores?  Do  you  recall? 

Mr.  Jerome.  I  do  not  have  that  figure  in  mind.  That  is  certainly 
part  of  the  $600  million  that  exists  today  in  the  W.  T.  Grant  "kitty,*" 
if  you  will. 

Mr.  Ingraham,  I  think,  can  perhaps  answer  that  more  accurately. 

But  let  me  just  make  this  further  point  and  then  turn  to  Mr. 
Ingraham,  Senator. 

It  is  clear  to  me  that  if  W.  T.  Grant  went  through  a  chapter  XI 
or,  worse,  a  chapter  X,  of  that  $600  million  that  we  have  today, 
$350  million,  or  more,  would  have  been  spent  upon  a  futile  attempt 
to  reorganize  the  company,  the  net  result  of  which  would  have  been 
that  there  wTould  ha\e  been  withdrawn  from  the  economic  cycle, 
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the  money  cycle,  some  $350  million  which  would  have  been  dissipated 
over  a  sunken  ship. 

I  think  that  fact  about  W.  T.  Grant  ought  to  at  last  be  laid  to 
Test.  I  would  like  Mr.  Ingraham  to  address  himself  to  your  specific 
question. 

Mr.  Ingraham.  I  want  to  be  sure  that  we  have  not  lost  sight  of 
a  couple  of  objectives,  Mr.  Chairman.  One  is  that  when  we  do  work 
with  a  company  in  trouble,  our  basic  goal  is  to  try  to  keep  it  out  of 
bankruptcy.  That  is  one  of  the  most  important  points  that  I  think 
the  committee  should  keep  firmly  in  mind. 

Out-of-court  workouts  run  15  to  20  for  every  bankruptcy,  and  a 
well-publicized  bankruptcy,  like  W.  T.  Grant,  or  Equity  Funding  or 
Penn  Central  and  the  like,  are  the  distinct  exceptions  to  the  rule  as 
opposed  to  the  rule  itself. 

The  point  is  that  in  doing  an  economic  analysis,  such  as  in  the 
W.  T.  Grant  case,  getting  back  to  that,  regrettably,  using  conventional 
business  yardsticks,  like  profitability  and  liquidity  and  adequate 
capital,  the  company  was  unable  to  generate  sufficient  profitability 
even  on  a  substantially  reduced  scale  to  be  able  to  make  it. 

It  was  with  great  regret  that  everybody  came  to  that  conclusion. 
I  had  hoped,  quite  candidly,  that  I  would  be  able  to  participate  in 
a  reorganization  much  like  what  I  went  through  with  Bob  Loefner  in 
Equity  Funding  where  we  did  have  a  successful  turnaround  situation. 

But  even  in  Equity  Funding }  in  the  summer  of  1973,  I  can  remember 
very  well  in  working  with  Mr.  Loefner  in  Los  Angeles  that  we  regret- 
tably came  to  the  conclusion  that  Equity  Funding  Life  Insurance 
Co.,  the  company  that  had  all  of  the  fraud,  could  not  be  rehabilitated, 
but  we  build  a  company  around  the  two  viable  entities  from  which  a 
successful  reorganization  was  put  together. 

To  Bob  Loefner's  great  credit,  he  was  instrumental  and,  frankly, 
was  leading  the  reorganization  of  that  enterprise. 

The  economics,  however,  were  entirely  different  in  W.  T.  Grant. 
The  contrast  is  remarkable  in  terms  of  looking  at  it  on  a  case-by-case 
basis. 

Back  to  the  point  which  I  think  the  committee  should  probably  be 
aware  of,  what  we  are  interested  in  is  trying  to  have  a  streamlined 
procedure  to  be  able  to  know  situations  where  there  is  a  viable  com- 
pany and  where  you  can  potentially  restore  the  enterprise  to  an  on- 
going business  and  than  you  can  do  it  in  as  short  a  period  of  time  as 
possible. 

There  are  a  lot  of  technical  and  procedural  issues  that  more  learned 
people  like  counsel  will  be  arguing  over,  but  I  think  the  substantive 
issue  is:  How  do  we  frankly  take  a  company  and  bring  about  a  re- 
organization, if  at  all  possible,  in  the  shortest  period  of  time? 

Bob  MacKinnon,  my  counsel,  who  worked  with  Bob  Loefner  and 
myself  in  the  Equity  Funding  reorganization,  would  like  to  comment. 

Mr.  MacKinnon.  Mr.  Chairman,  I  am  literally  in  the  role  of 
back-up  counsel  here  to  my  client.  I  have  not  been  pushing  him  in 
the  chair.  He  has  been  saying  what  he  believes. 

[Laughter.l 

Mr.  MacKinnon.  I  had  the  great  pleasure  and  good  fortune  to 
work  with  Bob  Loeffler  for  3  years  in  Equity  Funding.  I  am  sorry, 
to  my  regret,  because  I  view  Bob  as  both  a  professional  and  personal 
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friend.  I  did  not  realize  he  was  going  to  be  here  yesterday.  Otherwise, 
he  and  I  would  have,  I  am  sure,  spent  some  of  the  evening  together. 
Bob  did  a  great  job  in  Equity  Funding. 

But  the  point  that  I  think  is  relevant  to  this  committee  is  in  Equity 
Funding  you  had  a  massive  fraud.  You  had  a  situation  that  burst  in 
the  way  that  very  few  business  problems  burst.  It  burst  on  April  2, 
1973,  when  Bill  Blondell  wrote  that  article  on  the  right-hand  page  of 
the  Wall  Street  Journal.  I  read  it  and  I  said  to  myself  as  counsel  to 
Citibank:  "I  think  I  know  what  my  life  is  going  to  be  like  for  awhile." 
And  it  was. 

But  Bob  pulled  that  off.  You  had  a  trustee  there.  You  had  massive 
fraud.  You  did  not  know  who  was  real  and  who  was  unreal.  You  had  to 
get  the  crooks  out.  There  were  22  guys  who  went  to  the  slammer.  You 
have  got  that  kind  of  problem. 

Obviously  you  need  to  get  the  best  help  that  money  can  buy.  They 
reached  out  and  with  a  lot  of  help  and  luck  we  got  a  fine  human  being — ■ 
and  it  is  probably  the  most  successful  dramatic  result  of  a  successful 
chapter  X.  John  Ingraham  and  I  are  glad  to  have  been  associated  with 
it, 

But  the  point  really  is  this.  It  is  a  point  that  Pat  Murphy  has  made. 
Of  course,  the  shareholder  needs  "representation."  I  think  the  share- 
holder should  be  represented  in  a  unified  proceeding  by  the  Securities 
and  Exchange  Commission.  There  are  able  people  on  the  staff  of  the 
Commission.  I  see  Aaron  Levy  and  Grant  Guthrie  sitting  in  the  back 
of  the  room  with  their  colleagues.  These  are  fine  human  beings  of 
great  dedication  as  public  servants.  They  have  done  extremely  able 
work.  They  have  good  colleagues  in  their  regional  offices.  Frankly, 
sir,  they  need  help. 

If  they  are  going  to  do  the  job  that  they  are  perfectly  competent 
of  doing — and  professionally  competent  of  doing — and  if  they  are  to 
have  a  proceeding  that  makes  sense  where  a  business  that  perhaps  can 
be  rehabilitated  can  be  done,  what  is  needed,  frankly,  is  just  a  little 
bit  more  Federal  money  and  funding  to  add  to  that  very  able  staff 
that  the  Commission  has. 

That,  1  think,  is  the  proper  way  to  work  this  thing  out  and  that  is 
why  we  ought  to  have  an  integrated  procedure  and  not  go  through 
the  Kabuki  dance  of  whether  it  is  chapter  X  or  chapter  XI  with 
so  many  energies  being  spent  and  values  wasted  over  these  very 
esoteric  kinds  of  questions. 

Senator  DeConcini.  You  do  not  find  the  SEC  an  obstacle? 

Mr.  MacKinnon.  I  wish  I  could  deal  in  the  business  world  with 
people  who  make  as  much  sense  and  reach  as  sound  professional  judg- 
ments and  are  as  true  public  servants  as  the  fellows  at  the  SEC. 
In  particular,  I  mean  Aaron  Levy  and  Grant  Guthrie  with  whom  I 
have  worked.  I  think  they  are  fine  human  beings. 

If  the  Government  was  filled  with  people  like  that,  we  would  have 
a  heck  of  a  good  country.  I  like  those  fellows.  I  think  they  do  a  good 
job.  I  think  they  need  more  people,  frankly,  and  I  think  that  is  the 
way  to  go  about  solving  this  bankruptcy  bill. 

Senator  DeCcncini.  I  anticipate  some  testimony  the  other  way. 
[Laughter.]  But  I  am  glad  to  have  yours  at  this  time. 

Mi-.  Ingraham,  let  me  pose  a  question  to  you. 
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What  do  you  think  can  be  done  to  legislatively,  if  anything,  en- 
courage more  working  out  problems  through  our  legislation?  Would 
you  suggest  anything  else? 

Mr.  Ingraham.  Let  me  put  this  in  a  banker's  nontechnical  approach, 
if  I  can,  sir. 

Several  issues  that  a  banker  faces  in  working  with  a  company 
outside  of  court  center  around,  No.  1,  can  the  company  make  any 
money?  Is  it  viable? 

Second,  it  gets  to  a  point  where  they  may  need  new  money.  In 
lending  new  money  out-of-court,  it  is  a  very  tricky  judgment,  a 
difficult  judgment,  from  a  credit  standpoint.  I  think  the  lenders  of 
new  money  immediately  going  in,  or  let  us  say,  surrounding  the  risk, 
if  you  will,  of  whether  or  not  this  company  will  file  under  a  chapter 
proceeding,  needs  the  strong  protection  of  the  court.  This  makes  sure 
the  burden  of  proof  is  not  shifted  to  him  on  such  technical  questions 
as  insolvency,  but  remains  with  the  debtor. 

Frankly,  there  are  a  lot  of  unknowns  and  only  in  hindsight  are 
many  of  these  unknowns  determined,  sometimes  months  and  years 
afterward. 

So,  the  question  of  preference  and  burden  of  proof  has  got  to  be 
such  that  there  is  a  good  faith  that  when  a  lender  does  make  a  loan  to 
try  to  assist  a  company  in  an  out-of-court  workout  that  he  is  not 
going  to  be  nailed  against  the  wall  by  accusations  of  having  done 
something  that  is,  by  reason  of  hindsight,  proven  to  be  a  voidable 
preference  or  fraudulent  conveyance. 

This,  from  a  credit  standpoint,  is  deeply  troubling.  If  we  go  into 
the  next  business  c}rcle  where  some  major  companies  or  some  corpora- 
tions face  the  problem  of  need  for  turnaround  cash,  given  the  current 
environment  right  now,  I  am  greatly  troubled  as  to  whether  the  work- 
out game  is  changing. 

If  it  is  changing  because  people  are  becoming  more  cautious  and 
less  willing  to  make  fresh  cash  available  in  an  out-of-court  workout, 
just  because  there  seems  to  be  a  drift  or  an  increasing  burden  of  proof 
being  placed  upon  the  banker  or  the  lender  of  new  funds,  that  they 
did  not  do  something  wrong. 

I  think  this  is  an  important  philosophic  protection  that  needs  to  be 
worked  into  the  act. 

I  wonder  if  Pat  Murphy  could  speak  for  the  bankers  on  this  issue. 

Mr.  Murphy.  Mr.  Chairman,  approximately  2-years  ago  Peter 
Coogan,  who  is  a  well-known  practitioner  and  law  professor  in  the 
Boston  area,  and  I  appeared  before  the  House  Subcommittee  of  the 
Judiciary  on  this  legislation  on  the  express  question  of  the  importance 
of  the  Bankruptcy  Act  as  a  backdrop  to  business  workouts.  Much  of 
what  we  said  was  consistent  with  what  Mr.  Ingraham  has  said  today. 
It  was  our  vieAv,  and  I  think  we  can  both  be  said  to  have  substantial 
experience  in  the  area,  that  many,  many  more  situations  of  workout 
short  of  bankruptcy  take  place  than  are  resolved  in  the  bankruptcy  court. 

It  can  be  said  without  exaggeration  that  the  role  of  the  Bankruptcy 
Act  as  a  backdrop  to  that  out-of-court  rehabilitative  process  is  at 
least  as  important  as  its  in-court  processes  that  may  be  available  for 
rehabilitation. 

I  think  in  terms  of  specifics  in  the  Bankruptcy  Act  that  we  really 
come  into  two  general  areas.  First,  the  Bankruptc}^  Act  should  offer  a 
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means  of  restoring;  the  balance  where  one  or  more  of  parties,  during  a 
workout  effort,  has  obtained  an  unfair  advantage.  That  is  by  obtaining 
some  sort  of  secret  lien  or  by  levying  on  the  assets  of  the  debtor  at  a 
time  when  everybody  else  is  trying  to  work  something  out,  or  by 
obtaining  a  preferential  transfer  at  a  time  when  it  is  clear  that  there 
is  not  going  to  be  enough  to  go  around  for  all  creditors  and  so  on. 

The  other  general  area  of  concern  is  that  I  believe  no  party  to  the 
Avbrkout  process  should  be  able  to  gain  a  material  advantage  by 
forcing  a  bankruptcy  proceeding.  I  think  it  is  important  that  the 
various  players  in  the  game,  if  you  will,  the  senior  debt  holders,  the 
subordinated  debt  holders,  the  trade  creditors,  and  the  stockholders, 
all  recognize  that  the  bankruptcy  court,  in  the  last  analysis,  is  going 
to  maintain  the  legal  structure  of  rights  that  existed  prior  to  the  time 
of  filing  and  is  not  going  to  get  in  and  tinker  with  it  to  give  one  group 
an  unfair  advantage  over  another. 

I  think  that  deserves  some  specifics,  and  I  think  that  the  two  specfics 
I  could  point  to  in  this  bill  that  would  be  troublesome  in  the  area 
would  be  the  possibility  of  a  public  company  distinction  which  would 
give  certain  parties',  not  so  much  an  advantage  over  others,  but  an 
ability — if  you  will — to  pull  the  temple  down  on  even-one's  heads. 

Second,  there  is  the  problem  of  the  cram-down  provision  in  the  bill 
which  we  view,  as  Mr.  Grimmig  has  said,  with  some  alarm  because  it 
could,  in  many  circumstances,  we  think,  give  not  the  holders  of  public 
debt,  but  more  the  individual  proprietor  or  the  limited  partners  of  a 
real  estate  venture  an  unfair  advantage  over  both  secured  and  un- 
secured debt  holders. 

Senator  DeCoxcixi.  Under  S.  2266,  the  definition  of  public  com- 
pany— would  you  venture  an  estimate  as  to  how  many  companies  you 
think  would  come  under  that? 

Mr.  Murphy.  That  is  difficult  to  quantify.  I  should  start  by  point- 
ing out  that  I  am  from  what,  at  least,  in  the  bankruptcy  field,  is  a 
relatively  small  urban  area.  But  it  would  be  safe  to  say  that  we  would 
have  a  number  of  cases  that  would  be  so-called  public  companies. 

Mr.  MacKixxon.  I  think  Mr.  Levy  or  Mr.  Guthrie  could  give  you 
better  figures  on  it,  but  as  a  guess  it  has  to  be  every  12(g)  company 
registered  under  the  1934  act  because  there  are  very  few  that  are 
fortunate  enough  not  to  have  $5  million  of  borrowed  money.  That  is 
probably  not  exactly  right,  but  we  are  really  talking  about  thousands 
of  compiinies. 

Senator  DeCoxcixi.  Thank  you. 

Does  anyone  else  care  to  make  a  statement  before  we  go  to  some 
staff  questions? 

Mr.  Jerome.  I  do  think  that  we  all  share  Mr.  MacKinnon's  views- 
about  Mr.  Levy  and  Mr.  Guthrie,  but  as  to  the  role  of  SEC  we  might 
differ.  Perhaps  we  could  ask  Mr.  Gross  to  make  some  comments  of 
his  experience  with  the  role  of  the  SEC  in  chapter  X  and  Chapter  XI 
which  will  take  a  minute  or  2. 

Mr.  Gross.  Senator,  the  case  that  I  have  specific  reference  to  is 
the  case  of  Arlens,  which  was  in  the  southern  district  of  New  York. 
The  subordinated  debenture  holders  were  represented  by  company 
counsel  and  a  committee,  but  banks  were  general  creditors,  secured  and 
unsecured. 

They  were  secured  to  the  extent  that  they  injected  substantial 
mone^-s  into  the  company  hi  an  effort  to  keep  it  afloat. 
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A  plan  had  been  offered  by  the  debtor  which  has  been  acceded  to  by 
all  tiers  of  debt.  We  were  met  with  a  motion  under  section  328  to  put 
the  company  into  chapter  X.  The  motion  was  resisted  most  strenu- 
ously by  the  subordinated  debenture  holders.  There  were  two  tiers. 

Despite  that,  on  the  basis  of  criteria  laid  down  in  the  court  of 
appeals  decisions  in  the  second  circuit,  the  motion  was  granted.  The 
company  which,  at  that  point  was  viable,  within  3  years  was  com- 
pletely out  of  business.  The  independent  trustee,  who  had  some 
background  in  the  retail  business,  and  Arlens  was  a  chain  of  retail 
discount  stores,  was  unable  to  raise  sufficient  moneys  to  pay  the 
administration  expenses  so  that  there  was  no  payment  made  on. 
debt  that  existed  at  the  time  of  the  filing  of  the  chapter  XI  petition. 
Stockholders  were  completely  eliminated  and  subordinated  debenture 
holders  were  out. 

The  SEC's  position  was  that  under  the  existing  legislation  they 
were  mandated  to  make  the  motion.  That  was  a  very  unhappy 
experience. 

Mr.  Jerome.  Senator,  may  I  add  something  to  that? 

I  have  been  through  hundreds  of  chapter  XI's  and  dozens  of 
chapter  X's.  Except  for  Equity  Funding,  at  the  moment  I  cannot 
recall  a  successful  chapter  X.  I  think  that  this  bill  is  going  back  to 
chapter  X.  I  think  it  is  going  to  be  an  enormous  burden  on  the  business 
community  of  these  United  States  to  force  them,  literally,  through 
a  legislative  fiat,  to  drag  themselves  through  a  chapter  X.  I  just 
think  that  is  absolutely  wrong.  It  is  burdensome.  It  is  cumbersome.- 
It  just  does  not  work. 

I  wonder  if  the  SEC  could  provide  us  with  statistics  as  to  the 
number  of  successful  chapter  X's. 

Senator  DeCoNciNi.  I  will  ask  them  to  do  that. 

I  would  welcome  your  providing  us  with  statistics  as  to  examples 
of  successful  companies  when  they  went  in,  and  when  and  if  they 
came  out. 

Mr.  Jero.me.  We  will  undertake  to  do  that. 

Senator  DeConcini.  We  will  appreciate  that.  That  would  be  help- 
ful to  me.  [Editors  note:  Not  received  at  time  of  publication.! 

Does  the  staff  have  questions? 

Mr.  Dixon.  Let  me  ask  a  general  question  to  whoever  would  like 
to  answer  it. 

Could  a  bifurcated  standard  for  our  chapter  XI  be  devised  whereby 
the  secured  creditors  received  a  going  concern  value  of  their  claims 
and  the  unsecured  creditors  received  the  liquidation  value  of  their 
claims?  WTould  this  solve  the  cramdown  problem? 

Mr.  Murphy.  I  do  not  think  it  fully  solves  the  cramdown  problem. 
We  have,  in  our  statement,  indicated  that  we  believe  that  the  valua- 
tion for  cramdown  purposes  should  be  generally  on  a  going  concern 
basis. 

I  would  again  caution  that  is  a  general  statement.  There  are  situa- 
tions where  that  might  not  work.  The  railroad  reorganization  cases 
are  an  example. 

To  put  it  in  a  nutshell,  the  difficulty  we  see  with  cramdown  is  that 
a  concept  that  has  until  now  been  largely-  available  to  public  com- 
panies being  reorganized  under  chapter  X  is  suddenly  becoming 
available  by  the  popularity  of  chapter  XII,  and  presumably  under 
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this  bill  would  generally  be  available  to  anybody  who  could  go  into 
a  rehabilitative  proceeding. 

That  is  a  major  source  of  concern.  It  is  the  use  of  the  very  broad 
cramdown  power  to  permit  real  estate  proprietors  to  second-guess  their 
secured  lenders,  for  example.  I  am  not  sure  that  your  comment  would 
totally  solve  that  problem,  although  it  might  help. 

Mr.  Dixon.  In  the  San  Francisco  case  that  you  talked  about  briefly, 
was  the  problem  really  more  of  one  having  the  valuation  hearing  than 
having  the  trustee? 

Mr.  Murphy.  In  the  San  Francisco  case,  my  impression  was  that 
the  trustee  was  needed,  but  the  absolute  priority  rule,  and  its  inflexi- 
bility in  that  case,  caused  a  wiping  out  of  shareholders. 

Mr.  Dixon.  If  we  would  limit  our  public  company  section  to  just 
the  role  of  the  SEC  and  the  appointment  of  a  trustee  in  all  those  cases 
and  not  have  the  absolute  priority  rule,  would  that  solve  a  lot  of  your 
problems  with  the  public  company  concept? 

Mr.  Bleich.  One  of  the  problems  with  the  appointment  of  a  trustee 
in  a  case  where  perhaps  through  problems  in  the  business  cycle,  a 
company  is  in  a  temporarily  illiquid  position,  but  it  does  not  need  a 
pervasive  reorganization. 

Is  appointing  a  trustee,  even  a  trustee  experienced  in  the  particular 
industry  in  which  the  debtor  is  involved,  the  cannot  have  been  ex- 
perienced in  the  company,  or  else  he  would  not  be  disinterested,  and 
there  is  an  inherent  time  problem  in  trying  to  find  out  what  the  prob- 
lems are  before  anything  definitive  can  be  done  to  solve  the  problems. 

Our  feeling  is  that  in  that  type  of  case,  the  committee,  which  consists 
of  people  who  have  worked  with  the  company,  like  institutional  credi- 
tors and  trade  creditors,  working  together  with  the  debtor  in  possession 
in  that  type  of  case,  can  quickly  deal  with  the  business  problems  and 
quickly  put  together  a  plan  and  bring  the  company  back  on  its  feet  and 
out  into  the  business  world  and  out  of  the  courts. 

We  think  that  any  bright-line  standard  may  be  inappropriate  in 
particular  cases. 

Mr.  Dixon.  You  have  said  in  your  statement  that  as  a  practical 
matter  you  oppose  the  codebtor  provisions  of  H.R.  8200.  S.  2266 
removes  that  provision  from  chapter  XIII. 

Can  you  give  us  an  estimate  as  to  how  many  dollars  a  year  it  is  really 
going  to  cost  vou  if  we  do  have  a  stav  of  codebtor  provision  in  chapter 
XIII? 

Mr.  Murphy.  I  think  that  is  extremely  difficult.  I  can  only  speak  for 
one  institution.  It  is  my  belief  that  the  Bank  of  America  would  have  no 
way  of  determining,  on  a  statewide  basis,  how  many  small  consumer 
loans,  or  not  so  small  consumer  loans,  are  backed  by  some  sort  of 
guarantor  or  comaker.  I  think  it  would  be  a  substantial  number. 

The  real  problem  that  we  see  with  a  codebtor  provision  is  that  it  is 
the  principle  of  the  thing.  For  all  practical  purposes,  we  are  extending 
bankruptcy  relief  to  someone  who  has  not  submitted  their  assets  for 
administration. 

That  is  the  principle  that  concerns  banks  across  the  board  and  not 
just  in  consumer  cases. 

Mr.  Dixon.  So  what  you  are  saying  is  that  it  is  really  more  of  an 
emotional  question  than  it  really  is  something  that  will  really  cause 
you  not  to  make  loans;  is  that  right? 
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Mr.  Murphy.  I  would  think  that  is  probably  a  fair  assessment. 
Bat,  in  our  view,  it  is  a  serious  legal  and  practical  problem. 

Mr.  Dixon.  It  is  not  clear  to  me  whether  or  not  you  oppose  the 
expanded  adjunct  provisions,  the  structure  provisions,  of  this  bill.  I 
know  one  time  your  group  advocated  independent  courts. 

It  seems  to  us  that  independent  courts  can  be  achieved  through 
the  adjunct  system  that  we  have  devised  in  S.  2266.  Do  you  oppose 
that  system? 

Mr.  Murphy.  The  difficulty  that  we  see  with  the  adjunct  court 
system  as  proposed  in  S.  2266,  which  is  not  far  from  the  so-called 
Railsback-Danielson  amendment  in  the  House,  is  that  we  are  not 
convinced  that  that  court  will  be  of  sufficient  stature,  sufficient 
prestige,  to  attract  the  types  of  judges  that  would  make  us  com- 
fortable with  expanded  jurisdiction. 

We  are  not,  as  we  have  said  in  our  statement,  wedded  to  an  Article 
III  court  necessarily.  We  are  very  strongly  in  favor  of  an  independent 
court.  The  difficulty  with  the  adjunct  system  is  that  at  present  it 
just  is  not  working.  The  court  is  a  stepchild  and  everybody  knows  it. 
At  present  it  is  a  court  that  is  not  suited  to  exercise  pervasive 
jurisdiction. 

Mr.  Dixon.  Do  you  mean  the  present  bankruptcy  judges  are  not 
capable  of  exercising  pervasive  jurisdiction? 

Mr.  Murphy.  That  is  exactly  what  I  said. 

Mr.  Dixon.  W^ould  it  not  be  the  fact  that  even  under  the  Article 
III  court  system,  that  you  would  expect  the  present  bankruptcy 
judges  to  be  appointed — those  Article  III  judges  to  exercise  that 
jurisdiction? 

Mr.  Murphy.  This  is  a  matter  we  have  not  discussed  between  us, 
but  I  would  expect  that  a  relatively  small  number  of  existing  bank- 
ruptcy judges  would  be  appointed  as  Article  III  judges. 

Mr.  Dixon.  So,  you  would  expect,  then,  that  the  present  bank- 
ruptcy judges  would  oppose  the  Article  III  court  concept? 

Mr.  Murphy.  I  have  no  idea  whether  they  would  or  would  not 
because  of  that,  but  the  simple  point  of  the  matter  is  that  we  support 
an  upgraded  independent  court. 

Mr.  Gross.  I  would  like  to  comment  on  that. 

I  think  whether  it  is  an  Article  III  or  an  Article  I  court  is  not  the 
important  thing.  I  think  the  important  thing  is  to  get  a  bench  of 
stature  and  to  get  a  bench  that  has  law  clerks  and  adequate  backup 
to  discharge  the  onerous  burdens  that  fall  upon  them. 

Although  I  have  been  in  many  of  the  courts  in  the  United  States, 
my  experience  is  particularly  in  the  southern  district.  The  burden 
on  those  judges  is  enormous.  The  absence  of  the  ability  to  command 
good  law  rlerks  hinders  them  in  the  discharge  of  their  duties  and 
results  in  dela}rs  that  are  unnecessary.  I  do  not  think  we  could  get 
a  more  qualified  bench  than  we  have  in  the  southern  district  of 
New  York. 

But,  I  think  by  putting  a  dollar  limitation  and  a  limitation  of 
tenure,  such  as  S.  2266  suggests  or  provides,  militates  against  suc- 
cessors to  those  judges  of  the  quality  that  we  need  considering  the 
importance  of  the  matters  they  handle  and  the  size  of  the  matters 
they  handle. 
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Senator  DeOoncini.  In  the  southern  district,  is  it  safe  to  say 
that  you  feel  those  judges  would  be,  if  an  article  III  court  was  estab- 
lished, would  be  good  judges? 

Mr.  Gross.  I  would  be  delighted  to  have  every  one  of  them 
continue. 

Senator  DeConcini.  So  there  is  some  difference,  obviously,  as 
to  the  feeling  toward  the  present  bankruptcy  referees. 

Mr.  Murphy.  I  should  perhaps  clarify  my  statement. 

Obviousty,  there  are  many  bankruptcy  judges  in  this  country 
who  are  perfectly  capable,  if  given  adequate  staff  support,  of  exercising 
pervasive  jurisdiction.  My  point  is  that  the  existing  system,  as 
it  stands  now,  leaves  the  bankruptcy  judges  in  almost  every  in- 
stance incapable  of  trying  major  contested  litigation  of  the  sort 
that  pervasive  jurisdiction  would  place  before  them. 

Senator  DeConcini.  Short  of  Article  III,  can  I  draw  a  conclusion 
that  if  you  upgraded  the  court  and  provided  them  with  the  necessary 
background  and  resources,  that  the  present  bench  would,  in  your 
opinion,  be  adequate,  Mr.  Murphy? 

Mr.  Murphy.  I  think  that  would  depend  on  a  case-by-case 
basis.  In  many  situations,  the  answer  to  that  would  be  yes. 

Senator  DeConcini.  Do  you  feel,  Mr.  Murphy,  that  the  district 
court,  as  a  whole,  is  adequate  to  hear  bankruptcy  matters? 

Mr.  Murphy.  I  think  that  is  perhaps  one  that  Mr.  MacKinnon 
ought  to  answer.  He  has  had  more  experience  in  chapter  X  than 
I  have,  but  I  think  the  answer  to  that  is  basically  yes. 

Mr.  MacKinnon.  District  courts? 

Senator  DeConcini.  Yes. 

Mr.  MacKinnon.  I  have  had  two  experiences  there.  One  is 
Equity  Funding,  and  Judge  Pregerson  did  a  fine  job  as  a  district 
judge.  I  had  another  one  in  Philadelphia  called  Penn  Central.  Judge 
Fullum,  I  think,  has  done  a  fine  job  there. 

I  think  both  those  gentlemen — and  I  know  Judge  Pregerson  in  his 
own  way  was  sad  to  see  Equity  Funding  leave  becauseit  was  successful. 
I  am  not  so  sure  that  Judge  Fullum  will  be  sad  to  see  Penn  Central 
leave. 

Senator  DeConcini.  Do  jou  share  Mr.  Murphy's  position  regarding 
the  bankruptcy  judges? 

Mr.  MacKinnon.  It  is  my  personal  view  that  there  will  be  some 
judges,  obviously,  who  possess  the  background  and  the  experience 
that  with  the  expanded  jurisdiction  would  be  the  kind  of  people 
that  anybody  should  be  happy  to  see  in  this  kind  of  pervasive  court. 

I  think  it  is  also  perfectly  obvious,  and  also  inappropriate  in  a 
public  forum  for  us  to  comment  on  specifics  of  situations  that  probably 
would  not  be  in  the  public  interest,  where  we  do  not  wish  to  see 
those  people  in  an  elevated  position. 

We  frankly  have  differences  of  people.  We  have  some  judges  that 
are  obviously  doing  a  heroic  and  good  job  under  the  circumstances. 
There  are  others  that  perhaps,  with  all  the  tools  in  the  world,  will 
never  make  it. 

Senator  DeConcini.  Of  course,  that  is  true  of  district  judges,  too, 
I  am  sure.  You  do  not  know  of  any?  [Laughter.l 

Mr.  MacKinnon!  Sure.  I  do  not  want  to  get  trapped  into  any 
names. 
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Senator  DeConcini.  I  will  not  ask  for  names. 

Mr.  Jerome.  Senator,  it  would  be  helpful  to  have  people  in  this  area 
who  do  have  a  commercial  and  economic  background,  as  do  many  of 
the  bankruptcy  judges. 

Senator  DeConcini.  My  only  reason  for  pursuing  the  question  is 
that  I  think  it  is  fair  to  say  that  one  of  the  prime  purposes  of  this 
legislation  and  the  House  legislation  is  to  upgrade  and  improve  the 
judiciary  on  the  Federal  bankruptcy  bench.  I  really  believe  that 
could  be  done  in  the  district  courts  as  well,  and  probably  the  courts 
of  appeals  in  any  place.  Certainly  it  could  be  done  in  this  body  that 
I  serve  in  [Laughter.] 

I  think  that  is  the  proper  thing  to  strive  to  do.  That  is  why  I  was 
interested  in  Mr.  Murphy's  very  candid  comments.  1  appreciate  that, 
Mr.  Murphy.  That  is  the  purpose  of  this  hearing,  which  is  to  listen 
to  people  who  are  "on  the  frontline"  and  have  to  be  confronted. 

Mr.  Minkel.  In  discussing  this,  too  often  I  think  the  discussion 
turns  to  the  quality  of  the  people  who  presently  bear  the  title  of 
bankruptcy  judge  without  truly  focusing  on  the  issue  of  the  structure 
of  the  court  system  and  the  burdens  which  are  placed  upon  the  bank- 
ruptcy judges. 

The  issue  of  law  clerks  was  talked  about.  Certainly  a  judge  who 
has  two  or  three  talented  law  clerks  who  can  spend  a  great  deal  of 
time  researching  and  assisting  the  judge  in  opinions,  looks  better  to 
the  public  in  terms  of  those  opinions  than  a  judge  who  is  sitting  on 
the  bench  from  8  o'clock  in  the  morning  till  4  o'clock  in  the  afternoon, 
4  or  5  days  a  week,  and  drafts  his  opinions  in  whatever  spare  time  is 
left  over. 

The  issue  which  I  think  is  of  great  concern  to  the  banking  com- 
munity is  that  creditors  have  a  fair  forum  in  which  to  argue  their 
case.  Under  the  present  system,  creditors  often  doubt  the  fairness  of 
the  bankruptcy  court.  Judges  have  a  responsibility  to  protect  the 
estate  and  must  deal  on  an  ex  parte  basis,  with  a  counsel  for  debtor 
in  possession  or  a  trustee.  If  the  case  has  been  retained  by  the  district 
court  judge,  the  judge  hearing  the  case  may  have  appointed  the 
creditor's  adversary.  If  the  case  is  referred  to  a  bankruptcy  judge,  a 
creditor  litigates  against  a  trustee  who  may  have  been  appointed  by 
the  very  person  to  whom  an  appeal  must  be  taken. 

Whether  or  not  that  judge  is  biased  or  unbiased,  severe  questions 
are  raised  in  the  minds  of  litigators  as  to  whether  the  forum  is  a  fair 
forum  in  which  to  try  these  cases.  Most  practitioners  in  bankrupt  c 
realize  that  a  tremendous  amount  of  time  is  wasted  over  litigatinv 
jurisdictional  issues.  We  realize  it  was  one  of  the  primary  purposes  o" 
the  Commission  report  and  should  be  one  of  the  primary  purposes  o* 
this  bill  to  rationalize  jurisdiction  and  to  simplify  it  so  that  prac-f 
titioners  generally  can  go  into  bankruptcy  court  with  confidence  that 
they  are  not  subjecting  themselves  and  their  clients  to  all  kinds  of 
unforeseen  risks. 

On  the  other  hand,  the  bill  gives  an  enormous  amount  of  discretion 
to  judges  in  determinations  of  very  difficult  questions  of  value,  very 
difficult  questions  of  law  and  of  fact,  without  any  right  of  a  hearing 
de  novo  before  a  district  court  judge.  Certainly  there  is  no  precedent 
for  hearings  de  novo  at  the  court  of  appeals  level. 
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This  bring  us  to  the  problem  that  unless  thorn  is  a  separate  court 
rand  an  independent  court,  a  court  free  from  the  administrative  duties 
which  presently  affect  the  quality  of  justice  at  the  bankruptcy  court 
level,  then  we  really  have  not  addressed  and  we  have  not  solved,  what 
is  an  overwhelming  problem  in  the  bankruptcy  s}^stem;  and  certainly 
without  an  independent  court  of  stature,  creditors  approaching  this 
bill  will  have  great  problems  answering  the  question:  "Where  will  I 
be  under  this  statute?" 

With  a  court  that  is  independent,  with  a  fair  forum  where  cases 
can  be  tried  before  judges  whose  sole  responsibility  is  adjudicatory, 
then  I  think  most  creditors  will  say  they  will  be  ahead  not  because 
they  always  agree  with  the  decisions  rendered,  but  because  the  ex 
parte  contact  will  be  gone  and  the  administrative  burden  will  be  gone. 
The  judge  will  have  the  time  to  really  deliberate  and  to  have  proper 
assistance. 

There  will  be  an  appeals  track  which  will  make  some  sense,  and  the 
final  result  will  be  both  a  fair  forum  and  a  forum  that  is  generally 
perceived  to  be  fairer. 

You  raise  the  question  of  the  Article  III  versus  the  Article  I  court. 
This  certainly  has  been  a  subject  over  time  of  a  large  amount  of  pre- 
vious testimony.  In  the  various  correspondence  which  appears  in  the 
legislative  history  of  H.R.  :->l  and  H.R.  32  this  issue  has  been  described 
by  commentators  such  as  Professors  Krattenmaker,  Lucas,  Mishkin, 
Sandalow,  Shapiro,  Wechsler,  and  Wright — as  being  an  extraordinarily 
difficult  area  of  constitutional  law. 

Certainly  I  would  not  feel  competent  to  comment  on  the  consti- 
tutional implications  of  an  article  I  court  or  to  venture  a  guess  as  to 
what  a  court  in  the  future  would  say  about  less  than  an  Article  III 
court. 

But  if  the  bankruptcy  court  were  to  be  an  Article  III  court,  it 
would  put  to  rest  the  constitutional  objections  which  many  of  those 
scholars  have  raised.  I  am  told  that  Attorney  Generals  Levi  and  Bell 
also  raised  this  constitutionality  issue  as  to  the  separate  Article  I 
court. 

If  an  Article  III  court  is  not  politically  possible,  we  wind  up  with 
an  adjunct  system  manned  by  overburdened  judges,  judges  who  are 
perceived  as  having  less  stature  than  district  court  judges,  and  we 
will  not  have  a  system  which  functions  as  well  as  we  would  like  this 
new  system  to  function. 

Rather,  we  have  a  system  which  still  hobbles  along.  As  the  record 
•on  the  House  side  shows,  and  the  record  on  the  Senate  will  amply 
demonstrate,  the  bankruptcy  court  does  not  function  now  as  it  should, 
given  the  enormous  interest  and  assets  involved. 

Senator  DeConcini.  Give  the  adjunct  system,  if  that  were  the  de- 
cision of  this  committee,  and  if  you  did,  in  fact,  upgrade  by  providing 
better  retirement  and  libraries  and  less  administrative  burdens  and 
consolidation  of  clerks  and  law  clerks,  et  cetera,  what  would  your 
response  be  to  that? 

Mr.  Minkel.  My  personal  preference  would  be  a  separate  court 
system  with  Article  III  judges  which  would  recognize  the  fact  that 
there  are  a  quarter  of  a  million  cases  pending  and  that  there  was  in 
1976,  $27  billion  of  assets  under  court  management.  Given  the  im- 
portance of  these  cases,  both  from  a  commercial  standpoint  and  in 
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terms  of  the  lives  of  the  people  involved,  the  lives  of  shareholders, 
debenture  holders,  and  their  financial  security,  and  also  the  employees 
and  the  customers,  I  believe  they  deserve  a  first-class  court  system. 
There  is  no  question  but  that  an  Article  III  court  system  would  be  the 
best  and  most  prestigious  bankruptcy  court. 

Senator  DeConcini.  Do  you  think  there  ought  to  be  a  separate 
court  system  for  antitrust  cases? 

Mr.  Minkel.  I  do  not  oppose  the  idea  of  a  separate  court  for  anti- 
trust cases.  Going  back  to  the  United  Shoe  case  and  Judge  Wyzinski's 
opinion,  he  questioned  whether  our  court  system  could  handle  a  major 
antitrust  case  anyway.  He  suggested  that  Congress  might  think  of 
some  other  way  of  resolving  the  kinds  of  problems  presented  in  the 
context  of  an  IBM  case  and  the  United  Shoe  case.  We  have  not  come 
up  with  that  system,  but  that  does  not  mean  that  a  separate  system 
is  not  better. 

Senator  DeConcini.  Is  is  your  general  feeling  that  we  should  move 
toward  specialization  in  our  court  system  instead  of  having  a  trial 
court,  such  as  the  district  court,  that  I  think  has  served  very  well? 

Mr.  Minkel.  I  think  we  have  to  recognize  that  since  the  Speedy 
Trial  Act  was  enacted,  where  a  district  judge  retains  a  chapter  X 
case,  scores  of  lawyers  are  made  to  sit  for  hours  in  court  while  pleas 
are  taken  or  sentencings  takes  place.  Given  the  demands  placed  on 
the  time  of  district  judges,  the  present  system  does  not  work  in  a  fair 
fashion  to  the  litigants  in  bankruptcy  cases.  We  also  should  recognize 
that  when  a  district  court  judge,  like  Judge  Fullum,  gets  one  of  these 
huge  reorganization  cases,  it  makes  it  almost  impossible  for  him  to 
do  anything  else  except  the  case.  Those  are  the  realities. 

Senator  DeConcini.  Is  that  not  a  quantitative  problem  of  not 
having  enough  judges  rather  than  a  specialized  area? 

Mr.  Minkel.  I  suppose  it  is  a  quantitative  problem.  All  of  these 
problems  would  be  solved  if  there  was  a  surplus  of  judges. 

The  fact  is,  however,  that  it  is  very  difficult  to  staff,  as  you  gentle- 
men know  better  than  I  do,  a  district  court  so  that  it  can  respond  to 
a  school  desegregation  case  or  a  series  of  peculiar  and  enormously 
complicated  cases,  like  the  antitrust  cases. 

But  the  day-to-day  business  of  the  bankruptcy  court  does  not  seem 
to  appreciably  rise  and  slacken.  The  Ad  Hoc  Committee  has  indi- 
cated that  there  is  a  reduction  in  business  cases,  which  is  true.  But, 
certainly  there  has  not  been  a  remarkable  reduction  over  any  given 
period  of  time  of  the  burden  which  has  been  borne  by  the  bankruptcy 
judges.  That  is  a  rather  unique  factual  situation,  it  seems  to  me,  in 
terms  of  the  cases  which  are  filed  in  Federal  courts  in  this  country. 

Senator  DeConcini.  Mr.  Murphy? 

Mr.  Murphy.  We  have  spent  a  great  deal  of  time  here  discussing 
the  problems  and  the  major  money  centers  banks.  We  do  have  with 
us  two  representatives  of  smaller  banking  institutions,  Mr.  Cole  and 
Mr.  Powers. 

I  think  it  might  be  appropriate  if  we  could  take  a  minute  to  ask 
Mr.  Cole  to  give  us  a  feel  for  the  role  of  a  smaller  banking  institution 
in  this  process,  and  Mr.  Powers  for  any  comments  he  might  have. 

I  might  point  out  to  the  committee  that  Mr.  Powers  has  a  unique 
background  here.  He  was  a  former  attorney  with  the  Internal  Revenue 
Service  for  a  number  of  years.  He  brings  two  points  of  view  to  this. 
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Senator  DeConcini.  Please  proceed. 

Mr  Powers.  Thank  you,  Mr.  Chairman. 

I  do  not  have  any  prepared  remarks.  I  would  note  there  are  a  number 
of  issues  that  were  commented  on  initially,  such  as  setoff  and  other 
issues.  I  do  not  want  to  see  that  lost.  That  is  of  vital  interest  to  re- 
gional banks  and  smaller  banks,  which  are  included  in  my  particular 
banking  organization. 

One  other  comment  I  would  like  to  make  is  that  working  out  in  the 
country  it  should  be  understood  that  the  proceedings  we  deal  with  are 
economic  proceedings.  They  are  not  a  legal  proceeding,  as  such. 

Their  success  depends  upon  an  efficient  court  system  that  will 
speedily  move  the  cases  through.  Those  cases  which  move  speedily 
through  have  a  better  chance  of  success. 

Getting  lost  in  the  issues  of  trustees  when  a  debtor  in  possession  can 
do  it  better  are  important  to  us. 

The  other  thing  on  the  third  chance  issue,  looking  from  the  pro- 
spective of  a  regional  bank  again,  which  I  think  John  In  graham 
commented  upon,  in  smaller  companies  in  bankruptcy  they  do  not 
have  the  opportunity  for  change  of  management.  You  might  under- 
stand that  in  a  bankruptcy  proceeding  management  is  the  key  issue. 
Failure  of  management  is  the  reason  they  are  in  bankruptcy,  in  most 
eases. 

For  that  reason  it  is  very  difficult  and  very  unlikely  that  a  small 
bankruptcy  or  a  small  compamr  will  be  rehabilitated  because  the 
creditors  that  are  involved  in  the  proceeding  simply  do  net  want  to 
go  around  again  with  bad  management.  The  company  has  no  ability 
to  attract  new  management. 

So,  the  use-of-collateral  issue  and  things  like  that,  and  the  loss  of 
the  right  to  setoff,  cause  an  improper  funding  of  a  small  business  and 
a  waste  of  assets  with  something  that  probably  will  not  succeed. 

1  think  that  basically  concludes  my  remarks. 

Senator  DeConcini.  Mr.  Cole? 

Mr.  Cole.  Mr.  Chairman,  the  most  serious  problems,  I  believe,  for 
the  smaller  and  regional  banks,  based  on  the  dollars  involved,  are 
really  the  privatehr  owned  commercial  companies. 

There  are  rarely  broad  public  policy  issues  that  are  in  question.  As 
Mr.  Powers  indicated,  it  is  simply  a  matter  of  how  quickly  the  whole 
process — the  courts,  banks,  the  management  of  the  company,  and 
everyone  that  is  involved — can  get  the  company  turned  around,  if  it 
is  savsble,  or  if  it  appears  it  has  to  be  liquidated.  The  business  either 
can  be  sold  as  an  entity  or  it  can  be  liquidated  out. 

The  bankruptcy  machinery  today  is  one  of  the  problems  in  this 
process.  It  is  a  very  time-consuming  and  hydraheaded  kind  of  delay- 
ing structure.  This  frequently  works  to  the  detriment  of  creditors. 

In  cases  where  the  secured  creditors,  that  is,  where  the  secured 
creditors  hold  most  of  the  dollars,  it  is  important  that  thej^  have  a 
dominant  role.  I  am  not  suggesting  any  formula,  but  I  am  suggesting 
that  they  have  a  dominant  role  in  guiding  the  route  of  bankruptcy, 
whether  it  is  to  be  a  reorganization  or  a  liquidation.  There  is  also  the 
pace. 

For  example,  in  a  real  estate  situation,  it  may  be  advantageous  to 
delay;  whereas  in  other  situations  where  there  is  an  obvious  "dead 
duck,"  then  it  may  be  advantageous  to  liquidate  quickly  and  preserve 
as  much  money  as  possible  for  the  shareholders  and  creditors. 
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Our  experience  has  been  that  more  money  is  lost  by  stalling.  Bankers 
have  an  adage:  "The  first  loss  is  the  least  loss." 

So,  we  advocate  a  bankruptcy  machinery  that  will  expedite  the 
process  as  much  as  possible. 

Another  area  is  consumer  bankruptcies.  This  is  a  growing  problem 
and  may  become  worse  before  it  gets  better.  We  believe  that  it  should, 
not  be  easy  or  advantageous  for  people  to  run  up  a  lot  of  debts, 
declare  bankruptcy,  and  depending  on  some  State  laws  or  the  bank- 
ruptcy laws,  be  able  to  walk  away  scot-free  with  their  assets  intact. 

To  a  great  extent,  S.  2266  addresses  many  of  these  questions;  and 
with  a  little  more  refinement,  it  might  prevent  or  preclude  other 
abuses. 

The  thousands  of  small  and  regional  bankers  across  America  appreci- 
ate the  efforts  of  this  subcommittee  in  producing  a  bill  that  properly 
protects  our  assets  as  well  as  those  of  the  debtor.  We  hope  that  a  good 
bill  will  result  from  your  work.  Thank  you. 

Mr.  Murphy.  We  appreciate  the  opportunity  to  have  appeared 
here  today.  We  would  be  happy  to  provide  any  further  statements  or 
information  or  specifics,  whether  legal  or  otherwise,  that  ycu  or  the 
staff  would  request  in  the  future. 

As  Mr.  Cole  has  said,  we  look  forward  to  working  with  you. 

Senator  DeConcini.  We  will  be  working  with  you,  and  we  will, 
receive  information  from  Mr.  Jerome.  Mr.  Feidler  and  other  staff 
members  will  be  calling  on  you,  Mr.  Murphy. 

I  want  to  thank  each  of  you  for  taking  the  time  to  do  your  prepara- 
tions in  helping  us  with  this  difficult  legislation. 

The  subcommittee  will  stand  in  recess  until  2  o'clock  this  afternoon. 

AFTERNOON    SESSION 

Senator  DeConcini.  The  subcommittee  will  come  to  order. 
Our  next  witnesses  are  Robert  Chatz,  president  of  the  Commercial 
Law  League  of  America,  and  Louis  Levit ;  as  well  as  Mr.  Morris  Macey. 
Gentlemen,  we  welcome  you  today.  You  may  proceed. 

STATEMENT  OF  ROBERT  B.  CHATZ,  PRESIDENT,  COMMERCIAL  LAW 
LEAGUE  OF  AMERICA,  ACCOMPANIED  BY  LOUIS  LEVIT,  CHAIR- 
MAN OF  THE  SPECIAL  COMMITTEE  ON  THE  NATIONAL  BANK- 
RUPTCY ACT;  AND  MORRIS  W.  MACEY,  PAST  PRESIDENT,  COM- 
MERCIAL LAW  LEAGUE  OF  AMERICA 

Mr.  Chatz.  Good  afternoon,  Mr.  Chairman.  My  name  is  Robert 
Chatz.  I  am  an  attorney  practicing  law  in  Chicago,  but  I  am  here  in 
my  capacity  as  president  of  the  Commercial  Law  League  of  America. 

With  me  are  two  of  my  colleagues,  Louis  Levit  of  Chicago,  who 
serves  as  chairman  of  the  league's  Special  Committee  on  the  National 
Bankruptcy  Act;  and  Morris  W.  Macey  of  Atlanta,  past  president  of 
the  league  and  a  member  of  the  special  committee. 

WTe  want  to  express  our  thanks  to  the  committee  and  its  counsel 
for  the  many  courtesies  they  have  extended  to  the  league  and  its 
representatives  and  particularly  for  the  invitation  to  appear  arid 
testify  in. connection  with  Senate  bill  2266. 
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To  introduce  you  to  the  Commercial  Law  League  of  America,  we- 
are  an  organization  founded  in  1895,  composed  of  approximately 
6,000  members,  all  of  whom  have  an  active  professional  interest  in  the 
area  of  debtor-creditor  relations,  including  all  phases  of  bankruptcy 
and  insolvency  proceedings. 

Approximately  85  percent  of  the  members  are  practicing  attorneys 
devoting  a  major  portion  of  their  time  to  commercial  bankruptcy 
and  related  matters.  Our  members,  Mr.  Chairman,  represent  debtors, 
creditors,  and  lenders,  and  have  a  variety  of  interests  in  the  bank- 
ruptcy field.  The  remainder  of  our  membership  consists  of  law  pro- 
fessors, bankruptcy  judges,  and  representatives  of  recognized  com- 
mercial agencies  and  approved  commercial  law  lists. 

With  permission  of  the  chairman,  I  would  ask  that  our  position  and 
statement  be  received  by  the  committee.  We  will  entertain  questions 
concerning  that  position. 

Senator  DeConcini.  Without  objection,  your  statement  will  be 
made  a  part  of  the  record  at  this  point. 

[The  prepared  statement  of  Robert  B.  Chatz  follows:] 

Statement  Re:   S.   2266  To  Establish  a  Uniform   Law  on   Bankruptcies 

Mr.  Chairman  and  members  of  the  Subcommittee,  I  am  Robert  Chatz,. 
President  of  the  Commercial  Law  League.  Accompanying  me  are  Mr.  Louis  Levit 
of  Chicago,  Chairman  of  the  League's  Special  Committee  on  the  National  Bank- 
ruptcy Act,  and  Mr.  Morris  W.  Alacey  of  Atlanta,  a  past  president  of  the  League. 

We  want  again  to  express  our  sincere  thanks  to  the  Committee  and  its  counsel 
for  the  many  courtesies  thay  have  extended  to  the  League  and  its  representatives, 
particularly  for  the  invitation  to  appear  and  testify  in  connection  with  S.  2266, 
the  proposed  bill  to  establish  a  uniform  law  on  bankruptcies. 

The  Commercial  Law  League  of  America  is  an  organization,  founded  in  1895, 
composed  of  almost  6,000  members,  all  of  whom  have  an  active  professional 
interest  in  the  area  of  debtor-creditor  relations,  including  all  phases  of  bankruptcy 
and  insolvency  proceedings.  Approximately  85%  of  the  members  are  practicing 
attorneys  devoting  a  major  portion  of  their  time  to  commercial  bankruptcy  and 
related  matters.  The  remainder  of  its  membership  consists  of  law  professors, 
bankruptcy  judges,  and  representatives  of  recognized  commercial  agencies  and 
approved  commercial  law  lists. 

The  detailed  studies  and  recommendations  on  behalf  of  the  League  with 
respect  to  the  various  proposals  during  the  past  4  years  to  revise  the  bankruptcy 
law  have  been  prepared  by  the  committee  chaired  by  Louis  Levit,  and  he  will 
present  the  recommendations  of  the  League  on  S.  2266. 

The  Commercial  Law  League  has  studied  with  great  interest  the  proposals 
that  have  been  pending  in  the  Congress  during  the  past  4  years  for  the  improve- 
ment of  the  bankruptcy  laws  of  the  United  States.  The  League  agreed  that  the 
present  bankruptcy  act  and  the  court  structure  encompassed  therein  are  inade- 
quate for  the  needs  of  the  present  day  commercial  society.  A  thorough  revision  of 
the  bankruptcy  laws  is  essential.  It  is,  and  has  been,  the  position  of  the  League, 
however,  throughout  the  development  of  this  legislation  that  an  absolute  pre- 
requisite to  the  overhaul  of  the  bankruptcy  system  is  the  creation  of  a  functionally 
independent  court  with  complete  jurisdiction  to  hear  all  phases  of  bankruptcy 
proceedings  and  controversies  arising  out  of  bankruptcy  proceedings,  and  with 
separation  of  administrative  and  judicial  functions. 

We  regret  to  say  that  we  cannot  support  the  proposed  court  structure  presently 
provided  by  S.  2266.  The  jurisdiction  vested  in  bankruptcy  judges  under  the 
proposed  bill  would  be  no  greater,  and  in  all  probability  even  more  limited,  than 
the  summary  jurisdiction  of  bankruptcy  judges  under  present  law.  The  provision 
for  intermediate  appeal  to  the  United  States  District  Court  would  continue  both 
the  present  second  class  status  of  bankruptcy  judges  and  the  unnecessary  expense 
and  delay  of  a  3-tier  appellate  system.  The  absence  of  any  provision  for  a  separate 
administrative  officer  and  the  imposition  upon  the  court  of  responsibility  and 
authority   to   appoint    trustees   will    give   legislative   sanction   to   the   continued 
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intermingling  of  judicial  and  administrative  functions  which  all  previous  proposals 
have  been  specifically  designed  to  overcome.  In  the  opinion  of  the  League  it  would 
be  better  to  enact  no  legislation  at  all  than  to  enact  S.  2266  with  the  present  court 
structure. 

The  League  is  pleased  to  see  that  S.  2266  restores  the  authority  of  unsecured 
creditors  to  elect  committees  in  reorganization  cases.  The  League  respectfully 
suggests  however,  that  the  bill  still  fails  to  grant  to  creditors  the  control  which  they 
should  have  over  the  administration  of  their  own  property.  Particularly,  the  League 
recommends  that  the  20%  minimum  requirement  for  election  of  a  trustee  be 
eliminated  and  that  creditors  in  reorganization  cases  be  granted  the  same  rights 
they  now  enjoy  to  nominate  a  standby  trustee  to  serve  in  the  event  of  liquidation. 
The  League  recognizes  that  adequate  controls  are  required  to  prevent  abuses  in 
connection  with  the  solicitation  and  voting  of  proxies  by  representatives  of 
creditors  but  believes  that  this  can  best  be  accomplished  by  regulatory  provisions 
such  as  present  Rule  208  of  the  Rules  of  Bankruptcy  Procedure,  rather  than  by 
provisions  designed  to  disfranchise  creditors  in  proceedings  where  their  rights  of 
property  are  basically  affected. 

Annexed  hereto  as  appendices  1  through  3  are  the  following  official  statements 
and  resolutions  of  the  League  with  respest  to  pending  bankruptcy  legislation,  all 
of  which  have  been  specifically  approved  by  the  Board  of  Governors  of  the 
League: 

Appendix  1.  Resolution  adopted  November  21,  1977  with  respect  to  the  need 
for  a  functionally  independent  bankruptcy  court. 

Appendix  2.  Resolution  adopted  July  7,  1977  with  respect  to  creditor  control. 

Appendix  3.  Communication  dated  March  22,  1977  to  Honorable  Don  Edwards, 
Chairman,  Subcommittee  on  Civil  and  Constitutional  Rights  of  the  House 
Judiciary  Committee,  with  respect  to  the  provisions  of  H.R.  7330  as  then  pend- 
ing in  the  House  of  Representatives. 

Each  of  these  appendices  is,  to  the  extent  applicable  to  the  present  legislation, 
specifically  reaffirmed  and  incorporated  in  this  statement.  We  respectfully  request 
that  these  appendices  be  included  with  this  statement  in  the  printed  record  of 
these  hearings. 

My  colleagues  and  I  would  be  pleased  to  expand  on  any  of  the  matters  referred 
to  in  this  statement  or  the  appendices  and  to  respond  to  any  questions  of  the  com- 
mittee and  its  staff,  including  the  points  of  substantive  difference  between  H.R. 
8200  as  reported  and  8.  2266  as  introduced.  Thank  you  again,  Mr.  Chairman,  for 
your  many  courtesies  in  this  matter. 

Appendix  1. — Resolution  on  Bankruptcy  Legislation  Adopted  by  the 
Board  of  Governors  of  the  Commercial  Law  League  of  America,  No- 
vember 21,  1977 

Whereas,  There  are  presently  pending  before  the  United  States  Senate  and 
House  of  Representatives  two  bills  designed  to  revise  and  make  uniform  the 
Bankruptcy  Laws  of  the  United  States,  which  bills  have  been  designated  S.  2266 
and  H.R.  8200,  respectively;  and 

Whereas,  These  Bills  are  the  latest  in  a  series  of  proposals  advanced  for  the 
revision  of  the  Bankruptcy  Laws;  and 

Whereas,  The  Commercial  Law  League  of  America  (CLLA)  has  actively  par- 
ticipated in  submitting  written  and  oral  recommendations  with  respect  to  Bank- 
ruptcy Law  Revision,  Hie  most  recent  being  the  resolution  of  July  7,  1977  dealing 
with  the  area  of  credit jr  control,  which  resolution  is  hereby  reaffirmed;  and 

Whereas,  Prior  to  October  1,  1977  each  of  the  various  proposals  introduced  in 
the  Congress  provided  for  the  creation  of  an  independent  bankruptcy  court  with 
complete  jurisdiction  over  all  issues  arising  in  or  related  to  a  bankruptcy  or 
reorganization  proceeding  and  contained  provisions  for  the  separation  of  admin- 
istrative and  judicial  functions;  and 

Whereas,  Every  major  organization,  including  the  CLLA,  experienced  in  the 
administration  of  bankruptcy  and  reorganization  proceedings  has  viewed  the 
establishment  of  such  an  independent  bankruptcy  court  with  full  jurisdiction  over 
all  bankruptcy  and  bankruptcy  related  matters  as  an  absolute  prerequisite  to 
any  meaningful  improvement  in  the  administration  of  bankruptcy  reorganization 
proceedings;  and 

Whereas,  The  proposed  Danielson-Railsback  amendments  to  H.R.  8200  re- 
cently adopted  by  the  Committee  of  the  Whole  of  the  House  of  Representatives 
and  the  present  provisions  of  S.  2266  in  the  Senate  have  discarded  the  concept  of 
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a  functionally  independent  court  of  bankruptcy,  and  have  substituted  therefore 
a  proposed  corps  of  "bankruptcy  judges"  within  the  U.S.  District  Courts,  whose 
powers  and  authority  will  be  subject  to  virtually  all  of  the  archaic  restrictions 
which  impede  administration  under  the  present  Bankruptcy  Act;  and 

Whereas,  The  adoption  of  this  legislation  in  its  present  form  would  not  only 
fail  to  achieve  any  meaningful  reform  or  improvement  of  Bankruptcy  Adminis- 
tration, but,  in  addition  would  in  all  probability  preclude  the  possibility  of  any 
such  reform  and  improvement  for  many  years  to  come. 

Now,  therefore,  Be  it  Resolve  that  H.R.  8200  and  S.  2266  should  be  adopted 
only  if  revised  or  amended  so  as  to  restore  the  concept  of  a  functionally  independ- 
ent court  with  full  jurisdiction  over  Bankruptcy  proceedings  and  controversies 
arising  out  of  or  in  connection  with  such  proceedings  and  with  provisions  for 
separation  of  judicial  and  administrative  functions. 


22-510  O  -  78  -  39 
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Appendix  2 


Commercial  Law  League  of  America 


Board  of  Governors 

Adopts  Resolution 

On  Pending  Bankruptcy  Legislation 


The  following  Resolution  regarding  H  R.  7330, 
95th  Congress,  First  Session,  was  approved  by  the 
Board  of  Governors  of  the  Commercial  Law 
League  at  their  meeting  on  July  7,  1977,  at  the 
Colorado  Springs  Convention. 


While  the   resolution  refers  to  H.R.  7330  it 
applies  equally  to  H.R.  8200  which  has  replaced  it. 

RESOLUTION  REGARDING  H.R.  7330 

95th  CONGRESS,  FIRST  SESSION 

WHEREAS,  Legislation  to  establish  a  uniform 

Law  on  the  subject  of  Bankruptcies  is  now 

pending  in  the  Congress  (H.R.  7330),  and 

WHEREAS,   the   Commercial   Law   League  of 


America  (CLLA),  was  founded  in  1895  and  the 
objectives  of  the  League  include  the  obligation 
to  study  proposed  legislation  and  to  present 
educational  programs  concerning  such  legisla- 
tion in  matters  affecting  Commercial  Law; 
WHEREAS,  immediately  following  the  appoint- 
ment of  the  Commission  on  the  Bankruptcy 
Laws  of  the  United  States,  1970,  the  President 
and  Board  of  Governors  of  the  Commercial  Law 
League  of  America  authorized  the  appointment 
of  a  special  committee  now  known  as  the  CLLA 
Judiciary  Committee,  to  review  the  various  pro- 
posals regarding  changes  in  the  Bankruptcy 
Laws  of  the  United  States  and  to  meet  with  rep- 
resentatives of  other  organizations  to  study  and 
discuss  proposed  changes  in  said  Bankruptcy 
Laws,  and 
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WHEREAS,  the  Report  of  the  Special  Committee 
was  approved  by  the  entire  standing  Bankruptcy 
Committee  and  by  the  Board  of  Governors  of 
the  CLLA;  and 

WHEREAS,  the  representatives  of  the  CLLA  ap- 
peared before  and  submitted  their  written  rec- 
ommendations to  the  appropriate  subcommit- 
tees of  the  U.S.  Senate  and  House  of  Represen- 
tatives; and 

WHEREAS,  following  the  conclusion  of  the  exten- 
sive hearings,  the  House  Subcommittee  on  Civil 
and  Constitutional  Rights  introduced  a  new  bill 
H.R.  6  incorporating  many  of  the  suggestions 
submitted  by  various  interested  groups  includ- 
ing the  CLLA;  and 

WHEREAS,  pursuant  to  instructions  from  the 
Board  of  Governors  a  letter  was  directed  to  the 
Honorable  Don  Edwards,  Chairman,  Subcom- 
mittee on  Civil  and  Constitutional  Rights, 
Committee  on  the  Judiciary  of  the  House  of 
Representatives  of  the  United  States  Congress, 
setting  forth  our  specific  recommendations  with 
respect  to  H.R.  6. 

WHEREAS,  H.R.  6  was  substantially  amended  by 
'  the  subcommittee  and  was  reintroduced  in  the 
House  of  Representatives  on  May  23,  1977  as 
H.R.  7330; and 

WHEREAS,  H  R.  7330  as  presently  pending  in- 
corporates many  of  CLLA's  recommendations 
and  contains  many  features  which  CLLA  en- 
thusiastically supports  including  the  creation  of 
an  independent  constitutional  court  with  full 
plenary  jurisdiction  of  proceedings  and  con- 
troversies arising  under  the  Bankruptcy  Act;  and 

WHEREAS,  H.R.  7330  with  all  its  desirable  fea- 
tures still  in  the  opinion  of  the  CLLA  must  be 
amended  in  certain  respects  hereinbelow  set 
forth  in  order  to  restore  the  degree  of  control 
which  creditors  and  their  representatives  now 
have  in  administering  what  is,  for  all  practical 
purposes,  their  own  property. 

NOW  THEREFORE,  BE  IT  RESOLVED  that 
H.R.  7330  should  be  amended  in  the  following 
respects  in  order  to  receive  the  support  of  the 
Commercial  Law  League  ol  America: 

(1)  Creditors  must  retain  their  present  right 
to  elect  a  trustee  at  the  meeting  of  creditors 
called  in  a  liquidation  case  and  to  elect  a 
stand-by  trustee  at  the  meeting  of  creditors 
called  in  a  re-organization  proceeding.  The  re- 
quirement of  a  minimum  percentage  as  a  pre- 
requisite to  election  is  undemocratic  and  basi- 
cally unfair  to  those  creditors,  whatever  their 
number,  who  have  sufficient  interest  to  appear 
and  participate  in  the  proceedings. 

(2)  Section  1102  should  be  amended  to  pro- 
vide that  unsecured  creditors  in  re-organization 
cases  shall  have  the  right  to  select  their  own 
committee  either  before  or  after  the  com- 
mencement of  the  proceeding.  Only  when  cred- 


itors fail  so  to  elect,  should  the  court  have  the 
option  to  appoint  a  committee.  The  only  con- 
cern of  the  Act  should  be  that  the  committee, 
whether  chosen  before  or  after  the  commence- 
ment of  the  proceeding,  be  fairly  chosen  and  be 
representative  of  the  different  kinds  of  claims  to 
be  represented. 

(3)  Section  1103(b)  should  be  amended  to 
conform  with  Section  327(c)  so  as  to  provide 
that  a  person  is  not  disqualified  from  represent- 
ing either  a  Creditors'  Committee  or  a  trustee 
solely  because  of  such  person's  employment  by, 
or  representation  of  a  creditor  or  creditors  hold- 
ing an  unsecured  claim.  The  same  considera- 
tions of  conflict  of  interest  and  undivided  loy- 
alty which  apply  to  representatives  of  Creditors' 
Committees,  apply  with  even  greater  force  to 
trustees.  The  Congress  has  obviously  recog- 
nized that  the  representation  of  an  unsecured 
creditor  is  not  inconsistent  with  representation 
generally  of  the  interests  represented  by  a  trus- 
tee in  bankruptcy  or  in  re-organization  and  the 
same  conclusion  applies  with  equal,  if  not 
greater,  force  to  representation  of  a  Creditors' 
Committee,  and 
BE  IT  FURTHER  RESOLVED  that  the  President 
of  the  Commercial  Law  League  of  America  or 
his  designee  be  authorized  to  present  these 
views  to  the  Chairman  of  the  Judiciary  Commit- 
tee and  appropriate  subcommittees  of  both 
Houses,  and  that  the  Executive  Director  of  the 
Commercial  Law  League  of  America  be  di- 
rected to  send  copies  of  this  Resolution  to: 

(a)  Each  individual  now  serving  as  a 
Member  of  the  United  States  Congress, 

(b)  The  President,  President  Elect  and  Sec- 
retary of  the  American  Bar  Association,  and 
heads  of  major  state  and  local  Bar  Associations, 

(c)  The  Director  of  the  Governmental  Rela- 
tions Office  of  the  American  Bar  Association, 
and 

(d)  To  any  other  individuals  or  organizations 
as  designated  by  the  Board  of  Governors  of  the 
Commercial  Law  League  of  America. 

BE  IT  FURTHER  RESOLVED,  that  the  CLLA 
Judiciary  Committee  and  any  successor  Com- 
mittee shall  continue  to  refer  to  the  proper  Con- 
gressional Committees  other  specific  recom- 
mendations with  regard  to  improvement  of  H.R. 
7330. 


606 
Appendix  3 

Commercial  Law  League  of  America 

Judiciary  Committee  Letter  on  Pending 
Bankruptcy  Legislation* 


The  following  letter  was  directed  to 
Congressman  Donald  Edwards  by  Louis  W.  Levit. 
Chairman  of  the  Judiciary  Committee  of  the  League, 
to  indicate  the  position  of  the  Commercial  Law 
League  of  America  concerning  various  provisions  in 
the  Proposed   Bankruptcy  Legislation. 

The  letter  and  supporting  documentation  were  ap- 
proved by  the  Board  of  Governors  of  the  League. 


March  2?,    1977 

The  Honorable  Dnn  Edwards 

f  'hiiirman 

Subcommittee  on  Civil  and  Constitutional  Rights 

Committee  on  Judiciary 

Rayburn  House  Office  Building 

Washington,  DC.  20512 


Dear  Mr.  Chairman: 

I  am  pleased  to  advise  you  that  the  Commercial  Law 
League  nf  America  (the  League)  has  completed  its  initial 
deliberations  with  regard  to  H.R.  6,  the  Bill  to  revise  the 
Bankruptcy  Laws  of  the  United  States. 

In  accordance  with  the  views  expressed  to  you  in  my 
letter  nf  January  27,  1977,  it  is  the  position  of  the  League 
that  the  Bill  as  presently  drafted  must  be  amended  in 
order  to  restore  the  degree  of  control  which  creditors  and 
their  representatives  now  have  in  administering  what  is,  for 
all  practical  purposes,  their  own  property.  These  amend- 
ments, as  a  minimum,  include  the  following: 

1.  Creditors  must  have  the  same  right  that  they  do 
under  present  law,  to  elect  a  trustee  at  the  meeting  of 
creditors  called  in  a  liquidation  case  and  to  elect  a  stand- 
by trustee  at  the  meeting  of  creditors  called  in  a  re-or- 
ganization proceeding.  It  is  our  opinion  that  the  require- 
ment of  a  minimum  percentage  as  a  prerequisite  to  elec- 
tion is  undemocratic  and  basically  unfair  to  those  credi- 
tors, whatever  their  number,  who  have  sufficient  interest 
t<>  appear  and  participate  in  the  proceedings. 

2.  Section  1102  should  be  amended  to  provide  that 
unsecured  creditors  in  re-organization  cases  shall  have 
the  right  to  select  their  own  committee  either  before  or 


after  the  commencement  of  the  proceeding.  Onlv  when 
the  creditors  fail  to  elect,  should  the  court  have  the 
option  to  appoint  a  committee.  The  only  concern  of  the 
Act  should  be  that  the  Committee,  whether  chosen  be- 
fore or  after  the  commencement  of  the  proceeding,  be 
fairly  chosen  and  be  representative  of  the  different  kinds 
of  claims  to  be  represented. 

3.  Section  1103(b)  should  be  amended  to  conform 
with  Section  327(c)  so  as  to  provide  that  a  person  is 
not  disqualified  from  representing  either  a  Creditors' 
Committee  or  a  trustee  solely  because  of  such  person's 
employment  by,  or  representation  of  a  creditor  or  credi- 
tors holding  an  unsecured  claim.  The  same  considera- 
tions of  conflict  of  interest  and  undivided  loyalty  which 
apply  to  representatives  of  Creditors'  Committees,  apply 
with  even  greater  force  to  trustees.  The  Congress  has 
obviously  recognized  that  the  representation  of  an  un- 
secured creditor  is  not  inconsistent  with  representation 
generally  of  the  interests  represented  by  a  trustee  in 
bankruptcy  or  in  re-organization  and  the  same  conclu- 
sion applies  with  equal,  if  not  greater  force,  to  repre- 
sentation of  a  Creditors'  Committee. 

If  the  Bill  is  amended  in  conformity  with  the  foregoing, 
it  will  receive  the  support  of  the  Commercial  Law  League 
cif  America. 

There  are,  however,  in  our  opinion,  manv  additional 
points  in  which  the  present  draft  can  be  improved.  Includ- 
ed among  these  are  the  enclosed  series  of  recommendations 
for  specific  changes. 

We  understand  that  during  the  current  week  the  Bill 
is  being  submitted  to  mark-up  sessions  and  there  will  be  a 
large  number  of  amendments  offered,  most  of  which  will 
be  technical  in  nature  but  some  of  which  mav  be  substan- 
tive. We  will,  of  course,  await  with  interest  the  revised 
Bill  and,  hopefully,  many  of  the  points  that  we  have 
raised  herein  will  have  been  covered  thereby.  It  is  the  in- 
tention of  the  League  to  follow  closely  the  progress  of  this 
legislation  through  both  Houses  of  Congress  and,  hope- 
fully, you  will  continue  to  give  us  the  courtesy  of  enter- 
taining our  views  and  in-put  as  the  legislation  progresses. 

Respectfully  submitted, 

Louis  W.  Lf.vtt 

Chairman,  Committee  on  the  Judiciary 

Commercial  Law  League  of  America 


607 


SPECIFIC  RECOMMENDATIONS  OF  THE 

COMMERCIAL  LAW  LEAGUE  OF  AMERICA 

WITH   REGARD  TO  IMPROVEMENT  OF  H.R.6 


Section  303(i.2)  which  provides  that  the  appointment 
of  a  custodian  shall  be  a  ground  for  an  involuntary  bank- 
ruptcy, should  be  amended  to  apply  only  to  a  custodian  for 
substantially  all  of  the  debtor's  assets. 

Orders  dealing  with  the  authority  ot  a  court  to  dismiss 
a  proceeding  should  be  limited  to  involuntary  proceedings 
and  the  order  should  l>e  subject  to  review. 

Section  341  providing  for  meetings  of  creditors  and 
other  key  sections  such  as  those  fixing  time  for  filing  claims, 
should  have  specific  time  periods.  These  should  be  sub- 
ject to  revision  by  subsequently  adopted  rules. 

Section  249  of  the  Act  which  would  limit  the  rule  mak- 
ing power  of  the  court,  should  l>e  deleted.  The  Act  should 
state  affirmatively  that  the  present  Rules  of  Bankruptcy 
Procedure  in  force  on  the  effective  date,  shall  apply  to 
proceedings  under  the  New  Act  to  the  extent  that  they  are 
not  inconsistent  therewith. 

Section  343  providing  for  examination  of  the  debtor, 
should  deal  with  the  question  whether  or  not  and  to  what 
extent  other  persons  may  be  examined  in  the  course  of  the 
Bankruptcy  Proceedings. 

Section  348(c)  dealing  with  the  effect  of  conversion  of 
an  11  or  13  case  to  liquidation  provides  that  claims  in- 
curred during  that  period  should  be  treated  as  if  arising 
immediately  before  the  date  of  the  petition.  This  could 
possibly  be  construed^o  as  to  deny  priority  to  such  claims 
even  though  incurred  Dy  the  debtor  or  trustee  in  the  or- 
dinary course  of  business.  The  section  should  be  clarified 
so  that  no  such  construction  is  possible. 

Section  363(c)  prohibiting  the  use,  sale  or  lease  of  soft 
collateral,  except  after  notice  and  hearing,  should  permit 
the  use  of  such  collateral  under  appropriate  safeguards 
while  the  initial  hearing  is  being  conducted.  The  hearing 
should  be  given  priority  over  every  other  matter  pending 
before  the  court,  except  previously  scheduled  hearings  of  a 
similar  nature. 

Section  239(5)  at  page  23.3  which  deals  with  appeals, 
shruld  be  clarified  so  that  it  applies  to  final  judgments, 
final  orders  and  final  decrees  which  terminate  the  issues  of 
a  particular  controversy  arising  in  a  proceeding  under  or 
relating  to  cases  under  Title  1 1 . 

Section  108  dealing  with  the  tolling  of  limitations, 
should  contain  provisions  similar  to  those  in  present  Chap- 
ter X  and  XI  which  provide  that  the  period  of  time  for 
recovery  of  preferences,  fraudulent  transfers  and  similar 
transactions  is  tolled  while  re-organization  case  is  pending. 

Section  502(b)(7)  and  similar  sections  containing  spe- 
cific provisions  with  regard  to  leases  of  real  property  should 
be  expanded  to  apply  equally  to  leases  of  personal  proper- 
ty- 
Section  503(b)(4)(c)  on  page  59  allowing  as  an  adminis- 
trative expense  claims  or  expenses  incurred  by  a  creditor  in 
connection  with  the  prosecution  of  a  criminal  offense, 
should  be  deleted. 

Section  504  dealing  with  division  of  compensation 
should  specifically  provide  for  sharing  of  compensation 
among  co-counsel. 

Section  505  dealing  with  determination  of  tax  liability 
on  page  61  seems  to  be  somewhat  inconsistent  with  Sec- 
tion 1471  on  page  235.  excepting  from  the  court's  jurisdic- 


tion certain  types  of  controversies  under  the  Internal  Reve- 
nue Code  of  1954. 

Section  506(b)  providing  for  allowance  of  fees,  costs 
and  charges  to  a  secured  creditor,  should  grant  the  court 
discretion  to  fix  reasonable  Ires,  costs  and  expenses,  not- 
withstanding the  specific  terms  of  the  security  agreement. 
Section  506(c)  permitting  the  trustee  to  recover  costs 
.ind  expenses  from  the  property  securing  an  allowed  claim, 
should  specify  that  where  there  is  a  surplus  over  the  se- 
cured debt,  these  expenses  should  be  taken  from  the 
surplus  rather  than  from  the  creditor's  security. 

Sections  510(b)(1)  and  (2)  should  specifically  autho- 
rize the  court  to  subordinate  a  claim  to  all  other  claims  in 
addition  to  the  authority  to  transfer  to  the  estate  any  lien 
securing  such  subordinating  claims. 

Sections  522(b)(2)(d)  referring  to  tenancies  by  the 
entirety  should  be  limited  to  true  tenancies  by  the  entirety, 
which,  under  applicable  State  law,  may  not  be  reached  by 
creditors  of  either  spouse.  Also,  the  exemption  should  not 
apply  where  relief  is  directed  against  both  spouses. 

Section  523  beginning  on  page  76  should  contain  an 
additional  provision,  excepting  from  the  operation  of  a  dis- 
charge, those  debts  which  were  not  scheduled  by  the 
debtor  and  as  to  which  the  creditor  was  not  otherwise 
notified  in  sufficient  time  to  participate  in  the  proceedings. 
Section  542(d)  requiring  attorneys  or  accountants  to 
surrender  recorded  information  to  the  trustee,  should  be 
amended  to  make  clear  that  this  does  not,  in  any  way, 
impair  the  attorney-client  privilege. 

Section  544(b)  at  page  87  which  seems  to  codify  the 
rule  of  Moore  v.  Bay,  should  be  amended  to  provide  that 
the  recovery  by  the  trustee  should  be  limited  to  the  amount 
bv  which  the  transaction  could  have  been  voided  by  exist- 
ing creditors  and  that  the  recovery  shall  be  for  the  benefit 
of  those  creditors  only. 

Section  547(e)(2)  dealing  with  preferences-VVe  are 
opposed  to  the  exception  for  payments  made  within  45 
days  and  recommend  its  deletion. 

Section  706(b)  page  108  providing  for  conversion  by 
the  court  of  a  case  under  Chapter  XI,  should  be  limited  to 
situations  where  such  conversion  is  requested  by  a  party 
in  interest. 

Section  723(c).  We  believe  that  the  new  Bill  should  re- 
tain the  Uniform  Partnership  Rule,  whereby  partnership 
assets  are  first  used  to  satisfy  partnership  debts  and  indi- 
vidual partner's  debts  and  that  only  in  the  event  of  a  sur- 
plus, may  assets  of  one  entity  be  available  for  creditors  of 
the  other. 

The  new  Chapter  39,  creating  the  U.S.  Trustee,  should 
specify  whether  he  and  his  assistants  are  required  to  be 
attorneys,  and,  if  not,  the  extent  to  which  he  may  retain 
counsel,  and  the  matter  of  compensation.  Further  comment 
is  reserved  pending  such  clarification. 

With  regard  to  Chapter  11,  other  than  the  recommen- 
dations heretofore  made,  inasmuch  as  we  have  been  ad- 
vised that  many  of  the  key  provisions  will  be  substantially 
amended  during  the  current  mark-up,  all  further  comment 
will  be  reserved  until  we  have  had  an  opportunity  to  ex- 
amine the  Bill  as  revised. 
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Mr.  Chatz.  I  would  call  to  the  chairman's  attention  that  Mr.  Levit 
has  chaired  this  committee  for  4  years  and  that  the  committee  has 
reviewed  all  of  the  previous  bills  and  has  submitted  proposals  in  the 
past.  Mr.  Macey  has  been  a  member  of  this  committee  for  those  4 
years. 

Senator  DeConcini.  I  do  have  some  questions  and  they  will  be 
directed  to  whomever  prefers  to  answer. 

If  we  expand  jurisdiction  of  the  bankruptcy  court  to  include  plenary 
jurisdiction,  would  this  go  a  long  way  toward  making  the  court  funda- 
mentally independent,  in  your  opinion? 

Mr.  Levit.  May  I  respond  to  that,  Senator? 

That  certainly  would  go  a  long  way.  Our  difficulty  with  S.  2266, 
and  even  more  strongly  with  the  so-called  Danielson-Railsback 
amendments  in  the  House,  is  that  while  the  jurisdiction  of  the  district 
court  would  be  expanded,  that  proposed  section  775  of  the  proposed 
judicial  code  would  provide  that  that  expanded  jurisdiction  may  not 
be  exercised  by  the  bankruptcy  judge  except  where  so  provided  by  a 
rule  of  the  local  district  court.  We  regard  that  as  unfortunate  for  two 
reasons. 

First  of  all,  just  basically,  we  think  it  would  be  an  unusual  and 
difficult  situation  where  the  jurisdiction  of  the  primary  judicial 
officer  administering  bankruptcy  cases  would  vary  from  district  to 
district.  It  could  lead  to  a  great  deal  of  forum  shopping.  We  think 
there  would  be  a  tendency  to  bring  cases  in  those  districts — and  I 
think  they  would  probably  be  in  a  minority — where  the  district  court 
did  adopt  such  a  rule,  and  that  in  itself  would  probably  create  even 
greater  pressure  for  the  district  court  to  remove  that  power  from  the 
bankruptcy  judges. 

Second,  knowing  as  we  do  the  present  limitations  on  the  ability  of 
district  court  judges  to  hear  any  civil  cases,  much  less  bankruptcy 
cases,  we  think  we  would  be  in  a  situation  where  the  vast  majority  of 
what  are  now  considered  plenary  suits,  actions  to  recover  preferences 
and  fraudulent  conveyance  actions,  and  other  cases  involving  highly 
technical  and  highly  esoteric  questions  of  bankruptcy  law  would 
probably  be  heard  in  the  State  courts  at  great  delay  and  would 
ultimately  be  heard  by  courts  and  juries  with  every  limited  ability 
to  understand  and  rule  on  these  things. 

Senator  DeConcini.  How  about  the  appeals?  Can  you  address  that 
at  all? 

Mr.  Levit.  Yes.  We  have  consistently  taken  the  position  that 
appeals  should  go  to  the  court  of  appeals  or,  if  not  to  the  court  of 
appeals,  to  some  special  appellate  court. 

It  is  our  experience — and  I  can  say  that  it  is  mine  personally — that 
the  present  system  merely  places  the  district  court  as  a  way  station 
or  sometimes  an  obstacle  on  the  way  between  the  bankruptcy  judge, 
who  acts  as  trial  court,  and  the  court  of  appeals  which  in  999  cases 
out  of  1,000  is  the  court  of  last  resort. 

The  appeal  to  the  district  court  judge  takes  time  and  money  and 
usually,  in  an  appeal  of  any  significance  whatsoever,  does  not  decide 
it  because  whoever  loses  before  the  district  judge,  having  already 
briefed  the  issues  before  the  district  judge,  is  certainly  going  to  go  to 
the  Court  of  Appeals  where  there  is  an  appeal  of  right  in  virtually 
every  case. 
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In  addition,  now,  with  the  Speedy  Trail  Act  and  with  the  clogged 
calendars,  we  find  in  our  district  in  Chicago-and  I  am  sure  it  is  true 
pretty  much  nationwide — that  the  length  of  time  for  a  district  judge 
to  get  to  the  appeal  is  as  much  as  7  or  8  months  and  often  more  than 
1  year.  Then,  after  he  renders  his  decision,  you  have  to  start  all  over 
in  the  court  of  appeals. 

Senator  DeConcini.  What  if  the  appeal  were  changed  to  an  appeal 
of  right  to  the  district  court  from  a  review,  and,  assuming  the  courts 
had  enough  judges  to  handle  it,  would  that  make  any  difference? 

Mr.  Levit.  As  I  understand  the  law,  Mr.  Chairman,  the  appeal  is 
an  appeal  of  right. 

Senator  DeConcini.  How  about  a  petition  for  review? 

Mr.  Levit.  That  was  the  term  used  prior  to  the  adoption  of  the 
bankruptcy  rules  in  1974,  but  even  there  it  was  in  effect  true  appeal 
because  the  courts  had  fashioned  rules  which  made  it  very  clear  that 
the  decision  of  the  bankruptcy  judge  on  matters  of  fact  was  to  be 
accepted  unless  clearly  erroneous  just  as  the  decisions  of  juries  and 
trial  courts  are  accepted  on  appeal. 

Since  1974,  or  rather  1973,  when  the  bankruptcy  rules  went  into 
effect,  the  actual  procedures  followed  and  the  nomenclature  used 
going  from  the  bankruptcy  judge  to  the  district  court  are  virtually 
identical  to  that  followed  in  going  from  the  district  court  to  the  Court 
of  Appeals. 

Senator  DeConcini.  My  question  then  is  more  in  line  with  this. 
If  it  were  structured  to  be  similiar  to  the  appeal  route  from  the  dis- 
trict court  to  the  circuit  court  and  if  it  were  structured  so  that  type 
of  appeal  was  available  to  the  district  court  and  not  appealable  further 
except  perhaps  to  the  Supreme  Court,  then  what  would  you  think 
about  that? 

The  purpose  of  my  question  is  to  try  to  find  if  there  is  a  way  to  keep 
the  court  more  accessible.  It  seems  to  me  that  those  appeals  to  the 
district  court  make  the  whole  system  more  accessible. 

Mr.  Levit.  I  have  to  say,  with  due  respect,  that  I  disagree.  As  a 
practitioner  who  represents  litigants  who  from  time  to  time  lose  before 
bankruptcy  judges  and  want  to  seek  review,  I  would  not  feel  com- 
fortable, and  I  don't  think  my  clients  would  feel  comfortable  and  I 
don't  think  most  litigants  would  feel  comfortable  if  the  only  appeal  of 
right  is  an  appeal  from  a  single  judge,  who  is  really  a  specialist  in 
bankruptcy  matters,  to  a  single  judge  whose  primary  obligation  is  that 
of  being  a  trial  judge  of  a  trial  court  and  whose  familiarity  with  bank- 
ruptcy is  at  best  relatively  limited.  I  do  not  think  that  is  really  a 
true  right  of  review. 

Senator  DeConcini.  Do  you  feel  that  the  circuit  courts  are  better 
prepared  to  handle  bankruptcy  matters? 

Mr.  Levit.  Yes,  Mr.  Chairman,  I  do.  In  my  own  experience  that 
has  been  the  case. 

Senator  DeConcini.  Thank  you. 

Is  your  opposition  to  the  20-percent  rule  basically  that  it  is  undemo- 
cratic and  unfair  to  those  creditors,  whatever  their  numbers,  who  have 
sufficient  interest  to  appear  and  participate  in  the  proceedings? 

Mr.  Macey.  Mr.  Chairman,  I  think  basically  that  is  the  reason, 
since  the  Chandler  Act  came  into  existence.  Since  that  came  into 
existence  the  practice  of  creditor  election  of  trustees  has  grown  into 
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the  legal  fabric.  There  are  many  cases  which  deal  with  the  absolute 
right  of  creditors  to  elect  trustees.  I  have  heard  of  no  abuses  in  the 
system.  I  know  that  some  of  my  colleagues  have  said  that  there  is  no 
such  thing  as  creditor  control  but  that  it  is  lawyer  control.  That  has 
not  been  my  experience.  I  have  practiced  in  many  courts  not  only  in 
the  South  but  in  other  parts  of  the  country. 

I  have  found  that  the  right  of  a  creditor  or  creditors  to  elect 
trustees  is  universally  respected  by  most  of  the  bankruptcy  judges. 

The  concept,  of  course,  is  that  the  estate  is  created  by  goods 
furnished  to  the  estate  by  the  creditors,  and  therefore  since  it  is  basic- 
ally their  property  they  are  the  ones  who  ought  to  participate  in  the 
matter  in  which  it  is  to  be  administered  and  liquidated.  The  surest 
way  of  seeing  that  that  is  done  is  through  an  election  of  the  trustee 
and,  having  elected  the  trustee,  there  is  a  greater  rapport  and  rela- 
tionship with  a  trustee  than  there  would  ordinarily  be. 

I  should  like  to  add  further,  Mr.  Chairman,  that  the  prospect  of 
going  through  two  procedures,  as  set  out  in  section  702 — and  those 
procedures  are  generally  embraced  in  section  1104  in  the  chapter  XI 
portion  of  the  bill — makes  it  tantamount,  in  my  mind,  to  practically 
restricting  election  of  trustees  by  creditors. 

For  example,  if  at  least  20  percent  in  amount  of  claims  is  required 
to  request  an  election  of  trustees,  there  are  a  number  of  problems 
that  immediately  come  to  mind.  Section  341  provides  that  there  shall 
be  a  meeting  of  creditors.  It  is  probably  purposefully  unspecific  as  to 
who  is  to  call  the  meeting  of  creditors. 

I  have  heard  it  generally  assumed  that  the  interim  trustee  will  call 
the  meeting  of  creditors.  There  is  no  certainty  as  to  when  such  a 
meeting  will  be  called.  There  is  an  uncertainty  as  to  the  time  limit 
within  which  20  percent  of  the  creditors  have  got  to  request  the 
election,  except  in  cases  which  involve  trade  groups  such  as,  for 
example,  jewelry  store  bankruptcies  or  furniture  store  bankruptcies 
where  there  are  strong  trade  associations.  It  would  be  almost  impos- 
sible with  creditors  spread  throughout  the  country  to  try  to  pull 
20  percent  together. 

Even  in  the  trade  groups,  Mr.  Chairman,  it  has  been  my  view  that 
the  claims  can  be  so  diversified  that  even  though  it  is  a  specific  type 
of  business  that  when  one  starts  to  get  20  percent  that  perhaps  even 
there  the  20  percent  may  be  so  diluted  as  to  avoid  a  strong  group 
from  developing. 

But  my  experience  generally  in  dealing  with  businesses  like,  for 
example,  hardware  stores  or  printing  companies  where  the  creditors 
are  so  widely  diverse  that  as  a  practical  matter  it  would  be  almost  an 
impossibility  to  get  20  percent  together  to  request  and  then,  having 
requested  a  meeting,  go  through  the  mechanics  of  the  20  percent,  is 
that  you  have  trouble. 

I  think  that  it  is  interesting  that  in  the  Bankruptcy  Commission's 
initial  report  the  percentage  was  35  percent.  There  must  have  been 
some  feeling  that  35  percent  was  not  being  fair  to  the  creditors,  I 
guess  I  will  have  to  suggest.  If  35  percent  is  not  fair,  then  I  have  to 
ask  why  20  percent  is  fair  or  any  percentage  at  all  is  fair. 

I  can  certainly  state  the  position  of  the  league  as  being  that  it  is 
discriminatory  to  those  who  furnish  the  assets  for  liquidation  to  restrict 
what,  up  until  the  consideration  of  a  revision,  has  been  the  right  to 
elect  a  trustee. 
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Senator  DeConcini.  You  do  not  feel  that  having  no  percentage 
hampers  that  expeditious  handling  at  all?  I  am  talking  about  the 
election. 

Mr.  Macey.  I  think  it  is  likely  to  expedite  the  administration. 

Senator  DeConcini.  Without  any  limitation? 

Mr.  Macey.  Mr.  Chairman,  according  to  the  present  structure,  if 
there  is  a  likelihood — and  I  submit  that  there  will  be  a  strong  likeli- 
hood— that  in  a  majority  of  cases  the  creditors  will  elect,  then  that 
means  that  a  meeting  of  creditors  under  341  will  have  to  be  timely 
called  and  the  creditors  will  appear  and  elect.  I  see  no  delay  or  preju- 
dice resulting  from  that.  I  can  certainly  state  that  the  trade  groups  that 
I  have  been  in  touch  with  believe  they  have  a  right  to  do  that  and  feel 
that  this  legislation  deprives  them  of  that  right. 

Mr.  Levit.  Mr.  Chairman,  I  would  like  to  comment  further. 

Senator  DeConcini.  Excuse  me  just  a  moment. 

Are  you  concerned  that  if  we  have  some  percentage  that  you  could 
not  get  enough  creditors  to  elect,  whether  it  is  35  percent  or  10  percent? 

Mr.  Macey.  My  experience  along  those  lines,  Mr.  Chairman,  has 
been  in  connection  with  the  other  provisions  of  the  Bankruptcy  Act, 
namely  the  filing  of  an  involuntary  bankruptcy  petition  which  requires 
three  creditors. 

There  are  many  situations  that  I  have  run  into  where  one  creditor 
believes  that  it  is  in  his  best  interest  to  file  an  involuntary  bankruptcy 
petition,  and,  as  a  result,  he,  unable  to  act  for  himself,  has  got  to  find 
two  others. 

Granted  that  he  may  not  know  who  the  other  creditors  are.  In  this 
situation,  the  creditors  will  be  listed.  But  this  requirement  of  three 
creditors  has  made  the  filing  of  involuntary  petitions  somewhat 
unwieldy.  And,  again,  I  refer  to  the  point  that  in  the  beginning  the 
Commission  proposed  that  only  one  creditor  file  and  be  authorized  to 
file  an  involuntary  bankruptcy  petition.  That  was  subsequently 
changed. 

I  know  that  the  reason  was  the  difficulty  in  getting  to  other  credi- 
tors. This  is  the  only  country,  I  think,  that  has  a  provision  that  three 
creditors  must  join  to  file  the  involuntary.  If  it  is  that  difficult  in  an 
involuntary,  then  I  have  no  reason  to  think  that  it  would  be  easy  to 
organize  20  percent  of  the  creditors,  and  I  think  even  the  proponents 
of  this  say,  "Well,  the  only  time  this  will  really  come  into  play  is  if 
you  have  a  trade  group  that  is  very  strong  and  very  interested  in  the 
particular  case." 

Senator  DeConcini.  Mr.  Levit? 

Mr.  Levit.  I  think  one  also  has  to  remember  that  under  the  provi- 
sions of  S.  2266,  as  well  as  the  provisions  of  the  House  bill,  by  the  time 
the  creditors  come  to  a  meeting  which  may  be  presided  over  by  the  in- 
terim trustee  there  will  be  in  office  an  interim  trustee  who  under  your 
bill  will  be  appointed  by  a  court  and  under  the  House  bill  would  have 
been  appointed  by  the  U.S.  trustee. 

But  a  man  who  is  already  operating  in  office  will  be  there,  and  so  it 
will  not  be  the  matter  of  an  election  anew.  It  will  be  a  matter  of  voting, 
to  use  the  vernacular,  to  "kick  out"  an  official  appointee.  That  can 
be  an  inhibiting  factor. 

Combined  with  that,  a  percentage  requirement,  in  our  opinion, 
would  inhibit  creditors  from  electing  trustees  in  many  cases  where  it 
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might  be  the  preference  of  a  large  majority,  a  true  majority  or  a  large 
plurality  of  the  creditors  that  some  other  individual  administer  the 
estate. 

Mr.  Chatz.  Mr.  Chairman,  I  have  one  comment. 

Whether  or  not  the  20  percent  would  be  easy  or  difficult  to  get,  it  is 
the  position  of  our  league  that  even  though  we  support  the  separation 
of  administrative  duties  from  the  judicial  duties  of  the  court,  we  have 
to  oppose  anything  that  would  take  away  from  the  creditors  the  right 
to  elect  their  trustee  and  their  representative. 

It  might  be  difficult  to  interpret  procedure  as  to  whether  it  would 
be  simpler  to  elect  the  trustee,  but  we  feel  it  is  the  creditor's  right  to 
elect  its  representative. 

Senator  DeConcini.  Were  you  gentlemen  here  this  morning  when 
the  Treasury  testified? 

Mr.  Levit.  Yes;  we  were. 

Senator  DeConcini.  Would  you  care  to  comment  on  their  testi- 
mony? 

Mr.  Levit.  We  certainly  would.  I  found  the  approach  taken  by 
the  Treasury  Department — and  although  the  League  Board  didn't 
hear  it,  I  know  we  can  speak  for  the  League — was  disturbing  because 
the  Government  is  not  a  separate  institution.  The  Government  is 
the  representative  of  all  the  citizens  and  taxpayers. 

There  were  two  things  I  found  disturbing.  I  found  the  great  con- 
cern for  preservation  of  the  tax  priority  as  against  other  creditors 
to  be  extremely  one  sided.  The  fact  of  the  matter  is  that  while  it  is 
true  that  the  Government  is  the  only  institution  that  does  not  choose 
its  debtors,  the  Government  is  also  the  only  institution  that  has  the 
power,  No.  1,  to  spread  the  loss  among  140  or  150  million  taxpayers 
and,  No.  2,  it  is  the  only  institution  that  has  the  power  to  levy  taxes. 

The  fact  of  the  matter  is,  as  I  understand  it,  the  so-called  Govern- 
ment priority  dates  back  to  the  same  period  of  time  and  the  same 
philosophy  as  the  divine  right  of  kings  and  sovereign  immunity.  I 
would  think  that  it  would  be  a  more  enlightened  position  for  the 
Government  to  take,  that  when  there  is  a  loss  that  it  should  share  the 
loss  along  with  its  own  citizens  who  have  also  extended  credit  and 
who  may  not  technically  be  fiduciaries  but  who,  in  most  instances, 
are  less  equipped  to  stand  the  loss  than  the  Government  is. 

I  was  particularly  disturbed  at  the  suggestion  that  justice  is  served 
by  not  filing  notice  of  tax  liens,  so  that  creditors  continue  to  extend 
credit. 

If  one  of  our  individual  clients  were  to  enter  into  an  arrangement 
with  a  debtor  whereby  he  agreed  deliberately  not  to  record  a  mort- 
gage or  a  lien  so  that  other  creditors  might  continue  to  extend  security, 
then  the  courts  would  very  quickly  characterize  that  as  an  acutal 
fraudulent  agreement. 

It  seems  to  me  that  it  may  very  well  be  that  creditors  who  are 
dealing  with  a  debtor  may  be  better  advised  to  continue  dealing 
even  though  it  has  tax  liabilities.  But  I  think  they  are  entitled  to 
make  that  decision  based  on  knowledge  of  the  facts. 

If  in  fact  the  taxpayer  is  delinquent  and  if  there  are  taxes  which 
are  to  be  liened  and  for  which  liens  do  exist,  then  I  think  the  position 
of  the  Government  ought  to  be  that  as  promptly  as  possible  public 
notice  ought  to  be  filed  so  that  all  persons,  including  the  categories 
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of  third  parties  that  Mr.  Dixon  referred  to — general  creditors— will 
know  with  whom  they  are  dealing  and  make  an  informed  choice. 

Senator  DeConcini.  Don't  your  clients  attempt  to  negotiate  or 
work  out  problems  prior  to  filing  a  lien?  Is  that  true? 

Mr.  Levit.  My  clients,  who  in  various  cases  include  both  secured 
creditors  and  debtors,  always  attempt  to  do  it,  and  they  attempt  to 
do  it  after  the  filing  of  the  lien. 

Senator  DeConcini.  You  think  the  Government  should  do  the 
same? 

Mr.  Levit.  I  think  the  Government  should  attempt  to  do  it,  but 
I  think  that  is  one  thing.  I  think  that  in  many  instances  it  has  been 
my  experience  that  Internal  Revenue  agents  and  officers  are  very  often 
less  than  realistic  in  their  approach  to  these  matters.  But  I  do  not 
think 

Senator  DeConcini.  You  mean  too  liberal  in  not  filing? 

Mr.  Levit.  I  would  not  use  the  word  "liberal."  It  has  been  my 
experience  that  they  have  often  been — "negligent"  would  be  too 
strong  a  word — dilatory  in  not  filing,  and  then  when  they  do  file  and 
when  they  do  take  action,  they  then  become  over  zealous  in  an 
attempt  to  make  up  for  lost  time. 

It  seems  to  me  that  if  the  Government  wants  the  advantages  of  a 
lien  position  and  a  priority  position,  then  it  should  be  prepared  to 
file.  If  in  its  opinion  it  would  be  better  off,  that  is,  that  it  would  be 
better  for  all  concerned  that  a  notice  of  lien  should  not  be  filed,  then 
I  don't  think  the  Government  should  get  any  special  advantages  by 
virtue  of  an  unfiled  lien  or  by  virtue  of  a  blanket  priority  situation  as 
extensive  as  they  would  advocate. 

Senator  DeConcini.  If  you  tried  to  create  an  either-or  position, 
would  that  cause  problems? 

Mr.  Levit.  I  have  never  seen  a  situation  where  an  either-or  require- 
ment does  not  create  problems.  I  am  sure  this  would  be  no  exception. 

I  think  each  of  these  things  has  to  be  approached  on  a  case-by-case 
basis. 

Senator  DeConcini.  What  do  you  think  of  Treasury's  argument 
about  their  fiduciai$r  relationship? 

Mr.  Levit.  I  think  it  is  overstated.  I  think,  first  of  all,  the  fact  of 
the  matter  is  that  the  fiduciary  relationship,  as  imposed  by  the 
statute,  frequently  falls  on  people  who  are  not  in  any  sense  fiduciaries. 
The  position  of  the  Treasury  which  has  been  to  a  large  extent  upheld 
by  the  courts  is  that  every  officer  or  director  of  a  distressed  corpora- 
tion is  a  fiduciary  with  regard  to  withheld  taxes,  including  very  often 
officers  and  directors  who  serve  perhaps  foolishly  but  in  name  only 
and  have  very  little  to  say  about  what  really  goes  on. 

I  think  also  the  approach  that  was  referred  to  in  one  of  the  state- 
ments that  anybody  who  pays  any  creditors  at  all  when  there  is  a 
trust  fund  tax  outstanding  is  violating  a  trust  fund  is  just  unrealistic 
because  you  cannot  operate  a  business  without  paying  creditors  and 
without  buying  merchandise  and  paying  for  it  and  contracting  for 
goods  and  paying  for  them. 

So,  if  a  company  is  going  to  be  permitted  to  exist,  it  will  have  to 
make  payments  in  the  ordinary  course  of  business.  This  penalizes 
people  for  taking  actions  over  which  they  have  no  control. 
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Senator  DeConcini.  How  about  the  Government  not  being  there? 
Your  clients  are  there  dealing  with  the  party  on  a  daily  basis  or  a 
weekly  basis.  The  Government  does  not  know  what  the  income  tax 
may  be  until  the  end  of  the  year,  or  if  it  is  a  withholding  tax  until  the 
next  withholding  period. 

Mr.  Levit.  First  of  all,  it  is  not  usually  income  tax  for  the  obvious 
reason  that  companies  that  are  in  distressed  conditions  do  not  ordi- 
narily owe  income  taxes.  It  is  usually  withholding  taxes  or  withheld 
taxes. 

Mr.  Levit.  I  understand  the  requirements.  I  understand  the  re- 
quirements that  are  imposed  even  on  such  a  small  operation  as  my  own 
law  office.  You  are  required  to  file  deposits  with  your  own  bank,  in 
some  cases,  in  2  weeks  and  in  some  cases,  5  days,  after  a  pay  period. 
You  are  required  to  file  returns  within  3  months,  that  is,  every  3 
months  within  30  days  thereafter. 

The  Government,  it  seems  to  me,  with  all  their  facilities  and  their 
computerized  systems — there  is  no  reason  why  they  cannot  be  ad- 
vised when  a  taxpayer  is  delinquent  much  more  promptly  than  they 
do.  They  can  at  that  time  make  a  decision  either  to  take  action  or  not 
to  take  action.  Which  ever  decision  they  make,  theD  they  should  have 
to  bear  the  consequences  just  like  the  rest  of  us  do. 

Senator  DeConcini.  Mr.  Chatz? 

Mr.  Chatz.  It  is  unfortunate  that  when  you  deal  with  a  debtor  who 
is  prepared  for  a  bankruptcy  proceeding,  that  they  do  desperate  things. 
These  are  things  they  would  not  do  under  normal  circumstances. 

However,  they  are  not  criminals.  They  intend  to  bail  out.  At  least 
that  is  what  they  believe  when  they  do  these  desperate  things.  The 
fact  that  they  may  utilize  the  withholding  tax  dollars,  which  is  so  often 
the  case,  and  ultimately  be  personally  liable  for  them  at  a  later  date,  is 
unfortunate. 

Whether  or  not  the  Government  in  all  of  its  maze  can  discover  this 
sooner  is  hard  to  understand.  But  we  feel  that  they  should  be  on  top 
of  the  taxpayer  as  best  they  can  and  not  penalize  them  further  for  that 
type  of  an  offense. 

Mr.  Levit.  I  do  not  have  the  statistics  in  front  of  me,  but  those  that 
I  have  seen  tend  to  indicate  that  the  overall  tax  losses  in  bankruptcy 
cases,  although  they  may  run  into  the  millions,  are  really  only  a  negli- 
gible percentage  of  the  total  revenues  of  both  Federal  and  State  gov- 
ernments. 

The  amount  of  additional  tax  burden,  which  is  thus  spread  out 
over  the  rest  of  the  taxpaying  public,  is  virtually  infinitesimal. 

Senator  DeCoNCiNi.  Of  course,  one  of  the  things  we  will  never 
know  is  whether  or  not  that  existing  law  is  a  deterrent  for  nonpayment 
for  people  if  it  does  encourage  people  to  go  ahead  and  see  that  those 
things  are  paid.  I  do  not  know  if  you  gentlemen  have  ever  served 
as  a  director  or  an  officer  of  a  corporation,  but  you  kind  of  get  inter- 
ested in  it  even  though  you  may  not  be  running  the  office  when  you 
know  that. 

Mr.  Levit.  With  regard  to  some  of  my  clients,  I  wish  it  were 
more  of  a  deterrent  than  it  is  because  many  of  them  very  foolishly 
get  involved  in  these  situations  where  they  have  no  financial  interest. 

I  would  also  like  to  respond  to  the  suggestion  made  by  the  repre- 
sentative of  the  Treasury  that  dischargeability  of  tax  claims  is  going 
to  lead  to  easy  bankruptcies  or  bankruptcies  as  the  easy  way  out. 
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I  say,  and  I  think  I  have  represented  many  bankrupts  in  all  phases, 
individuals  and  businesses,  both  scrupulously  honest  bankrupts  and 
people  who  were  somewhat  less  than  honest  but  there  is  nothing  easy 
about  bankruptcy.  In  most  instances,  the  overwhelming  number  of 
bankruptcies  are  resorted  to  because  there  is  no  other  way  out.  All 
too  often  when  it  is  tax  liabilities  with  the  interest  and  the  penalty, 
there  just  is  no  way  out. 

The  League,  even  though  it  is  primarily  a  creditor-oriented  organi- 
zation, has  always  supported  liberalization  of  the  dischargeability 
provisions,  particularly  with  respect  to  tax  claims. 

Mr.  Macey.  I  think  there  is  considerable  merit  to  establishing 
some  type  of  time  period  in  which  the  Government  must  act.  Too 
often  there  is  no  attention  given  to  the  filing  of  liens  or  making  col- 
lection efforts,  and  the  taxes  roll  up  until  such  time  as  the  bankruptcy 
results.  So,  there  is  no  hope  of  any  dividend  to  creditors  because  of 
the  inordinate  size  of  the  tax  claims. 

Frequently  when  the  bankruptcy  is  filed,  the  Government  then, 
through  their  agents,  go  into  the  proceedings  and  they  willy-nilly 
assess  claims  which  at  that  particular  time,  since  the  principal  is 
gone,  it  is  very  difficult  for  the  trustees  of  those  administering  the 
estate  to  contradict. 

I  think  it  would  be  a  significant  step  if  the  Government  could 
be  put  under  some  kind  of  time  frame,  like  2  years  or  whatever, 
within  which  to  assess  the  taxes.  Otherwise  they  would  be  discharged. 

I  think  that  would  be  a  big  help. 

Mr.  Levit.  I  would  like  to  comment  on  two  comments  made  by 
representatives  of  the  Bankers  Association.  I  think  the  League,  as  a 
group,  would  disagree  with  these. 

The  first  was  the  suggestion  that  secured  creditors  should  be  eligible 
to  sit  on  committees  of  unsecured  creditors.  As  we  stated  in  our  pre- 
pared statement,  we  were  delighted  with  the  fact,  and  we  are  pleased 
to  see  that  the  Senate  has  restored  to  unsecured  creditors  the  right  to 
elect.  I  think  secured  creditors  should  have  the  right  where  they  think 
it  appropriate  to  select  committees  of  secured  creditors. 

But,  by  and  large  in  a  typical  organization,  the  approach  and 
objectives  and  interest  of  secured  creditors  and  unsecured  creditors 
are  so  sharply  divergent  that  it  would  not  be  fair  to  have  secured 
creditors  to  sit  on  unsecured  creditors  committees,  particularly  since 
their  particular  interests  are  such  that  they  would  frequently  be  able 
to  dominate  such  a  committee. 

Second,  I  would  have  to  dissent  very  strongly  from  the  statement, 
I  believe,  by  one  of  the  representatives  of  the  regional  bankers  that 
most  small  businesses,  most  privately  held  businesses,  are  not  readily 
rehabilitated.  If  that  is  what  was  intended  by  his  statement,  I  do  not 
have  to  say  that  my  own  experience  and  that  of  the  gentleman  here — 
and  I  think  of  most  of  the  attorneys  who  have  testified  in  these 
proceedings  and  who  have  practiced  in  the  bankruptcy  court — would 
be  just  the  opposite. 

Senator  DeConcini.  Thank  you. 

Are  there  any  questions  from  staff? 

Mr.  FEidler.  Let  me  ask  a  couple  of  brief  questions.  This  morning 
there  was  some  testimony  about  the  question  of  whether  there  should 
be  a  maximum  number  of  creditors  allowed  on  a  creditors  committee. 
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There  is  some  suggestion  that  there  should  be  and  that  that  number 
should  be  1 1 ,  which  is  the  current  rule. 

Do  you  think  there  should  be  a  limit?  If  so,  what  number  would  you 
suggest? 

Mr.  Chatz.  In  response  to  that  question,  we  do  think  that  there 
should  be  a  limit.  Eleven  seems  to  work  well.  It  is  difficult  in  any 
committee,  when  a  committee  becomes  too  large,  if  there  is  a  true 
election  of  creditors  committee  by  those  creditors  who  qualify  to  vote, 
and  the  committee  does  consist  of  11  members;  we  think  that  works 
and  is  appropriate. 

However,  a  committee  could  be  5,  or  7,  but  I  think  more  than  11 
may  be  unworkable. 

Mr.  Dixon.  Under  present  law  trade  associations  are  able  to 
solicit  claims  for  the  purpose  of  voting,  and,  in  fact,  do.  In  the  election 
of  a  standby  trustee,  or  creditors  committee,  it  is  often  the  trade 
association  that  has  solicited  the  claims  and  controls  the  voting. 

What  is  the  history  behind  allowing  trade  associations  to  solicit 
claims?  Do  you  think  we  ought  to  continue  that  practice? 

Mr.  Macey.  My  understanding  is  that  that  developed  through 
bankruptcy  rule  208.  There  was  no  particular  limitation  on  the  solic- 
itation by  trade  associations  until  that  was  promulgated.  Then  208 
carved  out  this  exception  for  the  solicitation  by  trade  associations. 
Then,  as  I  recall  208,  the  solicitation  can  only  be  of  members  of  the 
association  and  not  a  general  solicitation. 

I  suppose  that  the  advisory  committee,  which  promulgated  the 
bankruptcy  rules,  concluded  that  there  should  be  some  basis  to  enable 
groups  with  a  common  interest  to  notify  members  of  the  common 
interest  to  permit  them  to  participate  in  the  administration  which 
obviously  that  type  of  solicitation  would  result  in. 

Mr.  Dixon.  Do  you  know  of  any  abuses  in  that  practice?  Do  trade 
associations  regularly  control  the  election  of  trustees  and  creditors 
because  they  can  solicit? 

Mr.  Macey.  Not  at  all.  My  experience  has  been  that  when  a  group 
is  interested  and  involved  enough  to  endeavor  to  elect  a  trustee,  there 
is  going  to  be  a  sound  and  monitored  administration  of  the  estate. 

Mr.  Levit.  I  would  like  to  add  this  different  point  of  view. 

It  seems  to  me  that  everything  is  subject  to  abuse  and  even  if  one 
would  grant  that  abuses  can  occur  in  solicitation  and  that  they  do, 
that  the  answer  is  the  type  of  regulations,  such  as  we  see  in  present 
rule  208,  or  more  expanded  or  stringent  regulations  rather  than  to 
say  that  you  will,  in  effect,  disenfranchise  or  require  a  minimum.  The 
analogy  comes  to  mind  immediately  of  the  electoral  process  in  a 
democratic  society. 

I  think  we  all  have  to  say  that  we  know  that  abuses  can,  and  do, 
exist,  but  I  have  never  heard  of  anybody  seriously  suggest  that  as  a 
prerequisite  to  electing  anybody  to  any  public  office,  that  you  must 
get  a  vote  of  a  certain  percentage  of  the  electorate. 

Mr.  Dixon.  You  do  not  mean  to  suggest  that  the  trade  associations 
are  analogous  to  political  parties,  do  you? 

Mr.  Levit.  I  am  not  familiar  enough  with  the  inner  workings  of 
either  to  make  that  suggestion,  or  to  deny  it. 

Mr.  Macey.  I  suppose  it  could  be  said  that  this  sort  of  legislation, 
or  perhaps  208,  is  discriminatory  to  those  who  are  not  members 
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of  trade  associations.  Perhaps  the  20-percent  rule,  which  really  is 
weighted,  I  guess,  with  the  sentiment  being  that  the  only  time  there 
will  be  an  election  is  when  there  is  an  association,  and  that  really 
works  against  the  small  supplier  and  manufacturer  who  is  not  a  part 
of  a  group  or  who  is  not  involved  in  a  group  who  could  organize  to 
arrange  for  the  administration  of  the  estate. 

Mr.  Dixon.  I  have  no  further  questions,  Mr.  Chairman. 

Senator  DeConcini.  Does  your  statement  deal  with  the  uniform 
exemption? 

Mr.  Levit.  The  position  of  the  league  was  stated  on  the  original 
bill,  that  is,  H.R.  31  and  32,  and  the  Senate  bill.  In  that  statement  we 
said  that  we  favored  a  standard  uniform  exemption.  Although  the 
committee  was  divided,  the  majority  favored  a  standard  nationwide 
exemption. 

Senator  DeConcini.  With  a  ceiling? 

Mr.  Levit.  We  favored  a  Federal  exemption  without  regard  to 
State  law.  We  did  not  oppose  the  type  of  provision  that  the  House 
recommended,  that  is,  with  an  alternative  where  a  debtor  could  opt 
either  the  State  exemptions  or  the  nonbankruptcy  exemptions  or  the 
standard  bankruptcy  exemptions  because  we  recognized  that  there 
were  problems  in  depriving  the  debtor  of  the  right  of  exemptions  that 
we  have  under  State  law. 

Although  the  league,  as  a  body,  has  not  specifically  considered  this 
provision  of  S.  2266,  I  think  we  would  oppose  a  provision,  which,  as  I 
understand  it,  refers  the  question  completely  to  the  State  and  thus 
preserves,  in  effect,  50  different  systems. 

Senator  DeConcini.  Thank  you. 

Mr.  Chatz.  We  want  to  again  thank  you,  Mr.  Chairman. 

When  we  were  here  this  morning  listening  to  other  statements,  that 
provokes  the  element  of  debate  in  lawyers.  We  hope  we  will  have  an 
opportunity  to  reflect  a  little  bit  on  what  we  heard  today  and  submit 
additional  testimony. 

Senator  DeConcini.  We  will  keep  the  record  open  until  January  31. 
We  welcome  any  further  submissions. 

Without  objection,  so  ordered. 

[The  supplemental  statement  of  the  Commercial  Law  League  of 
America  follows :] 

Supplemental  Statement   of   the   Commercial   Law   League   of    America 

With  Respect  to  S.  2266 

(January  28,  1978) 

To:  Subcommittee  on  Improvements  in  Judicial  Machinery  of  the  Senate  Judiciary 
Committee? 
Gentlemen:  In  accordance  with  the  permission  graciously  granted  to  us  by 
your  Chairman  on  November  29,  1977,  we  are  pleased  to  submit  herewith  the 
supplemental  statement  of  the  Commercial  Law  League  of  America  with  respect  to 
the  provisions  of  S.  2266,  the  proposed  revisions  of  the  bankruptcy  laws  of  the 
United  States.  The  statement  will  deal  primarily  with  the  major  points  of  differ- 
ence in  substantive  law  between  S.  2266  as  introduced,  and  H.R.  8200  as  reported 
by  the  Committee  on  Judiciary  of  the  House  of  Representatives. 

1.  INVOLUNTARY  PROCEEDINGS— S.  2266  adds  as  a  ground  for  involun- 
tary relief  the  actual  failure  of  a  debtor  to  pay  a  major  portion  of  its  debts.  The 
League  supports  this  provision. 

2.  PROPERTY  OF  THE  ESTATE— Both  H.R.  8200  and  S.  2266  exclude  from 
the  property  of  the  Estate,  property  held  by  the  debtor  under  a  spendthrift  trust 
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which  would  be  recognizable  under  applicable  nonbankruptcy  law  (sec.  541  (c)  (2)) . 
S.  2266  however,  restricts  this  exclusion  to  the  amount  of  income  from  such  trust 
which  is  reasonably  necessary  to  the  support  of  the  debtor  and  his  dependents.  The 
League  believes  this  restriction  to  be  unwise.  First,  it  would  place  the  Court  in  the 
position  of  deciding  in  each  individual  instance  what  is  an  appropriate  standard  of 
living  for  the  individual  debtor  and  the  resulting  inequities  from  time  to  time  and 
from  jurisdiction  to  jurisdiction  would  be  great.  Second,  it  would  cause  time-con- 
suming and  expensive  litigation.  In  addition,  it  would  unduly  prohibit  testators 
or  inter  vivos  trust  settlors  from  reasonably  protecting  the  corpus  of  their  property 
from  unwarranted  dissipation  by  their  beneficiaries. 

3.  SPECIAL  TREATMENT  OF  REVENUE  CLAIMS— S.  2266  exempts 
revenue  payments  from  attack  as  preferences  (§  547(b)(2))  and  similarly  exempts 
tax  claims  from  application  of  the  doctrine  of  equitable  subordination  where 
otherwise  appropriate  (§  510(b)(1)).  The  League  disapproves  of  this  special 
treatment  for  revenue  claims. 

4.  FRAUDULENT  TRANSFERS,  (§  548)— Both  H.R.  8200  and  S.  2266 
substitute  a  test  of  "reasonably  equivalent  value"  for  the  present  test  of  "fair 
consideration,"  to  determine  whether  a  transfer  may  be  vulnerable  as  a  fraudulent 
consideration.  This  has  the  effect  of  eliminating  the  "good  faith  requirement" 
presently  an  essential  element  of  "fair  consideration".  (Bankruptcy  Act.  (§  67d 
1(e)(1))).    The   League   believes   that   the    "good-faith  requirement"  should  be 

5.  CLAIMS  AGAINST  THE  ESTATE— In  this  particular  area  and  par- 
ticularly in  the  treatment  of  tax  claims  S.  2266  favors  taxing  bodies  to  a  much 
greater  extent  than  does  H.R.  8200.  S.  2266  would  grant  priority  to  almost  all 
tax  claims,  regardless  of  when  incurred.  H.R.  8200  on  the  other  hand  would 
deny  prioiity  (except  under  special  circumstances)  to  withholding  and  employer- 
employee  taxes  due  more  than  two  years  before  the  date  of  the  petition,  and 
to  most  other  taxes  due  more  than  one  year  prior  to  the  date  of  the  petition. 
S.  2266  also  exempts  liens  on  real  property  and  on  personal  property  which 
has  been  seized  by  governmental  units  from  the  postponement  and  "carve-out" 
provisions  of  §  724.  The  League  strongly  prefers  the  approach  taken  by  H.R.  8200. 

H.R.  8200  limits  landlord's  claims  in  both  liquidation  and  reorganization 
cases  to  the  greater  of  one  year's  rent  or  10  percent  (not  to  exceed  three  years) 
of  the  remaining  term  (§  502b  (7)).  S.  2266  increases  the  maximum  to  three 
years  regardless  of  percentage  in  a  reorganization  case.  The  League  prefers 
the  House  version  and  believes  the  same  limitations  should  apply  to  leases  of 
personalty  as  well  as  leases  of  real  property. 

Similarly,  the  League  prefers  the  provisions  of  H.R.  8200  with  respect  to 
determination  of  tax  liability  of  the  estate,  whereunder  the  Bankruptcy  Court 
is  given  jurisdiction  to  hear  and  determine  any  such  questions  rather  than  the 
approach  of  S.  2266  whereunder  the  trustee's  only  remedy  is  to  apply  to  the 
appropriate  revenue  agency  for  an  expedited  determination  (§  505). 

5.  2266  also  differs  from  H.R.  8200  in  the  priorities  given  to  wage  claim  and 
consumer  claim.  S.  2266  reduces  the  overall  wage  priority  from  $2,400  to  $1,800 
and  reduces  the  period  of  priority  for  contribution  to  benefit  plans  from  one 
year  to  ninety  days.  S.  2266  also  reduces  the  priority  claims  of  retail  customers 
from  $2,400  to  $600  and  subordinates  the  same  to  tax.  The  League  favors  the 
House  position. 

6.  SALE,  LEASE  AND  USE  OF  PROPERTY— Both  bills  require  a  show- 
ing of  "adequate  protection"  as  a  prerequisite  to  sale  or  use  of  certain  types 
of  encumbered  property — particularly  the  so-called  soft  collateral  (§§352-362). 
Adequate  protection  is  specifically  defined  by  §  361.  The  standards  applied 
by  S.  2266  are  considerably  stricter  than  those  of  H.R.  8200.  In  the  opinion  of 
the  League  the  stricter  standards  of  S.  2266  are  appropriate  and  necessary  in 
order  to  protect  undue  impairment  of  the  interest  of  secured  creditors  and  other 
entities  holding  an  interest  in  the  property  of  the  estate. 

S.  2266  requires  the  Court  to  grant  relief  from  a  stay  if  it  finds  the  debtor 
has  no  equity  in  the  property  (§  362(d)  (g)).  The  League  disapproves  of  this 
provision  because  it  would  prevent  the  Court  from  rehabilitating  many  debtors 
for  whom  rehabilitation  is  presently  available  under  the  "Cram  down"  pro- 
visions of  Chapter  XII. 

S.  2266  specifically  authorizes  an  entity  having  an  interest  in  property  to  bid 
in  its  interest  at  a  sale  of  the  property  in  question,  just  as  is  permitted  at  a  mort- 
gage foreclosure  sale  (§  363(e)).  The  League  approves  this  provision. 


619 

S.  2266  requires  a  fair  upset  price  and  30  days  notice  to  adverse  interests  prior 
to  a  sale  free  and  clear  of  such  interest  (§  363(f)).  The  League  approves  this  pro- 
vision but  believes  there  should  be  discretion  to  shorten  or  waive  the  notice  period 
where  necessary  to  avoid  undue  loss  or  expense. 

S.  2266  permits  termination  of  leases  by  lessors  under  certain  conditions  where 
H.R.  8200  would  prohibit  such  termination  (§  365b(3)).  The  League  prefers  the 
House  approach. 

7.  DISCHARGE— A.  Tax  Claims— Both  bills  substantially  link  discharge- 
ability of  tax  claims  to  the  priority  provision.  Accordingly,  inasmuch  as  the 
League  prefers  the  approach  of  H.R.  8200,  as  to  the  question  of  priority  tax 
claims,  the  League  similarly  prefers  the  provisions  of  H.R.  8200  with  regard  to 
dischargeability. 

B.  Alimony  and  Property  Settlement  Claims — The  League  approves  the 
specific  provisions  of  S.  2266  which  provide  that  a  debt  shall  not  be  excepted 
from  discharge  solely  because  the  debtor's  spouse  prior  to  the  separation  agree- 
ment or  divorce  decree  may  be  discharged  (§  523a(6)). 

C.  S.  2266  excepts  fines  and  penalty  and  educational  loans  from  a  discharge  in 
bankruptcy  but  provides  that  educational  loans  may  be  discharged  on  a  finding 
of  undue  hardship.  The  League  believes  that  both  of  these  types  of  debts  should 
be  dischargeable  in  bankruptcy  as  a  matter  of  right  (§  523(7)  (80)). 

8.  ATTORNEY'S  FEES— H.R.  8200  grants  attorneys'  fees  to  a  debtor  at  any 
time  when  he  is  successful  in  a  discharge  proceeding.  S.  2266  awards  fees  only  if 
the  proceeding  was  frivolous  or  not  in  good  faith.  The  League  prefers  the  pro- 
visions of  S.  2266. 

9.  EFFECT  OF  DISCHARGE— A.  Revival  of  debt— Under  H.R.  8200  an 
agreement  reviving  a  debt  is  absolutely  void  except  when  entered  into  with  Court 
approval  in  settlement  of  a  legitimate  dispute  (§  524(c)(d)).  S.  2266  on  the  other 
hand  permits  revivals  of  debts  but  provides  that  they  must  be  in  writing  and  may 
be  rescinded  by  the  debtor  within  30  days.  The  League  prefers  the  approach  of 
H.R.  8200. 

B.  Redemption  of  Encumbered  property — H.R.  8200  grants  to  all  consumer 
debtors  the  right  to  redeem  encumbered  property  by  paying  to  the  creditor  the 
fair  value  of  its  secured  interest  of  that  property.  S.  2266  excludes  purchase  money 
security  interests  from  the  redemption  provision.  In  the  opinion  of  the  League, 
purchase  money  security  interests  should  not  be  excluded. 

10.  ACTIONS  ON  BEHALF  OF  CREDITORS— H.R.  8200  permits  the 
trustee  under  limited  conditions  to  bring  actions  on  behalf  of  certain  creditors  or 
classes  of  creditors  or  equity  security  holders.  S.  2266  deletes  this  pro- 
vision (§  544(c)).  The  League  believes  such  action  should  be  authorized  under 
the  limitations  prescribed  by  H.R.  8200. 

11.  EXEMPTIONS— The  League  favors  the  provisions  of  H.R.  8200  which 
provide  that  the  debtor  may  elect  either  the  minimum  specified  exemptions  set 
forth  in  the  Bankruptcy  Act  or  such  exemptions  as  would  be  available  under 
federal,  state  or  local  applicable  non-bankruptcy  law. 

12.  REORGANIZATION — A.  We  again  want  to  reiterate  our  strong  prefer- 
ence for  the  provisions  of  S.  2266  providing  for  election  of  creditors'  committees 
and  trustees  in  reorganization  cases  over  the  corresponding  provisions  of  H.R. 
8200  providing  solely  for  court  appointment.  We  also  want  again  to  record  our 
opposition  to  the  20%  minimum  requirement  for  election  of  trustees  and  the 
prohibition  of  creditors'  attorneys  from  representation  of  creditors'  committees 
(sec.  1103(b)). 

B.  S.  2266  restores  a  so-called  "two  track"  system  with  separate  treatment 
for  public  companies  having  non-trade  debts  in  excess  of  $5,000,000  and  more  than 
1,000  security  holders.  It  has  long  been  the  position  of  the  League  that  while  a 
single  consolidated  organization  chapter  is  ideally  desired,  it  is  virtually  impossible 
to  fashion  a  single  system  which  is  appropriate  for  the  reorganization  of  the  widely 
varying  types  of  entities  that  come  before  the  Federal  Court.  For  this  reason  we 
concur  in  the  decision  to  treat  public  companies  differently  from  non-public  com- 
panies. We  also  approve  of  the  clear-cut  objective  test  for  determination  of  what 
constitutes  a  public  company.  However,  we  have  the  following  suggestions: 

1.  We  oppose  the  provision  for  an  absolutely  mandatory  trustee  in  every  case 
involving  a  public  company.  We  believe  it  should  be  sufficient  to  provide  that  a 
trustee  should  be  appointed,  except  when  the  Court  finds  that  the  protection  of  a 
trustee  is  unnecessary  or  that  the  expense  and  inconvenience  would  be  dispro- 
portionate to  the  protection  available  (Cf.  §  102  of  Bill  introduced,  Bankruptcy 
Commission) . 
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2.  The  provisions  with  respect  to  prior  approval  and  application  of  the  "fair 
and  equitable"  rule  to  plans  involving  public  companies  (§§  1126d,  1130(7)(8)) 
should  apply  only  where  the  proposed  plan  affects  or  impairs  the  interest  of  public 
security  holders.  If  a  "public  company"  can  be  reorganized  through  a  plan  which 
affects  only  non-public  debt  and/or  interests,  there  is  no  reason  why  such  a  plan 
should  not  be  accepted  and  confirmed  in  accordance  with  the  procedures  and 
standards  established  for  non  public  companies. 

C.  As  in  ordinary  liquidation  cases  S.  2266  sharply  differs  from  H.R.  8200  in 
the  treatment  to  be  given  to  tax  and  other  priority  claims.  H.R.  8200  merely 
requires  the  furnishing  of  property  of  equivalent  value.  S.  2266  requires  payment 
in  cash  of  U.S.  tax  claims  within  60  days.  The  League  agree*  that  it  is  highly 
unrealistic  to  expect  any  taxing  body  or  other  priority  creditor  to  accept  payment 
other  than  in  cash  and  to  this  extent  we  favor  the  approach  of  S.  2266  and  suggest 
its  extension  to  all  priority  claims  including  cost  of  administration.  We  do  not, 
however,  think  that  the  60  day  minimum  period  for  extension  of  time  should  be 
absolute  but  rather  should  be  left  to  the  discretion  of  the  Court. 

D.  Section  1112  of  both  bills  provides  for  dismissal  or  conversion  to  liquidation 
of  reorganization  proceedings.  H.R.  8200  requires  the  dismissal  or  conversion  to 
be  on  motion  of  a  party  in  interest  after  notice  and  hearing.  S.  2266  permits  it  to 
be  done  at  any  time  on  the  Court's  own  motion  and  adds  as  additional  grounds 
for  dismissal  continued  losses  or  lack  of  reasonable  possibility  of  rehabilitation. 
The  League  believes  that  dismissal  or  conversion  should  be  only  after  notice  and 
hearing,  but  approves  the  additional  grounds  set  forth  in  S.  2266. 

E.  H.R.  8200  and  S.  2266  require  as  a  prerequisite  to  confirmation  that  the 
Court  find  that  confirmation  is  not  likely  to  be  followed  by  either  a  liquidation  or 
further  need  for  rehabilitation  unless  the  plan  specifically  provides  for  liquidation. 
The  League  prefers  the  requirement  of  feasability  as  found  in  the  present  Act 
which  requires  only  that  the  debtor  or  reorganized  company  be  reasonably  likely 
to  be  able  to  carry  out  the  provisions  of  the  plan  as  confirmed. 

Senator  DeConcini.  We  thank  you  very  much. 

Our  next  witness  will  be  Commissioner  Philip  A.  Loomis,  Jr.,  Com- 
missioner of  the  Securities  and  Exchange  Commission.  He  is  accom- 
panied by  Aaron  Levy. 

Gentlemen,  your  full  statement  will  be  in  the  record.  If  you  will 
care  to  highlight,  we  would  appreciate  it. 

STATEMENT  OF  PHILIP  A.  LOOMIS,  JR.,  COMMISSIONER,  SECURI- 
TIES AND  EXCHANGE  COMMISSION,  ACCOMPANIED  BY  AARON 
LEVY,  DIRECTOR;  GRANT  GUTHRIE,  ASSOCIATE  DIRECTOR,  DI- 
VISION OF  CORPORATE  REGULATION;  IRVING  H.  PICARD,  ASSIST. 
ANT  GENERAL  COUNSEL;  AND  PHILIP  M.  MANDEL,  BRANCH 
CHIEF,  NEW  YORK  REGIONAL  OFFICE,  SECURITIES  AND  EX- 
CHANGE COMMISSION 

Mr.  Loomis.  Thank  you,  Mr.  Chairman. 

First,  I  want  to  thank  you  for  the  opportunity  to  be  here,  Mr. 
Chairman.  I  will  highlight  the  statement  which  you  referred  to. 

I  request  that  this  formal  statement  of  the  Commission  be  inserted 
in  the  record. 

Senator  DeConcini.  Without  objection,  so  ordered. 

The  prepared  statement  of  Philip  A.  Loomis,  Jr.,  follows:] 

Statement  of  the  Securities  and  Exchange  Commission 

November  29,  1977. 
Our  main  interest  is  Chapter  11  of  the  bill,  which  deals  with  business  reorganiza- 
tions as  distinguished  from  cases  of  liquidation  in  bankruptcy. 

We  appeared  before  this  Subcommittee  about  two  years  ago  to  testify  on  S. 
235  and  236,  the  predecessor  bills,  and  submitted  an  extensive  report  on  those 
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bills  (Hearings,  pp.  707-779).  Our  basic  objections  to  the  predecessor  bills  were 
that  they  failed  to  provide  adequate  protection  for  public  investors  who  are  sub- 
stantially affected  by  reorganizations  under  the  Bankruptcy  Act.  We  have  the 
same  objections  to  H.R.  8200  and  its  predecessors  (H.R.  31  and  32,  etc.). 

S.  2266  would  remedy  these  deficiencies.  In  terms  of  investor  protection  the 
basic  concept  in  the  bill  is  the  "public  company"  as  defined  in  Section  1101(3). 
To  that  definition  of  public  company  are  related  a  few  provisions  designed  for  the 
protection  of  public  investors,  such  as  the  mandatory  appointment  of  a  trustee, 
the  advisory  role  of  the  Commission,  the  fair  and  equitable  standard  for  plans  of 
reorganization,  and  the  solicitations  of  its  acceptance  by  security  holders.  In  other 
respects  the  administration  of  the  estate  would  not  differ  from  nonpublic  cases. 

S.  2266  contributes  greatly  to  the  resolution  of  what  has  been  a  basic  difficulty 
in  corporate  reorganizations  over  the  past  half  century.  The  corporate  reorgan- 
ization cases  which  come  before  the  courts  run  the  gamut  from  a  simple  composi- 
tion between  a  financially  embarrassed  small  business  and  its  bank  and  trade 
creditors  to  the  complete  restructuring  of  a  large  and  complex  enterprise  with  an 
intricate  capital  structure  involving  thousands  of  creditors,  large  and  small,  of 
numerous  types  and  thousands  of  public  investors  holding  a  variety  of  classes  of 
securities,  and  all  the  cases  in  between.  In  the  first  type  of  case  emphasis  was 
placed  on  simplicity,  speed,  low  cost,  and  an  essentially  negotiated  arrangement 
between  the  management  of  the  company  and  a  limited  number  of  sophisticated 
and  well-represented  creditors.  This  is  entirely  proper  where  these  are  the  only 
parties  at  interest.  But  the  attempt  to  use  this  model  where  there  were  numerous 
scattered  public  investors  too  often  resulted  in  a  reorganization,  which  sacrificed 
the  rights  and  interests  of  public  investors,  was  unfair  to  claimants  who  lacked 
bargaining  power,  and  often  perpetuated  an  unsound  financial  structure  and, 
perhaps,  an  unworthy  management. 

In  1938  the  Congress  sought  to  resolve  this  difficulty  by  dividing  reorganiza- 
tions into  two  chapters.  Chapter  XI  for  the  first  type  and  Chapter  X  for  the  sec- 
ond. This  was  a  great  reform,  particularly  in  the  degree  of  protection  given  to 
public  investors  and  the  soundness  of  reorganization  plans.  The  key  to  it  was  the 
independent  trustee. 

But  another  problem  developed.  The  basic  standard  as  to  whether  a  case 
belonged  in  Chapter  X  rather  than  Chapter  XI  was  the  scope  and  nature  of  the 
reorganizations  which  were  needed.  Management  and  large  creditors,  however, 
had  a  great  incentive  to  try  to  use  Chapter  XI  whenever  possible,  and  sometimes 
when  it  really  was  not  possible.  They  complained  about  the  delay,  expense  and 
disruptions  which  they  thought  were  involved  in  a  Chapter  X  case.  Considerable 
litigation  developed  over  whether  a  case  belonged  in  Chapter  X  or  Chapter  XI. 
This  issue  went  up  to  the  Supreme  Court  several  times.  That  Court  did  not  believe 
that  it  was  authorized  to  adopt  a  hard-and-fast  rule  which  would  govern  in  all 
cases. 

To  avoid  this  unprofitable  litigation  over  a  preliminary  issue,  the  various  bills 
which  this  Subcommittee  has  been  considering  would  combine  Chapters  X  and  XI 
The  avoidance  of  unnecessary  litigation  by  this  means  is,  in  itself,  desirable.  But 
the  predecessor  bill  accomplished  this  result  by  using  Chapter  XI  as  the  basic 
model,  with  all  the  sacrifice  of  investor  protection  which  that  entailed.  S.  2266 
preserves  the  concept  of  one  Chapter,  but,  by  providing  basic  safeguards,  partic- 
ularly the  independent  trustee  where  a  public  corporation  is  involved,  still  gives 
public  investors  the  protection  to  which  they  are  entitled. 

Reorganization,  in  its  fundamental  aspects,  involves  the  thankless  task  of 
determining  who  should  bear  losses  incurred  by  an  unsuccessful  business  and  how 
the  assets  of  the  estate  should  be  apportioned  among  creditors  and  stockholders. 
In  a  large  public  company  these  interests  are  diverse  and  complex,  and  the  most 
vulnerable  today  are  public  investors  who  own  subordinated  debt  or  equity 
securities.  The  principal  purpose  of  Chapter  X,  which  the  Congress  adopted  in 
1938,  was  to  counteract  the  natural  tendency  of  a  debtor  in  distress  to  pacify 
large  creditors,  with  whom  the  debtor  would  expect  to  do  business,  at  the  expense 
of  small  and  scattered  public  investors. 

At  issue  between  S.  2266  and  H.R.  8200  is  who  shall  control  the  reorganization 
process.  This  is  not  a  novel  issue  that  is  brought  to  the  Congress  for  the  first  time 
now.  Section  211  of  the  Securities  Exchange  Act  of  1934  directed  the  Commission 
to  make  a  study  and  investigation  of  the  work,  activities  and  functions  of  pro- 
tective committees  in  reorganization.  Its  extensive  report  laid  the  basis  for  the 
major  revisions  of  the  Bankruptcy  Act  and  the  present  Chapter  X  was  in  large 
part  drawn  to  remedy  the  deficiencies  disclosed  by  the  Commission's  investigation. 
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S.  2266  preserves  the  key  elements  in  Chapter  X  to  safeguard  the  interests  of 
public  investors.  H.R.  8200  abandons  these  essential  reforms,  and  the  reorgani- 
zation process  is  returned  to  the  debtors-in-possession  and  committees  dominated 
by  institutional  cerditors  who  most  often  are  in  a  senior  ranking  position.  The 
entire  scheme  of  the  reorganization  is  modeled  on  the  present  Chapter  XI  origi- 
nally designed  for  the  rehabilitation  of  small  and  privately  owned  businesses. 

In  our  opinion  H.R.  8200  is  clearly  a  long  step  backward  insofar  as  it  affects 
reorganizations  of  large  public  companies.  Our  experience  with  both  Chapters  X 
and  XI  leaves  no  doubt  that  the  abusive  practices  prevailing  prior  to  1938  in 
committee-dominated  reorganizations  are  as  attractive  today  as  they  were  then. 
What  is  needed  are  the  opportunity  and  the  license,  which  H.R.  8200  provides  by 
engrafting  the  format  of  Chapter  XI  upon  the  reorganization  of  public  companies. 

The  approach  of  S.  2266  is  in  full  accord  with  the  legislative  trend  for  greater 
safeguards  for  public  investors  that  the  Congress  first  adopted  in  1933,  and  after 
1938,  in  the  1964  amendments  to  the  Federal  securities  laws,  the  Securities  Act 
Amendments  of  1975,  and  the  Securities  Investor  Protection  Act  of  1970.  It 
scarcely  needs  to  be  emphasized  that  investor  protection  is  most  critical  when  the 
company  in  which  the  public  invested  is  in  financial  difficulties  and  is  forced  to 
seek  relief  under  the  bankruptcy  laws.  A  fair  and  equitable  reorganization  is 
literally  the  last  clear  chance  to  conserve  and  realize  for  them  values  that  corporate 
financial  stress  or  insolvency  has  placed  in  jeopardy.  As  public  investors  are  likely 
to  be  junior  or  subordinated  creditors  or  stockholders,  it  is  essential  for  them  to 
have  legislative  assurance  that  their  rights  and  interests  will  be  protected.  S.  2266 
effectively  provides  that  assurance.  It  cannot  be  expected  from  a  debtor  in  distress 
and  senior  or  institutional  creditors  who  have  their  own  interests  to  look  after. 

1.  The  Public  Company  (Section  1101(3)).  This  section  defines  public  company 
as  a  debtor  who,  within  12  months  prior  to  the  filing  of  the  petition,  had  out- 
standing $5  million  or  more  in  liabilities  and  not  less  than  1,000  security  holders. 
In  computing  the  $5  million,  it  excludes  liabilities  for  taxes  and  obligations  to 
trade  creditors  for  goods  and  services. 

This  is  a  new  provision,  not  now  in  Chapter  X.  As  we  said,  the  general  assump- 
tions in  1938  were  that  Chapter  X  was  for  the  reorganization  of  public  companies 
and  Chapter  XI  for  the  simple  composition,  usually  with  trade  creditors.  But  no 
hard-and-fast  rule  was  then  announced  by  the  Congress,  and  this  has  led  to 
litigation  seeking  a  transfer  from  Chapter  XI  to  Chapter  X,  mostly  on  the 
initiative  of  the  Commission. 

We  agree  that,  after  40  years'  experience,  it  is  time  to  close  this  source  of 
litigation.  In  passing,  though,  we  should  point  out  that  the  number  of  cases,  as 
distinguished  from  the  vast  public  interest  affected,  where  the  Commission  has 
filed  transfer  motions,  is  only  37  out  of  a  total  of  23,605  Chapter  XI  cases  in  the 
13  years  1965-1977. 

The  proposal  to  consolidate  business  reorganizations  into  a  single  chapter  was 
first  made  in  the  Bankruptcy  Commission  report  to  the  Congress.  It  stated  that 
it  was  difficult  "to  carve  out  of  Chapter  XI  certain  cases  which  should  be  in 
Chapter  X"  (Pt.  I,  p.  248),  S.  2266  provides  a  simple  and  effective  way  of  dealing 
with  this  problem.  To  support  its  conclusion  that  the  single  chapter  it  was  pro- 
posing should  be  cast  in  the  mold  of  Chapter  XI,  the  Bankruptcy  Commission 
said  that  Chapter  XI  has  become  "the  dominant  reorganization  vehicle  and 
substantial  debtors  are  able  to  reorganize  in  Chapter  XI"  (Pt.  I,  p.  246),  citing  a 
sample  of  23  cases  (Pt.  I,  pp.  247,  261  n.  31).  In  our  report  to  this  Subcommittee, 
we  pointed  out  that  these  cases  did  not  substantiate  the  claim  (Hearings,  pp.  747, 
757).  Two  of  the  cases  involved  natural  persons;  many  of  the  others  were  adjudi- 
cated bankrupts;  of  the  few  whose  plans  were  confirmed  only  some  had  public 
debt;  and  one,  the  largest  of  all,  was  later  transferred  to  Chapter  X.  We  also 
reported  our  findings  to  the  House  Subcommittee  (Hearings  on  H.R.  31  and  32, 
p.  2174,  2208),  but  the  report  of  the  House  Judiciary  Committee  on  H.R.  8200 
repeats  the  same  claim  (No.  95-595,  p.  222)  and  reprints  the  extract  from  the 
report  of  the  Bankruptcy  Commission  (pp.  252-253)  with  no  mention  of  the 
defects  we  had  noted. 

Appendix  A,  attached  hereto,  tabulates  15  unsuccessful  Chapter  XI  cases  for 
large  public  companies,  principally  in  the  Southern  District  of  New  York.  In 
these  cases  the  debtor  companies  were  liquidated  or  adjudicated  bankrupts  before 
or  sometime  after  confirmation  of  a  plan.  One  of  tbese  was  W.  T.  Grant  Co.  with 
over  $1  billion  each  in  assets  and  liabilities.  The  House  Report  notes  that  it 
"began  as  a  Chapter  XI  case"  (p.  222)  but  neglects  to  state  that  it  was  forced  by 
its  bank  creditors  into  complete  liquidation  about  4}i  months  after  it  began  in 
Chapter  XI. 
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The  report  of  the  House  Judiciary  Committee  takes  us  one  step  further,  stating 
that  "Chapter  X  has  become  an  unworkable  procedure"  (p.  223).  This  Commis- 
sion has  been  intimately  involved  in  every  major  reorganization  case  since  Chapter 
X  was  enacted  in  1938,  and  we  have  found  no  lack  of  vitality  in  this  superb 
statute.  Indeed,  in  the  last  15  months  we  filed  reports  in  no  less  than  11  cases, 
with  an  aggregate  valuation  of  $500  million,  each  providing  substantial  partici- 
pation for  public  investors.  The  largest  of  these,  Interstate  Stores,  Inc.,  which  is 
solvent  and  valued  at  over  $200  million,  began  in  Chapter  XI  but  was  trans- 
ferred to  Chapter  X,  and  its  reorganization  will  soon  be  completed. 

We  are  in  no  way  suggesting  that  all  Chapter  XI  cases  result  in  failure  or  that  all 
Chapter  X  cases  emerge  from  the  courts  as  reorganized  companies.  It  is  well  to 
recall,  as  the  Supreme  Court  said  in  SEC  v.  American  Trailer  Rentals,  Inc.,  379 
U.S.  594,  618  (1965),  that  "Chapters  X  and  XI  were  not  designed  to  prolong — 
without  good  reason  and  at  the  expense  of  the  investing  public — the  corporate  life 
of  every  debtor  suffering  from  terminal  financial  ills."  The  data  we  have  added 
provide  a  more  complete  and  balanced  account. 

S.  2266  fully  recognizes,  and  we  concur,  that  a  single  consolidated  chapter  must 
leave  room  for  the  reorganization  process  to  work  in  cases  for  which  Chapter  XI 
was  intended.  It  does  that,  indeed,  with  a  very  wide  margin  to  spare,  through  its 
definition  of  "public  company"  in  Section  1101(3).  The  differentiating  standard 
is  not  whether  the  company  is  large  or  small.  It  is  rather  whether  the  debtor  is  a 
public  or  a  nonpublic  company. 

The  consolidation  under  H.R.  8200  indiscriminately  provides  the  same  re- 
organization standards  and  procedures  for  all  companies,  public  and  nonpublic. 
This  identical  treatment  of  very  different  situations,  with  resulting  injury  to  the 
public,  is  at  the  root  of  our  problems  with  H.R.  8200.  Our  surgeons  tell  us  that  in 
organ  transplants  the  greatest  danger  is  not  so  much  technique  as  incompatibility. 
Legislative  transplants  bear  the  same  kind  of  risks  and  infirmities. 

To  test  S.  2266  as  though  it  had  been  in  effect  in  1975-1977,  we  attach,  as 
Appendix  B,  a  tabulation  for  these  years.  This  table  shows  that  in  1977,  for 
example,  3,142  petitions  were  filed  in  Chapters  X  and  XI  combined.  Public 
companies  (as  defined)  were  only  19,  or  about  0.6  percent,  of  the  total  filed.  But, 
in  terms  of  liabilities  these  19  companies  reported  aggregate  liabilities  of  $1,295,- 
000,000,  substantial  amounts  of  which  represent  public  debt.  For  such  companies 
even  the  number  of  stockholders  alone  will  normally  exceed  500.  Our  table  shows  a 
like  pattern  for  each  of  the  years  1975  and  1976. 

As  a  concrete  illustration  of  what  may  and  does  occur  without  the  safeguards  for 
public  investors,  which  Chapter  X  provides  and  which  S.  2266  proposes  to  retain, 
we  refer  to  the  fate  of  W.  T.  Grant,  which,  when  it  began  in  Chapter  XI,  reported 
assets  and  liabilities  of  over  $1  billion  each.  Public  investors,  3,600  in  numbers, 
held  $117,336,000  in  debentures.  Its  outstanding  stock  included  75,000  shares  of 
preferred  held  by  500  persons;  its  common  stock,  held  by  35,000  public  investors, 
totalled  14  million  shares.  Grant's  largest  liability  was  $641  million  in  secured 
debt  owed  to  a  consortium  of  27  banks,  who  asserted  security  interests  in  customer 
receivables,  merchandise  inventories  and  other  assets. 

To  meet  the  demands  of  its  institutional  lenders,  Grant  commenced  to  liquidate 
some  of  its  stores  and  within  about  4H  months  it  liquidated  about  67  percent  of 
its  stores.  This  liquidation  produced  a  fund  of  about  $320  million,  to  which  secured 
creditors,  principally  the  banks,  laid  claim,  and  upon  which  Grant  depended  for 
its  survival.  The  court,  at  the  request  of  the  creditors'  committee,  authorized  the 
liquidation  of  the  remaining  stores  and  in  mid-April  the  demise  of  Grant  was 
officially  pronounced  by  a  formal  order  of  adjudication  in  bankruptcy.  It  is  of  more 
than  passing  interest  that  at  the  meeting  of  the  creditors'  committee  the  6  bank 
representatives  and  1  trade  creditor  voted  for  continuing  the  liquidation  while  4 
trade  creditors  voted  against  it. 

There  is  another  aspect  of  this  grim  end.  Prior  to  the  Chapter  XI  case,  Grant 
had  1,070  retail  stores  throughout  the  United  States.  It  had  62,000  employees, 
who  lost  their  jobs  as  a  result  of  the  Grant  liquidation.  This  social  cost  in  terms  of 
unemployment  and  loss  of  personal  income  should  also  be  reckoned  with  in  any 
legislative  decision  to  turn  over  the  governance  of  reorganizations  of  public  com- 
panies who  are  in  financial  distress  to  a  small  group  of  large  creditors. 

We  do  not  wish  our  position  here  to  be  misunderstood.  Banks  are  in  the  business 
of  lending  money  to  business.  Like  lenders  generally  they  expect  to  be  paid  when 
loans  are  due,  and  defaults  are  a  valid  concern  to  them  and  their  own  stockholders. 
But  when  the  onset  of  a  financial  crisis  forces  the  debtor  to  seek  relief  in  the  bank- 
ruptcy court,  claims  and  interests  of  an  investing  public  also  require  grave  concern 
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and  attention.  It  is  too  much  to  expect  that  in  asserting  and  protecting  their  own 
interests  in  the  bankruptcy  courts,  bank  or  other  lenders  will  show  due  regard  for 
others  that  are  affected  by  the  same  common  misfortune.  That  is  the  special  com- 
petence and  function  of  a  disinterested  trustee,  whose  appointment  is  required  by 
Section  1104(a)  in  case  of  a  public  company. 

We  fully  concur  in  the  definition  of  a  "public  company"  insofar  as  it  requires  $5 
million  in  liabilities  (excluding  taxes  and  claims  of  trade  creditors).  We  would 
prefer  that  the  number  of  security  holders  be  reduced  from  1,000  to  500.  The  test 
of  500  equity  security  holders,  to  identify  publicly  held  companies,  was  adopted 
by  the  Congress  in  the  Securities  Acts  Amendments  of  1964  after  extensive  studies 
and  careful  deliberation.  We  think  that  such  a  company  should  also  be  deemed  to 
be  a  public  company  for  purposes  of  reorganization  under  the  Bankruptcy  Act.  We 
therefore  suggest  that  Section  1101(3)  be  amended  to  provide  two  tests:  the  num- 
ber shall  be  either  not  less  than  500  holders  of  the  debtor's  equity  securities  or  in 
the  alternative  1,000  security  holders.  The  addition  to  the  roster  of  public  com- 
panies under  this  amendment  will  undoubtedly  be  small. 

2.  Role  of  the  Commission  (Sections  1109  and  1128).  Under  Section  208  of  Chapter 
X  the  Commission  may  appear  in  the  case  and  be  heard  on  all  matters  in 
the  proceeding  as  a  party  in  interest,  except  that  it  has  no  right  to  appeal.  The 
Commission  is  accorded  a  special  role  in  connection  with  the  plan  of  reorganiza- 
tion. Sections  172,  173  and  174  provide  that  after  a  hearing  the  court  shall  refer 
the  plan  to  the  Commission  for  an  advisory  report  if  liabilities  exceed  $3  million 
within  a  time  specified  and  that  the  court  may  thereafter  approve  a  plan  after 
submission  of  the  report  or  is  advised  that  no  such  report  will  be  filed.  Section 
1128  of  S.  2266  preserves  this  procedure  with  respect  to  a  public  company.  It 
specifically  states  that  this  section  does  not  apply  to  a  nonpublic  company, 
and  to  avoid  tactical  obstructions,  it  specifies  that  an  order  approving  a  plan 
shall  not  be  appealable.  H.R.  8200  eliminates  for  all  cases  the  hearing  and  approval 
procedures,  and  with  it  the  special  role  of  the  Commission. 

The  first  bills  (S.  236  and  H.R.  31)  left  virtually  no  participation  by  the  Com- 
mission since  they  proposed  the  substitution  of  an  Administrator,  who,  among 
other  things  would  assume  the  advisory  role  of  the  Commission.  H.R.  6  (Jan- 
uary 4,  1977),  the  immediate  successor,  eliminated  all  provisions  with  respect 
to  the  Administrator,  and  assigned  to  the  Commission  the  right  to  be  heard  on 
the  disclosure  document  to  be  used  to  solicit  acceptances,  and  on  the  plan  itself 
at  the  hearing  on  confirmation.  We  felt  at  the  time  as  though  we  had  been  invited 
to  a  ball  game,  but  with  instructions  not  to  appear  until  the  ninth  inning.  In  a 
letter  by  then  SEC  Chairman  Hills,  dated  January  27,  1977,  we  protested  this 
exclusion  from  effective  participation  in  business  reorganizations.  The  later 
bills,  including  H.R.  8200,  grant  the  Commission  the  right  to  be  heard  on  all 
matters  in  the  case,  but  with  no  special  responsibilities  with  respect  to  the  plan. 
Section  1128  of  S.  2266  brings  us  back — or  rather  forward — to  where  we  are  now. 

3.  Mandatory  Appointment  of  Independent  Trustee  (Section  1104(a)).  Section 
156  of  Chapter  X  calls  for  the  appointment  of  a  trustee  if  the  debtoi's  liabilities 
are  $250,000  or  over.  It  is  discretionary  in  all  other  cases.  Everyone  agrees  that 
this  standard  is  not  realistic  today,  and  is  most  inappropriate  in  a  single  chapter 
that  will  govern  all  cases.  Section  1104(a)  of  S.  2266  provides  for  the  mandatory 
appointment  of  an  independent  trustee  only  for  "a  public  company."  Sub- 
section (b)  reserves  the  discretionary  appointment  for  nonpublic  cases  only. 

By  these  simple  provisions  S.  2266  also  eliminates  the  present  time-consuming 
transfer  motions.  A  discretionary  appointment  in  the  case  of  a  public  company 
will  not  work.  That  is  a  crucial  issue  in  transfer  motions  to  Chapter  X  under 
present  law,  since  the  grant  of  the  motion  transfers  the  case  to  Chapter  X  which 
requires  the  appointment  of  a  Chapter  X  trustee.  In  a  single  chapter  an  appoint- 
ment that  is  discretionary  will  only  shift  the  controversial  litigation  to  the  need 
for  the  appointment. 

The  hostility  of  debtors  and  large  creditors  to  the  appointment  of  a  trustee  is 
long-standing.  It  will  persist  so  long  as  the  appointment  of  an  independent  trustee 
is  discretionary  and  is  open  to  litigation.  Indeed,  in  W.  T.  Grant  the  agreement 
with  the  banks  stipulated  that  current  arrangements  for  credit  would  be  termi- 
nated and  the  loans  would  be  called  if  a  transfer  motion  to  Chapter  X  should 
be  filed.  In  American  Trailer  Rentals  the  Supreme  Court  announced  guidelines 
on  the  permissible  limits  of  Chapter  XI.  But  this  has  not  deterred  debtors  in 
collaboration  with  large  creditors  from  resort  to  Chapter  XI  even  in  cases  in 
which  it  was  clear  that  a  pervasive  reorganization  under  protective  safeguards 
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of  Chapter  X  for  public  investors  was  essential.  In  some  such  cases  of  substantial 
magnitude,  we  regret  to  say,  the  tolerance  of  the  bankruptcy  judge  has  led  to 
delays  in  the  hearing  and  the  disposition  of  transfer  motions.  We  are  relieved 
that  S.  2266  will  bring  an  end  to  all  this. 

In  our  previous  report  (Hearings,  pp.  749-754)  we  discussed  at  length  the 
importance  of  the  prompt  appointment  of  a  trustee  for  a  public  company.  It 
was  a  considered  decision  of  the  75th  Congress.  It  changed  the  discretionary 
authority  contained  in  former  Section  77B,  the  immediate  predecessor  of  Chap- 
ter X,  which  the  Congress  enacted  in  1934  as  an  emergency  measure.  The  change 
was  recognized  as  one  of  the  most  important  provisions  of  Chapter  X. 

The  appointment  of  the  independent  trustee  was  intended  to  be  the  focal 
point  in  the  reorganization  process,  and  still  is.  His  appointment  is  the  most 
effective  device  for  impartial  control  of  a  business  reorganization  and  for  the 
protection  of  the  interests  of  public  investors.  It  prevents  such  a  case  from  being 
dominated  by  a  debtor  in  financial  distress  and  under  the  direction  of  its  large 
creditors  on  whom  the  debtor  remains  dependent.  S.  2266  reflects  these  realities, 
notwithstanding  the  denigration  of  the  role  and  function  of  the  trustee  that  is 
now  in  vogue. 

H.R.  8200  expects  appointment  of  a  disinterested  trustee  to  be  a  rare  event. 
The  report  on  H.R.  8200  states  (p.  233) : 

"Debtor's  lawyers  that  participated  in  the  development  of  a  standard  for  the 
appointment  of  a  trustee  were  adamant  that  a  standard  that  led  to  too  frequent 
appointment  would  prevent  debtors  from  seeking  relief  under  the  reorganization 
chapter  and  would  leave  the  chapter  largely  unused  except  in  extreme  cases." 

This  is  an  empty  threat.  Though  the  debtor's  petition  is  voluntary,  the  circum- 
stances that  lead  to  its  filing  do  not  reflect  a  real  choice.  If  the  debtor  can  satisfy 
its  creditors  by  an  amicable  out-of-court  adjustment,  it  will  undoubtedly  do  so. 
Its  resort  to  the  bankruptcy  court  is  adopted  as  a  last  resort.  It  is  not  a  deliberate 
choice  made  or  withheld  at  will. 

Elsewhere,  the  report  on  H.R.  8200  suggests  that  even  the  rare  case  may  not 
happen.  It  states  (p.  233)  that  there  are  cases  where  a  trustee  is  needed,  because 
"cases  of  fraud  or  gross  mismanagement  do  arise."  But  it  qualifies  this  concession 
by  noting  that  "very  frequently  the  fraudulent  management  will  have  been 
ousted  shortly  before  the  filing  of  the  reorganization  case"  and  concludes  that 
trustee  would  not  be  needed  in  those  circumstances  either. 

It  is  all  too  often  stated  that  a  trusteeship  ousts  management,  even  management 
that  is  not  chargeable  with  dishonesty.  Such  a  statement  ignores  what  really 
occurs.  In  Chapter  X  cases  when  a  trustee  is  appointed  he  normally  retains 
management  executives  to  assist  him.  Only  members  of  the  board  of  directors 
effectively  stand  aside.  In  a  public  company  they  have  no  vested  right  to  their 
office.  Some  may  be  disqualified  from  service  in  a  fiduciary  capacity  and  others 
may  not  even  desire  to  continue  to  serve.  The  trustee,  as  chief  executive  officer, 
must  have  sufficient  latitude  and  discretion  to  perform  the  task  for  which  he  was 
appointed  under  the  supervision  of  the  court,  not  the  directors. 

Finally,  we  suggest  an  amendment  to  Section  1104(b)  of  S.  2266  which  relates 
to  the  discretionary  appointment  of  a  trustee  in  the  case  of  a  nonpublic  company. 
It  provides  for  such  appointment  if  it  appears  that,  (1)  there  is  need  for  such 
appointment  and  "(2)  the  cost  and  expenses  of  a  trustee  would  not  be  dispropor- 
tionately greater  than  the  value  of  the  protection  afforded."  This  is  the  identical 
test  which  H.R.  8200  provides  for  all  cases. 

This  test  is  virtually  impossible  to  apply.  There  is  no  way  to  determine  in 
advance  what  the  cost  of  a  trusteeship  may  be  or  the  value  of  the  benefits  it  may 
bring.  We  think  that  the  underlying  intention  can  be  better  stated  if  it  read,  in 
lieu  of  (1)  and  (2),  "if  such  appointment  would  serve  the  interests  of  the  estate 
and  its  creditors  and  security  holders." 

4.  Approval  and  Confirmation  of  the  Plan  (Sections  1128-1130).  We  have  pre- 
viously noted  the  procedures  in  Section  1128  of  S.  2266  for  hearing  and  approval 
of  the  plan  for  a  public  company.  It  prescribes  also  that  to  approve  the  plan  the 
court  must  find  that  it  is  "fair  and  equitable."  Section  1129  provides  for  judicial 
confirmation  of  the  plan,  but  in  the  case  of  a  public  company,  the  court  may 
confirm  the  plan  only  if  it  is  also  fair  and  equitable. 

H.R.  8200  dispenses  with  these  requirements  not  only  for  a  private  but  also  for 
a  public  company.  Under  H.R.  8200,  even  in  a  public  case,  if  the  plan  is  negotiated 
among  the  committees  and  has  been  accepted,  that  consensus  by  negotiation  is 
all  that  is  required.  This  may  be  adequate  for  a  nonpublic  company.  In  the  case  of  a 
public  company  the  fair  and  equitable  standard  is  essential  to  the  interests  of 
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public  investors,  as  we  have  explained  in  our  previous  report  (Hearings,  p.  754- 
755,  756-758).  The  appointment  or  election  of  a  committee  for  public  investors  to 
bargain  for  them  is  not  a  substitute  for  an  independent  trustee  who  must  resolve 
the  competing  or  conflicting  interests,  which  are  typical  in  a  large  and  complex 
reorganization  of  a  public  company,  and  judicial  inquiry  into  the  fairness  of  the 
plan. 

It  is  sometimes  claimed  that  negotiation  allows  greater  flexibility  and  permits 
concessions  by  senior  creditors  to  junior  interests  that  the  stricter  standard  of 
fair  and  equitable  may  not  permit.  That  is  possible  in  a  particular  case.  But  our 
experience  with  the  large  public  cases  in  Chapter  XI  leaves  us  most  skeptical 
about  such  expectations.  In  any  event  a  presumption  that  senior  lenders  will  or 
may  be  generous  to  those  junior  in  rank  to  them  is  not  a  sound  premise  upon 
which  to  construct  legislation  to  serve  the  interst  of  public  investors. 

It  is  alleged  that  the  approval  hearings  are  not  necessary  and  that  one  hearing 
on  confirmation  is  enough.  That  misses  the  purpose  of  the  hearing.  At  such 
hearing  evidence  is  produced  regarding  the  value  of  the  estate,  the  fairness  of 
the  plan  and  its  feasibility,  and  expert  witnesses  are  examined  and  cross-examined 
about  their  opinions  on  value  and  other  terms  of  the  plan.  The  hearing  need  not  be 
long.  It  varies  depending  on  the  nature  of  the  case  and  the  issues  to  be  resolved. 
But  when  the  court  approves  the  plan  which  is  accepted,  the  hearing  on  confirma- 
tion should  be  routine,  unless  unanticipated  new  developments  occur. 

It  is  sometimes  said  that  business  reorganizations  require  "speed  and  economy." 
No  one  disputes  this  general  statement.  The  question  in  the  particular  case  is 
what  is  actually  accomplished.  A  quick  and  inexpensive  proceeding  may  merely 
indicate  a  saving  in  time  and  money,  with  no  effective  solution  of  the  financial 
problems  that  brought  the  debtor  into  the  bankruptcy  court.  The  frequent 
failures  of  Chapter  XI  arrangements  tend  to  indicate  that  the  price  for  these 
savings  is  paid  later  on  by  liquidation  in  bankruptcy.  As  the  Supreme  Court 
said  in  American  Trailer  Rentals  (379  U.S.  at  526) : 

"In  this  area,  as  with  other  statutes  designed  to  protect  the  investing  public, 
Congress  has  made  the  determination  that  the  disinterested  protection  of  the 
public  investor  outweighs  the  self-interest  'needs'  of  corporate  management  for 
so-called  'speed  and  economy.'  In  fact,  experience  in  this  area  has  confirmed  the 
view  of  Congress  that  the  thoroughness  and  disinterestedness  assured  by  Chapter 
X  not  only  result  in  greater  protection  for  the  investing  public,  but  often  in  greater 
ultimate  savings  for  all  interests,  public  and  private,  than  do  the  so-called  'speed 
and  economy'  of  Chapter  XI." 

Elimination  of  an  independent  trustee  will  tend  to  encourage  quick  decisions. 
The  decision  on  whether  to  proceed  with  a  reorganization,  the  perennial  battle- 
ground with  senior  creditors,  is  the  first  critical  step  in  the  case,  and  a  point  at 
which  the  independent  evaluation  of  the  trustee  is  particularly  essential. 

Section  1125  relates  to  the  disclosure  statement  to  be  used  in  connection  with 
the  solicitation  of  acceptances.  It  defines  generally  what  is  meant  by  "adequate 
information."  It  provides  for  a  hearing  on  the  adequacy  of  the  proposed  state- 
ment, at  which  hearing  any  interested  agency  may  be  heard  but  may  not  appeal. 
Whether  the  proposed  statement  is  adequate  is  not  governed  by  any  applicable 
federal  or  other  laws.  Immunity  is  granted  to  any  person  who,  in  good  faith, 
solicits  or  participates  in  soliciting  acceptances  in  reliance  on  the  disclosure  state- 
ment the  court  approved. 

Under  S.  2266,  these  provisions  are  in  effect  meant  for  the  nonpublic  company, 
since  Section  1125(f)  of  S.  2266  provides  that  in  case  of  a  public  company,  as  de- 
fined in  Section  1101(3),  no  solicitations  are  permitted  except  upon  or  after  ap- 
proval of  the  plan  by  the  court,  and  the  disclosure  statement  must  include  the 
opinion  and  order  of  the  court  approving  the  plan  and,  if  one  is  filed,  the  ad- 
visory report  of  the  Commission  or  a  summary  thereof. 

We  have  no  apprehensions  about  the  public  company  under  S.  2266.  The  hear- 
ing on  the  plan,  its  judicial  approval  as  fair  and  equitable,  and  the  Commission 
advisory  report  should  provide  good  assurance  that  the  disclosure  statement,  to 
which  these  documents  are  annexed,  will  meet  necessary  standards  of  disclosure. 
Indeed,  Rule  14a-(e)  of  our  proxy  rules  exempts  solicitation  of  acceptances  of  a 
plan  approved  by  the  court  under  Chapter  X. 

We  are  concerned  with  the  exemptions  and  immunities  in  the  other  class  of 
cases.  At  September  30,  1977,  there  were  3,289  companies  with  500  or  more  holders 
of  equity  securities,  subject  to  the  disclosure  and  reporting  requirements  of  the 
1934  Act.  About  11%  of  these  showed  liabilities  of  less  than  $5  million.  Though 
public  companies  by  the  standards  of  the  1934  Act,  they  are  not  "public  com- 
panies" under  Section  1101(3)  of  S.  2266. 
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In  our  view,  the  information  which  should  be  included  in  the  disclosure  state- 
ment should  be  comparable  to  that  required  to  be  disclosed  under  the  Commis- 
sion's proxy  rules  relevant  to  the  debtor  or  to  any  issuer  of  securities  under  the 
plan.  We  are  mindful  of  the  possibility  that  it  may  not  be  feasible  in  every  case 
to  obtain  such  information  in  the  required  detail.  The  Commission  has  long  recog- 
nized that  general  requirements  may  be  waived  or  modified  in  such  cases.  In 
cases  where  it  would  be  difficult  to  obtain  necessary  information,  the  court  could 
modify  the  proxy  requirements  upon  a  showing  by  the  debtor  or  by  the  entity 
issuing  securities  that  the  attempt  to  provide  complete  information  (and  the  cost 
attendant  thereto)  would  outweigh  the  benefits.  The  Commission's  proxy  rules 
would  provide  the  standard,  subject  to  modification  by  the  court,  as  needed. 

We  agree  with  the  concept  of  subsection  (e) — that  is,  a  person  involved  in 
soliciting  plan  acceptances  should  be  able  to  rely  on  a  court  order  approving  the 
disclosure  statement — and  that  such  reliance  may  be  raised  as  a  defense  where 
there  has  been  compliance  with  other  provisions  of  the  bill.  We  believe,  however, 
that  the  catch-phrase  "good  faith"  now  in  the  subsection  could  raise  certain 
unneeded  inferences  as  a  result  of  recent  court  decisions.  Accordingly,  we  suggest 
that  the  provision  be  amended  to  indicate  that  the  person  who  raises  the  defense 
has  the  burden  of  establishing  his  reliance  on  the  order  and  his  compliance  with 
the  other  applicable  provisions  of  S.  2266. 

Finally,  we  note  that  under  subsection  (d)  the  Commission  may  be  heard  on 
the  issue  of  whether  a  disclosure  statement  contains  adequate  information  but 
could  not  appeal  from  an  order  approving  such  a  statement.  In  this  area  the 
Commission,  besides  its  role  in  bankruptcy  reorganizations,  also  administers  the 
Federal  securities  laws.  There  is  a  need  to  avoid  unfairness  in  the  solicitation  of 
acceptances  for  a  plan  on  the  basis  of  materially  misleading  information  which 
should  be  balanced  against  the  desire  to  avoid  undue  delay  in  the  implementation 
of  a  plan  for  the  rehabilitation  of  a  financially  distressed  corporation.  In  our  view, 
these  two  concerns  could  be  met  by  providing  for  a  certiorari-type  appeal,  that  is, 
by  permission  of  the  appellate  court.  Within  a  short  time  limit  from  the  entry  of 
the  order  approving  the  disclosure  statement,  the  Commission  may  seek  leave  to 
appeal  and  the  court  must  also  act  on  the  petition  within  a  short  time  period. 

We  suggest  two  additional  amendments,  one  to  subsection  (c)  of  Section  1126 
which  provides  that  in  the  case  of  creditors  a  class  is  deemed  to  have  accepted 
the  plan  if  accepted  by  creditors  "that  hold  at  least  two-thirds  in  amount  and 
more  than  one-half  in  number  of  allowed  claims  *  *  *  that  have  accepted  or 
rejected  such  plan." 

Subsection  (d)  has  a  like  provision  for  acceptance  by  stockholders. 

We  disagreed  with  this  provision  in  the  prior  bills. 
(Hearings,  p.  768.)  We  said: 

"It  is  a  substantial  departure  from  Section  179  under  which  a  claim  or  stock 
not  voted  is  treated  as  a  vote  against  the  plan. 

"This  departure  from  Section  179  does  not  even  pretend  to  be  based  on  a  need 
to  cure  a  problem  under  the  present  law.  In  our  experience,  the  requisite  statutory 
majorities  generally  accept  approved  plans  (including  some  we  have  soundly 
criticized).  The  instances  of  nonacceptance  that  we  can  recall  involve  active 
dissent  from  the  plan,  not  apathy.  Perhaps  Chapter  X  adds  a  little  unearned 
weight  to  objectors,  but  the  intangible  factors  favoring  the  plan  proponent  are  so 
great  that  we  are  far  from  considering  this  compensating  advantage  a  blemish  on 
Chapter  X." 

The  proposed  change  will  permit  a  voting  minority  to  bind  the  vast  majority. 
It  is  even  contrary  to  equity  receivership  standards,  which  require  that  dissenters 
be  paid  in  cash.  A  light  voter  turnout  is  not  a  cause  for  celebration.  Section  179 
of  Chapter  X  contemplates  an  affirmative  appeal  to  investors  to  vote  and  that 
should  be  encourged.  To  that  end  we  suggest  a  proviso  at  the  end  of  subsection 
(c)  to  state  that  "provided  that  the  claims  of  those  accepting  the  plan  amount 
to  more  than  one-half  of  the  allowed  claims  of  the  class. 

A  like  proviso  should  be  added  to  subsection  (d).  The  other  amendment  is  to 
Section  1112(b)  which  authorizes  the  court  to  order  liquidation  in  case  of  "(9) 
material  default  by  the  debtor  with  respect  to  a  confirmed  plan;  or 

"(10)  termination  of  a  plan  by  reason  of  the  occurrence  of  a  condition  specified 
in  the  plan." 

This  is  the  general  rule  in  Chapter  XI,  but  not  in  Chapter  X.  In  the  event  of 
a  default  by  the  reorganized  company  under  the  Chapter  X  plan,  the  company 
may  file  a  new  petition  for  reorganization.  The  summary  recall  of  a  reorganized 
company  for  liquidation  in  case  of  default  or  the  happening  of  a  condition  is  more 
suited  for  a  small  company  than  for  a  public  company. 
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In  any  event  these  provisions  should  not  apply  to  a  public  company.  It  is 
bound  to  impair  its  ability  to  borrow  or  to  raise  capital.  We  favor  the  elimination 
of  these  provisions,  or,  at  least,  make  them  inapplicable  to  a  public  company.  If 
the  latter,  there  should  be  added 

"(11)  Paragraphs  (9)  and  (10)  of  this  subsection  shall  not  apply  to  a  public 
company." 

5.  Exemptions  from  Federal  Securities  Laws  and  Related  Matters.  Subsection 
(a)  of  Section  1145  exempts  from  Section  5  of  the  Securities  Act  of  1933  the  dis- 
tribution of  securities  issued  under  the  plan.  That  codifies  Section  264  of  Chapter 
X  and  Section  393  of  Chapter  XI.  Our  major  concern  is  with  the  remainder  of 
Section  1145,  which  permits,  without  registration  under  the  Securities  Act,  the 
resale  of  securities  issued  under  a  reorganization  plan  (subsections  (b)  and  (c)) 
and  the  sale  of  portfolio  securities  during  the  proceeding  which  the  debtor  owned 
at  the  date  of  the  petition  (subsection  (a)(4)).  We  believe  that  such  provisions 
do  not  belong  in  bankruptcy  legislation  and  should  be  dealt  with  under  the  Fed- 
eral securities  laws. 

There  is,  of  course,  a  need  for  an  exemption  from  the  registration  requirements 
of  Section  5  of  the  Securities  Act  of  1933  for  the  initial  distribution  of  securities 
under  the  plan.  But  resale  and  trading  in  these  securities  in  the  public  market 
afterwards  is  altogether  another  matter.  We  find  no  reasons  for  this  special 
treatment.  Once  the  initial  distribution  is  made,  the  governing  considerations 
are  the  need  to  assure  an  orderly  trading  market  and  adequate  protections  for 
those  who  may  buy  the  securities  issued  under  the  plan.  Trading  in  the  securities 
market  should  accordingly  be  governed  by  the  same  rules  that  apply  to  securities 
of  issuers  who  did  not  have  the  misfortune  to  be  reorganized  under  the  bankruptcy 
laws.  The  same  general  considerations  apply  also  to  the  sale  of  restricted  securities 
in  the  debtor's  portfolio.  In  this  connection,  it  should  be  noted  that  the  Com- 
mission has  issued  for  comment  proposed  new  Rule  148  under  the  Securities  Act 
that  would  permit  such  resales  of  securities  issued  under  a  plan  and  sale  of  portfolio 
securities  but  under  objective  standards.  See  Securities  Act  Release  No.  5865 
(September  16,  1977).  The  comment  period  expires  on  December  15,  1977,  unless 
extended.  It  is  to  be  expected  that  a  Rule  148  will  be  adopted  as  proposed  or  as 
amended  in  light  of  the  comments  we  have  received.  We  recommend  that  the 
part  of  Section  1145  which  deals  with  the  same  subject  should  be  deleted. 

Practitioners  have  expressed  the  view  that  securities  distributed  to  creditors 
or  stockholders  under  a  plan,  or  restricted  securities  in  the  portfolio  of  a  debtor 
company,  should  not  have  to  be  held  for  any  period  of  time  before  they  may  be 
resold.  That  position  is  reflected  in  proposed  Section  1145.  On  the  other  hand, 
while  recognizing  that  desire,  proposed  Rule  148  also  contains  certain  limitations 
on  the  amounts  of  securities  which  may  be  resold  over  particular  time  periods. 
This,  we  believe,  is  a  fair  and  sensible  balance  and  reflects  a  practical  procedure 
for  permitting  sales  of  securities  emerging  from  bankruptcy  rehabilitation  into 
the  Nation's  securities  markets. 

Section  510(a)(2)  of  S.  2266  retains  the  provision  in  the  earlier  bills  that  would 
subordinate  claims  based  on  a  securities  fraud  to  all  claims  or  interests  that  are 
senior  or  equal  to  the  claim  or  interest  represented  by  such  security.  Since  typically 
such  fraud  claims  are  asserted  when  otherwise  there  would  be  no  participation 
for  the  security  itself,  subordination  is  tantamount  to  disallowance. 

We  stand  by  our  position  and  oppose  this  provision.  There  is  no  reason  for 
distinguishing  this  kind  of  tort  claim  from  many  others.  It  has  also  been  argued 
that  holders  of  senior  ranking  securities  have  relied  on  the  contribution  to  capital 
by  junior  interests,  such  as  stockholders.  This  may  or  may  not  have  happened  in 
a  particular  case.  But  Section  510(a)(2)  provides  for  subordination  in  all  cases, 
even  when  the  junior  securities  were  issued  long  after  those  senior  in  rank.  There 
can  be  no  pretense  to  reliance  in  such  situations. 

We  have  commented  at  length  on  this  provision  in  our  previous  report  (Hear- 
ings, pp.  759-760).  It  is  sufficient  here  merely  to  reaffirm  our  position.  We  recom- 
mend that  this  provision  be  deleted  and  in  its  place  the  bill  should  provide  generally 
that  "the  court  may  disallow  or  subordinate,  in  part  or  in  whole,  any  claim  or 
stock  in  accordance  with  the  equities  of  the  case."  This  is  a  more  flexible  provision 
and  would  extend  to  all  claims  or  stock  interests.  The  words  "in  accordance  with 
equities  of  the  case"  are  taken  from  a  similar  context  in  Section  57k  of  the  Bank- 
ruptcy Act. 

6.  Additional  Comments. — a.  Fiduciary  standards.  In  substance  Section  330(b) 
bars  compensation  or  reimbursement  to  any  committee  or  attorney  or  any  other 
person  acting  in  the  case  in  a  representative  capacity,  who  after  assuming  to  act 
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in  such  capacity  has  purchased  or  sold  claims  against,  or  stock  of,  the  debtor.  The 
same  provision  is  now  included  in  Section  249  of  Chapter  X.  For  the  reasons 
stated  in  our  prior  report  (Hearings,  pp.  769-770),  we  support  this  provision  in 
S.  2266  which  will  apply  to  all  cases,  public  or  nonpublic. 

Section  249  codified  equitable  principles  developed  by  the  courts  in  reorganiza- 
tion cases  prior  to  Chapter  X,  which  should  be  included  in  S.  2266  as  Section 
330(6)  does.  It  is  designed  to  prevent  a  fiduciary  or  representative  in  the  case  to 
take  advantage  of  inside  information  while  so  serving.  It  is  even  more  crucial  in 
reorganization  cases  since  such  fiduciary  or  representative  is  in  a  position  to  shape 
or  influence  the  direction  of  the  case  and  the  plan  of  reorganization. 

We  also  propose  the  inclusion  in  Section  510  the  following  two  amendments  to 
provide  that  after  notice  and  a  hearing  the  court — 

"may  restrain  the  exercise  of,  and  declare  invalid,  any  provision  of  a  deposit 
agreement,  proxy,  trust  mortgage,  trust  indenture,  or  deed  of  trust,  or  of  a 
committee  or  other  authorization  which  the  court  finds  to  be  unfair  or  not 
consistent  with  public  policy;  and 

"may  limit  to  the  actual  consideration  paid  therefor  any  claim  or  stock 
acquired  in  contemplation  or  in  the  course  of  a  case  under  the  Act  by  any 
person  serving  in  a  fiduciary  or  representative  capacity  in  a  case  under  the 
Acts." 
These  are  based  upon  Section  212  of  Chapter  X  and  should  be  incorporated  in 
S.  2266. 

The  Chapter  X  Rules  were  promulgated  pursuant  to  28  U.S.C.  2075  which 
authorizes  the  Supreme  Court  to  adopt  rules  to  govern  "practice  and  procedure" 
in  bankruptcy  cases.  Rule  10-21 1(b)  (2)  authorizes  examination  and  inquiry  into 
the  matters  quoted  above  "and  to  grant  appropriate  relief  under  the  Act."  The 
substantive  standards  to  govern  such  relief  are  now  in  Section  212  of  Chapter  X. 
The  amendments  to  Section  510  that  we  are  proposing  would  continue  this 
statutory  authority  to  grant  relief,  as  noted,  in  light  of  which  procedural  provi- 
sions to  examine  and  to  inquire  would  have  meaning.  The  omission  of  the  substance 
of  Section  212  of  Chapter  X  from  S.  2266  might  operate  to  eliminate  these  salu- 
tary and  fiduciary  principles  from  bankruptcy  reorganization.  Rule  10-211(b)(2) 
was  not  meant  to  do  that.  The  note  of  the  Advisory  Committee  states  explicitly 
that  the  rule  "does  not  deal  with  the  validation  or  invalidation  of  security  in- 
terests generally." 

b.  Court  structure.  H.R.  8200  proposes  to  establish  under  Article  III  of  the 
Constitution  a  new  and  separate  court  system  for  bankruptcy  administration. 
S.  2266  would  improve  and  expand  the  function  and  authority  of  the  present 
system  of  bankruptcy  judges.  We  express  no  opinion  on  this  choice.  We  do  believe, 
however,  that  the  structure  proposed  by  S.  2266  is  compatible  with  the  objectives 
which  are  of  concern  to  the  Commission  in  this  legislation. 

Originally,  review  of  an  order  of  a  referee  was  by  petition  for  review  to  the 
district  court.  Bankruptcy  Rule  801  substituted  a  notice  of  appeal  for  the  petition 
for  review,  with  no  change  in  substance.  The  Commission  has  initiated  such 
reviews  in  many  Chapter  X  cases.  The  Commission  has  not  regarded  a  review  by 
the  district  court  as  an  "appeal"  under  Section  208  of  Chapter  X  which  grants 
the  Commission  status  as  a  party  in  Chapter  X  cases  but  no  right  of  appeal. 

S.  2266  adopts  this  procedure.  It  prescribes  that  an  order  of  a  bankruptcy  judge 
is  subject  to  "appeal"  to  a  district  judge  by  the  filing  of  a  notice  of  appeal  with 
bankruptcy  judge.  It  may  be  argued  that  the  Commission  is  not  authorized  to 
take  such  appeals.  An  appeal  from  the  bankruptcy  judge's  order  to  the  district 
judge  is  granted  to  a  "person  aggrieved"  by  such  order,  and  Section  101(30), 
which  defines  "person,"  expressly  excludes  a  "governmental  unit,"  which  as 
defined  in  Section  101(21)  would  include  the  Commission. 

We  recommend  an  amendment  to  make  it  clear  that  the  Commission  is  author- 
ized to  appeal  from  the  bankruptcy  judge  to  the  district  judge.  We  believe  this 
essential  for  the  effective  performance  of  all  functions  of  the  Commission  as  a  party 
in  interest.  We  do  not  request  authority  to  initiate  appeals  to  the  court  of  appeals. 

c.  Immunity.  Section  334  of  S.  2266  and  the  same  provision  in  H.R.  8200  delete 
the  automatic  immunity  now  provided  in  Section  7(a)  (10)  of  the  Bankruptcy 
Act  and  substitute  the  requirement  that  the  privilege  against  self-incrimination 
be  properly  invoked,  as  contemplated  by  the  pertinent  immunity  provisions  of 
the  Organized  Crime  Control  Act  of  1970.  Accordingly,  any  person  would  not  be 
required  to  submit  to  examination  in  a  bankruptcy  case  unless  immunity  is 
granted  pursuant  to  that  statute.  We  support  this  change. 
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In  broader  perspective,  though  not  in  context  of  the  pending  legislation,  it  may 
be  appropriate  at  a  later  time  for  the  Congress  to  initiate  an  inquiry  into  organized 
crime  related  to  bankruptcy.  There  are  indications  that  such  an  inquiry  is  war- 
ranted. The  simple  and  classic  case  involves  the  misuse  by  criminal  elements  of 
the  credit  and  assets  of  a  company,  thereby  driving  the  victimized  company  into 
insolvency  and  then  using  bankruptcy  to  thwart  the  claims  of  creditors. 

When  a  company  is  liquidated  in  a  bankruptcy  case,  there  remains  a  corporate 
shell  with  public  stockholders.  Organized  criminals  buy  the  corporate  shell  and, 
after  changing  names,  issue  false  reports  which  generate  a  market  interest  and 
into  this  orchestrated  market  the  promoters  and  their  associates  pour  worthless 
securities. 

Another  example  of  misuse  of  a  corporate  shell  involved  the  purchase  of  such  a 
shell  from  a  receiver.  Limited  partnership  interests  were  then  sold  allegedly  to 
provide  the  purchasers  with  a  $3  loss  carry-forward  for  tax  purposes  for  every  $1 
invested.  This  scheme  led  several  wealthy  individuals  to  invest  substantial  sums 
of  money  in  a  worthless  venture.  There  seem  to  be  few  legitimate  uses  for  the 
corporate  shells,  and  the  damage  to  the  public  has  been  substantial. 
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APPENDIX  B  TO  SEC  STATEMENT 


Number  of  cases  in  chapters  X  or  XI  with  more  than  500  security  holders 
(number  of  security  holders) 


Fiscal  year 


All  filings 

$5  million  or  more  in  liabilities 

Less  than 

$5,000,000  in 

liabilities 

ch.  X  and  XI 

500  to  1  000 

Percentage 

Over  1  000 

Percentage 

3,695 
3,375 
3,142 

11 

6 

>6 

0.3 
.2 
.2 

44 

24 

1 19 

1.2 
.7 
.6 

41 
36 
28 

1975... 
1976.... 
1977... 


>  Includes  cases  for  a  15-month  period  beginning  July  1'  1976  and  ending  Sept.  30  1977. 

Note:  Aggregate  liabilities  of  cases  with  more  than  500  security  holders  (in  millions). 

Source:  1977  Annual  Reports  of  the  Director  Administrative  Office  of  U.S.  Courts  dated  June  30  1977.  Chapter  X  pe- 
titions and  chapter  XI  exhibit  A's  received  by  the  Commission.  Liabilities  are  derived  from  the  balance  sheet  and  include 
taxes  and  trade  debt 


Cases  with  $5,000,000  or  more  in  liabilities 
(number  of  security  holders) 

Less  than 

$5,000,000 

in  liabilities 

Fiscal  year 

500  to  1,000 

Percentage 

Over  1,000 

Percentage 

1975 

1976 

1977 

$117 

70 

76 

6.9 
2.8 
5.5 

$1,  588 
2,464 
1,295 

93.1 
97.2 
94.5 

$101 

75 

6 

Mr.  Loomis.  In  addition  to  being  accompanied  by  Mr.  Aaron  Levy, 
director  of  the  Division  of  Corporate  Regulation  on  my  right,  I  am 
also  accompanied  on  his  right  by  Mr.  Grant  Guthrie,  associate 
director  of  that  division,  and  Mr.  Irving  Picard,  on  my  left,  assistant 
general  counsel. 

Our  main  interest  is  in  Chapter  II  of  the  bill  which  deals  with 
corporate  reorganizations.  The  Commission  has  had  significant  respon- 
sibility with  respect  to  reorganization  ever  since  the  major  revisions 
in  the  bankruptcy  laws  in  1938,  but  only  limited  experience  with 
other  bankruptcy  proceedings. 

We  appeared  before  this  subcommittee  about  2  years  ago  to  testify 
on  Senate  bills  235  and  236.  We  submitted  an  extensive  report  on 
those  bills,  which  is  in  the  hearings  at  pages  707  to  779. 

Our  basic  objections  to  the  predecessor  bills  were  that  they  failed 
to  provide  adequate  protection  for  public  investors  who  are  substan- 
tially affected  by  reorganizations.  We  have  the  same  objections  to 
House  bill  8200. 

Senate  bill  2266  would  remedy  these  deficiencies. 

In  terms  of  investor  protection,  the  basic  concept  in  the  bill  is  the 
public  company  as  defined  in  section  1101.  To  that  definition  of  public 
company,  are  related  a  few  provisions  designed  for  the  protection  of 
public  investors,  such  as  the  mandatory  appointment  of  a  trustee,  the 
advisory  role  of  the  Commission,  the  fair  and  equitable  standard  and 
solicitations  of  acceptance. 

In  other  respects,  the  administration  of  the  estate  would  not  differ 
from  nonpublic  cases. 

Senate  bill  2266  contributes  greatly  to  the  resolution  of  what  has 
been  a  basic  difficulty  in  corporate  reorganization  over  the  past  half 
century.  Corporate  reorganizations  which  come  before  the  courts  run 
the  gamut  from  a  simple  composition  between  a  financially  embar- 
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rassed  small  business  and  its  bank  and  trade  creditors  to  the  complete 
restructuring  of  a  large  and  complex  enterprise  with  an  intricate 
capital  structure,  involving  thousands  of  creditors  of  numerous  kinds 
and  thousands  of  public  investors  holding  a  variety  of  securities, 
together  with  all  the  cases  in  between. 

In  the  first  case,  emphasis  has  been  placed  on  simplicity,  speed,  low 
cost,  and  an  essentially  negotiated  arrangement  between  the  manage- 
ment of  the  company  and  a  limited  number  of  sophisticated  and 
well-represented  creditors. 

This  is  entirely  proper,  where  these  are  the  only  parties  of  interest. 
But  the  attempt  to  use  this  model  where  there  are  numerous  scattered 
public  investors,  too  often  results  in  a  reorganization  which  sacrifices 
the  rights  and  interests  of  public  investors,  is  unfair  to  claimants  who 
lack  bargaining  power,  and  often  perpetuates  an  unsound  financial 
structure  and,  perhaps,  an  unworthy  management. 

In  1938  the  Congress  sought  to  resolve  this  difficulty  by  dividing 
reorganization  into  chapters:  Chapter  II  for  the  first  type  and 
Chapter  X  for  the  second. 

This  was  a  great  reform,  particularly  in  the  degree  given — the 
protection  given  to  public  investors  ana  the  soundness  of  reorgani- 
zation plans.  The  key  to  it  was  the  independent  trustee. 

But  another  problem  developed.  The  basic  standard  as  to  whether 
a  case  belonged  in  chapter  X  rather  than  chapter  XI  was  to  scope 
and  nature  of  the  reorganization  that  was  needed.  Management  and 
large  creditors  usually  had  an  incentive  to  try  to  use  chapter  XI 
whenever  possible,  and  sometimes  when  it  really  was  not  possible. 
They  complained  about  delay  and  expense  and  so  forth. 

Considerable  litigation  developed  over  whether  a  case  belonged  in 
chapter  X  or  chapter  XI.  This  issue  went  up  to  the  Supreme  Court 
several  times.  I  argued  one  such  case  there  myself.  The  Court  did  not 
believe  that  it  was  authorized  to  adopt  a  hard-and-fast  rule  which 
would  govern  in  all  cases. 

To  avoid  this  unprofitable  litigation  over  a  preliminary  issue,  the 
various  bills  which  this  subcommittee  has  been  considering,  would 
combine  chapter  X  and  chapter  XI.  The  avoidance  of  unnecessary 
litigation  by  this  means  is,  of  course,  desirable.  But  the  predecessor 
bills  accomplished  this  result  by  using  chapter  XI  as  the  basic  model 
with  all  the  sacrifice  of  investor  protection  that  this  entailed. 

S.  2266  preserves  the  concept  of  one  chapter,  but  by  providing 
basic  safeguards  for  public  companies,  gives  public  investors  the 
protections  to  which  they  are  entitled. 

The  proposal  to  consolidate  business  reorganizations  into  a  single 
chapter  was  first  made  in  the  Bankruptcy  Commission's  report  to  the 
Congress.  It  stated  that  it  was  difficult  to  carve  out  of  chapter  XI 
certain  cases  which  should  be  in  chapter  X.  S.  2266  provides  a  simple 
and  effective  way  of  dealing  with  this  problem.  To  support  its  con- 
clusion that  the  single  chapter  that  it  was  proposing  should  be  cast  in 
the  mold  of  chapter  XI,  the  Bankruptcy  Commission  said  that 
chapter  XI  has  become  the  dominant  reorganizational  vehicle  and 
that  substantial  debtors  are  able  to  reorganize  in  chapter  XL 

It  is  undoubtedly  true,  as  was  pointed  out  in  the  exhibits  to  our 
statement,  that  the  bulk  of  corporate  reorganizations  do  not  involve 
public  companies,  and  that  the  chapter  XI  model  is  appropriate  for 
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the  majority  of  cases.  Indeed,  the  Commission  has  found  it  appro- 
priate to  file  transfer  motions  from  chapter  XI  to  chapter  X  in  only  37 
out  of  a  total  23,605  chapter  XI  cases  in  the  13  years  from  1965  to 
1977. 

But,  as  pointed  out  in  our  statement,  the  assumption  that  chapter 
XI  treatment  is  appropriate  in  the  case  of  publicly  held  companies  is 
simply  unsubstantiated  and  contrary  to  the  record. 

There  have  been  a  substantial  number  of  successful  reorganizations 
under  chapter  X  and,  as  noted  in  appendix  A  to  our  statement, 
there  have  been  a  substantial  number  of  unsuccessful  chapter  XI 
cases  involving  large  public  companies. 

As  a  concrete  illustration  of  what  may  and  does  occur  without 
the  safeguards  for  public  investors  which  chapter  X  provides,  and 
which  S.  2266  would  retain,  we  refer  to  the  fate  of  W.  T.  Grant  and  Co. 

When  it  began  in  chapter  XI,  the  reported  assets  and  liabilities 
were  over  $1  billion  each.  Public  investors,  3,600  in  number,  held 
$117  million  in  debentures.  Its  outstanding  stock  included  preferred 
held  by  500  persons,  and  common  stock  held  by  35,000  public  in- 
vestors who  had  14  million  shares. 

Grant's  largest  liability  was  $641  million  in  secured  debts  owed  to 
a  consortium  of  27  banks.  To  meet  the  demands  of  its  institutional 
lenders,  Grant  commenced  to  liquidate  some  of  its  stores.  Within  4% 
months  it  liquidated  about  67  percent  of  the  stores. 

This  liquidation  produced  a  fund  of  about  $230  million  to  which 
secured  creditors — principally  the  banks — laid  claim  and  upon  which 
Grant  depended  for  its  survival. 

The  court,  at  the  request  of  the  creditors  committee,  authorized 
the  liquidation  of  the  remaining  stores  and  in  mid-April  the  demise 
of  Grant  was  officially  pronounced  by  a  formal  order  of  adjudication 
in  bankruptcy. 

It  is  of  more  than  passing  interest  that,  at  the  meeting  of  the 
creditors  committee,  the  six  bank  representatives  and  one  trade 
creditor,  voted  for  continuing  the  liquidation,  while  four  trade  credi- 
tors voted  against  it. 

There  is  another  aspect  of  this.  Prior  to  the  chapter  XI  case, 
Grant  had  1,070  retail  stores  throughout  the  United  States.  They 
had  62,000  employees  who  lost  their  jobs  as  a  result  of  the  Grant 
liquidation. 

This  social  cost,  in  terms  of  unemployment  and  loss  of  personal 
income,  should  also  be  reckoned  with  in  any  legislative  decision  to 
turn  over  the  governance  of  the  reorganization  of  public  companies 
who  are  in  financial  distress  to  a  small  group  of  large  creditors. 

I  turn  now  to  the  independent  trustee. 

Present  chapter  X  calls  for  the  appointment  of  a  trustee  if  a  debtor's 
liabilities  are  $250,000  or  more,  and  makes  it  discretionary  in  other 
cases.  Everyone  agrees  that  this  standard  is  not  realistic  today  and 
that  it  is  most  inappropriate  in  a  single  chapter  that  will  govern 
all  cases. 

Section  1104(a)  of  S.  2266  provides  for  the  mandatory  appointment 
of  an  independent  trustee  only  in  the  case  of  a  public  company,  the 
appointment  is  discretionary  in  nonpublic  cases  only. 

It  is  very  important  that  the  appointment  of  a  trustee  in  the  case 
of  public  companies  be  made  mandatory.  Discretionary  appointment 
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in  the  case  of  a  public  company  will  not  work.  It  will  simply  result 
in  transferring  unnecessary  litigation,  which  S.  2266  seeks  to  avoid, 
from  the  issue  of  transfer  to  chapter  X  to  the  issue  of  whether  there 
should  be  an  independent  trustee. 

Debtors  and  large  creditors  are  frequently  hostile  to  an  appointment 
of  a  trustee  because  he  will  deprive  them  of  control  over  the  reorgani- 
zation process.  This  is  precisely  the  point  of  having  an  independent 
trustee  where  the  interests  of  scattered  public  investors  are  at  stake. 

Further,  as  we  discussed  at  length  in  our  previous  report  on  the 
predecessor  bills,  it  is  essential  that  the  trustee  for  a  public  company 
be  appointed  promptly.  This  will  enable  him  to  take  control  without 
unecessary  delay  and  direct  the  course  of  the  reorganization  rather 
than  leaving  the  affairs  of  the  company  in  a  state  of  limbo  for  a  con- 
siderable period. 

Now  to  the  role  of  the  Commission. 

Under  the  existing  provisions  of  chapter  X,  the  Commission  may 
appear  in  a  case  and  be  heard  on  all  matters  in  the  proceeding  as  a 
party  in  interest,  except  that  it  has  no  right  to  appeal. 

The  Commission  is  accorded  a  special  role  in  connection  with  the 
plan  of  reorganization.  It  is  provided  that  after  a  hearing,  the  court 
shall  refer  the  plan  of  the  Commission  for  an  advisory  report  if  lia- 
bilities exceed  $3  million  within  a  time  specified.  The  court  may  there- 
after approve  a  plan  after  submission  of  the  report,  or  if  it  is  advised 
that  no  such  report  will  be  filed. 

Section  1128  of  S.  2266  preserves  this  procedure  with  respect  to  a 
public  company.  It  does  not  apply  to  a  nonpublic  company.  It  specifies 
that  an  order  approving  a  plan  shall  not  be  appealable. 

H.R.  8200  would  eliminate  for  all  cases  the  hearing  and  approval 
procedures,  and  with  it,  the  special  role  of  the  Commission. 

The  first  bills — S.  236  and  H.R.  31 — left  virtually  no  participation 
by  the  Commission  since  they  proposed  the  substitution  of  an  Ad- 
ministrator. 

H.R.  6  of  1977  eliminated  all  provisions  with  respect  to  the  Ad- 
ministrator and  assigned  to  the  Commission  the  right  to  be  heard  on 
the  disclosure  document  to  be  used  as  soliciting  acceptances  and  on 
the  plan  itself  the  hearing  on  confirmation. 

We  felt  at  that  time  as  though  we  had  been  invited  to  a  ball  game, 
but  with  instructions  not  to  appear  until  the  ninth  inning. 

The  latter  bills,  including  H.R.  8200,  grant  the  Commission  the 
right  to  be  heard  on  all  matters  in  the  case,  but  with  no  special  respon- 
sibilities with  respect  to  the  plan. 

Section  1128  of  S.  2266  brings  us  back,  or  rather  forward,  to  where 
we  are  now. 

H.R.  8200  proposes  to  establish  under  Article  III  of  the  Constitu- 
tion a  new  and  separate  court  system  for  bankruptcy  administration. 
S.  2266  would  improve  and  expand  the  function  and  authority  of  the 
present  system  of  bankruptcy  judges.  We  express  no  opinion  on  this 
choice. 

We  do  believe,  however,  that  the  structure  proposed  by  S.  2266 
is  compatible  with  the  objectives  which  are  of  concern  to  the  Com- 
mission in  this  legislation.  We  do,  however,  have  a  problem  with 
respect  to  appeals. 
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Section  208  of  chapter  X  gives  the  Commission  the  right  to  appear 
as  a  party,  but  no  right  to  appeal  from  judgments  or  orders.  Section 
1109  of  S.  2266  contains  the  same  provisions.  We  have  no  objection 
to  them.  We  realize  that  an  appeal  to  a  court  of  appeals  by  the  Com- 
mission, in  a  case  where  all  the  other  parties  are  satisfied,  could  be 
subject  to  legitimate  objection. 

On  the  other  hand,  there  has  been  under  chapter  X,  procedure  for 
review  of  an  order  of  a  referee  by  the  district  court.  The  Commission, 
and  I  understand  the  bankruptcy  courts,  have  not  regarded  this  type 
of  review  as  an  appeal  within  the  meaning  of  section  208. 

Section  775  of  title  II  of  S.  2266  revises  this  procedure  and  describes 
it  as  an  appeal.  Since  we  have  found  the  right  to  seek  review  in  the 
district  court  to  be  important  to  the  performance  of  our  functions,  we 
suggest  that  this  type  of  appeal  by  the  Commission  be  authorized. 
We  do  not  request  authority  to  initiate  any  appeals  from  the  district 
court  to  the  court  of  appeals. 

Turning  now  to  disclosure,  there  are  two  principle  questions  of 
disclosure  and  the  application  of  the  Federal  securities  laws.  These  are 
disclosure  in  connection  with  the  solicitation  of  acceptance  or  rejec- 
tion of  a  plan,  and,  second,  disclosure  with  respect  to  offerings  or 
transactions  in  securities  issued  in  connection  with  a  plan. 

These  are  dealt  with  in  sections  1125  and  1145  of  S.  2266. 

With  respect  to  public  companies,  subsection  (f)  of  section  1125 
provides  special  procedures  and  provisions  which  we  believe  Avill 
provide  adequate  disclosure.  The  hearing  on  the  plan  and  the  opinion 
and  order  of  the  court  and  the  advisory  report  of  the  Commission, 
if  there  is  one,  provide  a  reasonable  basis  for  that  assurance.  We  are 
satisfied  with  these  provisions. 

We  have,  however,  some  concern  about  the  procedures  in  other 
classes  of  cases  involving  companies  which  have  public  investors,  but 
are  not  public  companies  as  defined  in  S.  2266  normally  because 
they  do  not  have  liabilities  of  $5  million. 

We  suggest  that  the  information  provided  in  these  cases  should  be 
comparable  to  that  required  by  the  Commission's  rule  governing  the 
solicitation  of  proxies  which  we  rely  on  in  analogous  types  of  solicita- 
tion, except  where  the  court  determines  that  these  requirements 
should  be  modified  to  meet  the  requirements  of  a  particular  case. 

We  agree  with  the  concept  of  subsection  (e)  that  a  person  should  be 
entitled  to  rely  on  the  court  order  approving  a  disclosure  statement, 
but  we  believe  that  such  a  person  should  have  the  burden  of  showing 
that  reliance. 

With  respect  to  security  transactions,  we  agree  that  there  is  a  need 
for  exemption  from  registration  under  the  Securities  Act,  in  offerings 
under  the  plan  which  is  provided  for  in  subsection  (a)  of  section  1145. 

The  same  exemption  is  available  under  existing  chapter  X. 

We  are  concerned,  however,  about  extending  this  exemption  to  the 
resale  into  the  trading  market  of  securities  issued  pursuant  to  the  plan 
or  portfolio  securities  of  the  debtor.  While,  as  I  have  said,  there  is  a 
basis  for  exemption  the  initial  distribution,  we  see  no  adequate  basis 
for  exemption  resales  into  the  market. 

We  believe  that  investors  trading  in  securities  in  the  markets 
should  have  the  same  protections  whether  these  securities  emanate 
from  a  reorganization  or  not.  In  this  connection,  the  Commission  has 
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proposed  for  comment  a  new  rule,  148,  which  would  permit  such  re- 
sales of  securities  under  objective  standards  as  to  amount  and  other 
matters.  This  was  proposed  in  September  1977,  and  the  comment 
period  will  expire  next  month.  We  expect  that  the  rule  will  be  adopted, 
either  as  proposed,  or  as  amended  in  the  light  of  public  comment.  We 
believe  that  this  rule  could  provide  an  adequate  substitute  for  the 
portions  of  section  1145  dealing  with  this  same  subject. 

Finally,  section  510(a)  (2)  of  S.  2266  retains  the  provision  in  the 
earlier  bills  that  would  subordinate  claims  based  on  a  securities  fraud 
to  all  claims  or  interest  which  are  senior  to  the  interest  represented  by 
that  security. 

Since  typically  such  fraud  claims  are  asserted  when  otherwise  there 
would  be  no  participation  for  the  security  itself,  subordination  is 
tantamount  to  disallowance.  We  continue  to  oppose  this  provision. 

We  see  no  reason  for  distinguishing  this  type  of  tort  claim  from  any 
other.  Generally  persons  who  have  been  injured  by  unlawful  conduct 
on  the  part  of  a  debtor  are  entitled  to  prove  their  claims  for  damages, 
and  we  see  no  reason  for  making  an  exception  in  the  case  of  investors. 

It  has  been  suggested  that  holders  of  senior  securities  may  have 
relied  upon  the  contribution  to  capital  by  defrauded  junior  holders. 
This  may  or  may  not  happen  in  a  particular  case,  but  it  does  not 
justify  a  blanket  exemption,  particularly  where  junior  securities 
were  issued  long  in  advance  of  the  senior  securities,  so  there  could 
be  no  possibility  of  such  reliance. 

As  suggested  in  our  previous  report,  we  recommend  that  any 
such  disallowance  should  rest  in  the  discretion  of  the  court  in  ac- 
cordance with  the  equities  of  the  case. 

Finally,  both  bills  revise  the  provisions  for  immunity  now  con- 
tained in  the  Bankruptcy  Act  and  substitute  reliance  upon  the 
claim  of  privilege  under  the  procedure  contemplated  by  the  Organized 
Crime  Act  of  1970. 

Persons  would  not  be  required  to  submit  testimony  in  a  bank- 
ruptcy case  unless  immunity  is  granted  pursuant  to  the  statute. 
We  support  this  change. 

In  broader  prospective,  although  not  in  the  context  of  the  pending 
legislation,  it  may  be  appropriate  at  some  later  date  to  initiate  an 
inquiry  into  the  relation  between  organized  crime  and  bankruptcy. 
There  are  indications  that  such  an  inquiry  is  warranted. 

The  simple  and  classic  case  involves  the  misuse  by  criminal  ele- 
ments, of  the  credit  and  assets  of  a  company,  thereby  driving  the 
company  into  insolvency  and  then  using  bankruptcy  to  defeat 
creditors. 

Furthermore,  when  a  company  is  liquidated  in  a  bankruptcy 
case,  there  remains  a  corporate  shell  with  public  shareholders.  Or- 
ganized criminals  may  buy  the  corporate  shell  and  after  changing 
names  and  doing  a  little  preliminary  work,  use  this  to  float  worthless 
securities  for  their  benefit. 

They  may  also  purchase  a  corporate  shell  from  a  receiver  and  use 
it  for  whatever  purpose  they  may  wish.  There  has  been  one  instance 
in  which  such  elements  allegedly  sold  limited  partnerships  in  such 
a  shell  to  provide  the  purchasers  with  a  purported  tax  carry  forward, 
resulting  in  people  investing  money  in  a  worthless  venture. 

There  are  few  legitimate  uses  for  a  corporate  shell. 
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Thank  you  very  much,  and  I  will  be  pleased  to  attempt  to  answer 
any  questions  you  may  have. 

Senator  DeConcini.  Commissioner,  we  thank  you  very  much 
for  your  fine  statement  and  the  assistance  that  your  office  has  given 
to  our  staff.  We  appreciate  it  immensely. 

I  do  have  some  questions. 

You  have  some  forms  here  or  some  tables  here  on  unsuccessful 
chapter  XI,  that  is,  failures  in  chapter  XL  We  had  some  discussion 
this  morning  with  the  American  Bankers  Association  and  their  repre- 
sentatives. They  were  quite  defensive  on  my  preliminary  inquiry  into 
the  W.  T.  Grant  story.  Not  being  an  authority  on  it,  I  dropped  the 
subject  matter. 

But  it  still  is  of  interest  to  me.  Some  of  the  particular  cases  that 
you  list  here  are  of  interest  to  me. 

Is  it  your  opinion  that  you  believe  that  pursuing  the  case  under 
chapter  X  would  have  been  more  advantageous  for  potential  salvation 
or  salvage  of  the  company  for  the  public  stockholders? 

Mr.  Loomis.I  am  not  familiar  with  all  of  these  cases.  I  had  some- 
thing to  do  in  the  old  days  with  the  first  one,  the  Grayson-Robinson 
case.  I  thought  that  chapter  X  would  have  been  helpful. 

I  will  ask  the  staff,  who  have  been  in  this  business  more  recently, 
to  follow  up. 

Mr.  Levy.  In  the  first  place,  we  are  not  suggesting  that  this  is  an 
exhaustive  list.  We  can  readily  compile  a  list  to  show  some  chapter 
XI  cases  have  worked. 

Our  purpose  was  to  demonstrate  merely  in  chapter  XI,  because  of 
the  emphasis  on  a  quick  reorganization  and  to  get  out  of  court  as  fast 
as  possible,  perhaps  the  job  is  not  done  as  thoroughly  as  it  might  have 
been  done  in  chapter  X. 

As  a  matter  of  fact,  the  list  shows  that  debtors  went  into  court  and 
got  a  plan  confirmed  in  some  cases.  In  other  cases  they  were  adjudi- 
cated even  before  they  got  started. 

But  in  those  in  which  a  plan  was  confirmed,  several  months  or  a 
year  later,  they  were  brought  back  into  court  for  liquidation. 

By  the  way,  this  is  typical  in  chapter  XI  cases  because  the  plan  is 
worked  out  by  negotiations.  What  is  normally  insisted  upon  by 
creditors  is  the  provision  in  the  plan  to  reserve  jurisdiction  in  case 
there  is  a  default  on  the  debt  that  is  issued  under  the  arrangement. 

If  there  is  a  default,  then  the  debtor  is  summarily  called  back  and 
promptly  adjudicated. 

In  further  answer  to  your  question,  I  cannot  say  if  these  cases  had 
been  in  chapter  X  they  would  have  been  reorganized. 

Senator  DeConcini.  Did  the  SEC  petition  for  conversion  on  all  of 
these  cases? 

Mr.  Levy.  No,  sir,  only  some. 

Senator  DeConcini.  Did  you  petition  in  the  Grant  case?  I  believe 
you  did. 

Mr.  Levy.  We  did  not  make  a  motion.  The  reason  we  did  not  is 
because  the  banks,  after  the  filing  for  chapter  XI,  had  given  us  to 
understand  that  the  first  step  would  be  to  liquidate  the  unprofitable 
stores  and  hold  for  reorganization  the  remaining  stores.  There  were 
substantial  assets  left. 
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By  the  time  that  Grant  liquidated  the  so-called  unprofitable 
stores,  it  realized  a  fund  of  $320  million.  That  was  a  very  attractive 
kitty.  Immediately  when  that  happened,  the  banks  on  the  creditors 
committee,  that  is,  six  banks  and  one  trade  creditor  voted  in  favor  of 
liquidation  of  the  rest.  Four  trade  creditors  on  the  committee  voted 
against  it. 

You  can  understand  why.  Trade  creditors  sell  goods  and  mer- 
chandise to  the  debtor.  They  look  forward  to  resumption  of  additional 
business. 

Senator  DeConcini.  So  they  got  little  or  nothing. 

Mr.  Levy.  We  do  not  know.  Grant  is  still  in  bankruptcy  liquida- 
tion. What  will  emerge  out  of  this,  we  really  do  not  know.  There  have 
been  questions  raised  about  the  banks  and  what  they  have  done. 

Under  the  standards  now  in  S.  2266  there  will  be  an  independent 
trustee  for  a  public  company.  At  least  if  the  company  goes  down  the 
drain,  it  would  be  liquidated  because  it  is  hopeless.  There  are  cases 
which  are  hopeless.  But  at  least  that  will  happen  after  a  decision  of 
an  independent  trustee,  who  has  in  mind  the  interests  of  all. 

You  cannot  escape  the  conclusion  that  under  the  domination  of  the 
creditors  committee,  particularly  institutional  lenders,  the  ultimate 
decision  is  likely  to  be  made  in  terms  of  self-interest.  That  is  where 
the  public  gets  hurt. 

Mr.  Loomls.  With  respect  to  W.  T.  Grant,  it  is  my  impression 
that  things  moved  so  fast  that  by  the  time  we  could  consider  whether 
it  should  be  a  chapter  X,  they  were  getting  ready  to  go  into  liquida- 
tion. 

Mr.  Levy.  That  is  one  thing.  In  addition,  the  banks  had  been  extend- 
ing operating  credit  to  the  debtor  in  possession.  It  was  specified  in  the 
agreement  for  these  operating  funds  that  the  banks  would  withdraw 
all  credit  cards  and  all  credit  the  moment  the  transfer  motion  is  made. 

Senator  DeConcini.  You  were  told  that? 

Mr.  Levy.  It  is  in  the  agreement  itself. 

Senator  DeConcini.  You  entered  into  an  agreement  ? 

Mr.  Levy.  Not  we.  Their  agreement  with  the  debtor  specified  in  the 
event  that  the  motion  to  transfer  is  filed  the  banks  will  terminate  all 
credit  arrangements,  bearing  also  in  mind  that  it  was  the  Christmas 
season 


Senator  DeConcini.  You  were  put  in  a  bad  position  as  far  as  trying 
to  make  an  impartial  decision. 

Mr.  Levy.  I  could  not  suggest  to  the  Commission  that  it  take  the 
risk  of  being  charged  with  the  collapse  of  Grant. 

Senator  DeConcini.  Do  3rou  think  that  was  one  of  the  motivations 
for  that  agreement,  that  is,  to  keep  the  SEC  from  filing  for  conversion? 

Mr.  Levy.  Anybody.  The  banks  wanted  to  keep  grant  in  chapter 
XI  and  dominate  the  proceedings. 

Senator  DeConcini.  Is  that  true  of  any  of  the  other  cases  you  have 
listed  here?  Can  you  look  at  them  and  make  reference  to  any  other 
case  that  you  felt  that  there  was  an  agreement  and  your  decision  was 
judged? 

Mr.  Levy.  I  cannot  recall  any. 

Senator  DeConcini.  Is  that  a  common  practice  that  you  know  of, 
that  is,  agreements  are  made  where  it  puts  the  SEC  in  a  precarious 
position  of  making  a  motion  for  conversion? 
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Mr.  Levy.  We  do  not  find  any  such  common  agreements  at  all.  It  is 
not  usual. 

Senator  DeConcini.  This  is  unusual,  then? 

Mr.  Levy.  It  is  extraordinary;  that  is  right.  The  stakes  were  high. 

Senator  DeConcini.  There  was  so  much;  is  that  right? 

Mr.  Levy.  Yes. 

Mr.  Guthrie.  Actually,  the  agreement  was  much  more  than  the 
agreement  between  the  debtor  and  the  lending  banks.  It  took  the  form 
of  an  order  entered  by  the  bankruptcy  judge  the  day  the  case  was  filed 
for  the  supplying  of  financing  by  the  banks  to  the  W.  T.  Grant  Co. 

The  effect  of  the  order  was  that  all  money  that  Grant  had  and  all 
money  that  came  into  the  estate  would  be  deposited  in  a  special  ac- 
count as  collateral  for  the  bank  loans.  One  of  the  clauses  was  that  if  a 
chapter  X  transfer  motion  were  filed,  the  bank  should  have  the  right  to 
immediately  terminate  the  lending  agreement  and  take  possession  of 
the  cash. 

Our  opinion  was  that  this  agreement  could  probably  be  set  aside, 
but  the  practical  problem  was  by  the  time  we  got  to  the  court  of  ap- 
peals it  would  be  a  moot  issue. 

We  were  quite  close  to  that  case. 

I  have  not  seen  such  agreements  in  other  cases. 

Senator  DeConcini.  Is  this  the  first  time  you  have  come  across  such 
an  agreement? 

Mr.  Guthrie.  Yes. 

Senator  DeConcini.  How  long  have  you  been  with  the  Commission? 

Air.  Guthrie.  About  20  years. 

Senator  DeConcini.  Mr.  Levy,  is  that  the  same  with  you? 

Mr.  Levy.  No,  about  35  years. 

Senator  DeConcini.  There  has  been  some  discussion  regarding — 
if  you  were  here  earlier  this  morning  you  heard  high  praise  of  your 
department  and  what  a  fine  job  you  do  and  that  you  are  the  best  gov- 
ernmental officials  that  we  have.  I  compliment  you  for  having  that 
unsolicited  fine  remark  made. 

I  also  noted  that  there  was  great  concern  that  has  been  expressed 
here  and  that  at  other  times  about  a  lack  of  sufficient  personnel,  or  at 
least  application  of  the  personnel  on  the  Commission  to  work  in  this 
particular  area. 

Could  you  comment  on  that? 

Mr.  Loomis.  I  will  start  the  comment.  I  think  that  complaint  is 
justified.  We  do  not  have,  and  have  not  had  for  some  time,  enough 
money  to  do  all  of  the  varied  things  that  the  Commission  has  to  do 
in  the  way  in  which  they  should  be  done. 

I  guess  in  this  age  of  economy  in  Government  that  is  perhaps  to 
be  expected. 

But  in  addition  to  that,  we  have  tried  to  allocate  our  funds  in  ac- 
cordance with  the  resources  that  we  have.  I  agree  that^not  enough  has 
been  allocated  to  the  people  who  work  in  chapter  X  because  there 
has  not  been  enough  to  do  that  and  to  still  maintain  a  variety  of  other 
responsibilities. 

We  have  excellent  people  in  the  division,  and  I  am  glad  that  was 
noticed  this  morning.  Somehow  they  seem  to  get  their  work  done, 
though  I  sometimes  wonder  how. 
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We  will  consider,  as  we  do  every  year,  whether  we  can  put  more 
resources  into  this  work  without  causing  a  breakdown  somewhere 
else. 

Mr.  Levy.  I  was  here  this  morning.  I  appreciate  the  compliments 
we  received.  I  think  it  would  be  true  to  say  that  this  is  a  form  of  psychic 
income  we  can  have  without  the  necessary  congressional  authoriza- 
tion. [Laughter.] 

However,  let  me  make  this  more  specific  as  to  what  our  problem 
is  about  staffing  in  connection  with  the  chapter  X  reorganizations. 

In  a  sense,  we  are  captives  of  circumstances.  In  any  one  year  we 
cannot  tell  how  many  reorganization  cases  will  be  filed  the  next  year. 
That  depends  on  economic  conditions  which  we  have  no  way  of  fore- 
casting. 

We  do  know,  for  example,  that  in  case  of  a  major  business  downturn 
for  some  appreciable  time,  it  takes  about  6  to  9  months  before  we 
begin  to  feel  the  effects  in  terms  of  increased  filings  under  chapters 
X  and  XL 

So,  the  result  is  that  we  cannot  staff,  that  is,  we  cannot  have  a 
personnel  complement  built  up  on  some  hypothetical  peak  which  may 
never  happen. 

So,  in  that  sense,  we  are  constantly  under  a  perennial  lag  to  catch 
up  after  the  workload  begins  to  develop. 

I  would  say  at  the  present  juncture  our  staff  is  just  barely  adequate 
to  handle  the  job. 

Senator  DeConcini.  What  is  that  staffing  now? 

Mr.  Levy.  That  consists  of  the  headquarters  here  in  Washington 
with  several  regional  offices. 

Senator  DeConcini.  How  many  people? 

Mr.  Levy.  The  total,  I  believe,  is  44  people. 

Senator  DeConcini.  What  percentage  is  that  of  all  the  employees 
of  the  SEC? 

Mr.  Loomis.  We  have  in  the  neighborhood  of  2,000. 

Senator  DeConcini.  That  is  relatively  minor. 

Mr.  Loomis.  Yes. 

Senator  DeConcini.  We  had  a  great  deal  of  testimony  this  morning 
that  the  work  that  is  done  is  good  and  that  there  ought  to  be  more 
available  resources  and  personnel. 

What  does  the  Commission  plan  on  doing  about  that  besides  asking 
Congress?  Are  there  any  plans  that  you  have  for  reorganization? 

Mr.  Loomis.  I  cannot  say.  We  have  not  done  an  allocation.  We  are 
a,ware  that  there  is  not  enough  elsewhere. 

Senator  DeConcini.  Where  else  are  you  lacking? 

Mr.  Loomis.  We  are  particularly  lacking  at  this  time  in  adequate 
staff  to  administer  the  large  number  of  additional  responsibilities 
which  were  placed  on  the  Commission  by  the  Securities  Act  amend- 
ments of  1975  which  requires  a  restructuring  of  the  securities  markets 
as  well  as  changing  the  nature  cf  our  responsibilities  toward  the 
exchanges  and  the  other  parts  of  the  industry. 

We  are  not  doing  our  work  there  on  schedule  because  we  do  not 
have  enough  people  to  do  it.  There  was  not  an  additional  appro- 
priation which  related,  in  my  judgment,  at  least,  to  the  additional 
work  that  legislation  created. 
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I  have  long  been  aware,  that  the  chapter  X  work  needs  more  people. 

Mr.  Levy.  I  would  like  to  also  add  this.  For  example,  in  1973 
the  total  appropriation  for  the  reorganization  work  was  $648,000. 
We  are  now,  for  fiscal  1978,  up  to  $1,200,000,  so  it  does  show  some 
progress. 

As  I  say,  whether  or  not  that  will  be  enough,  I  do  not  know.  I 
think  it  is  barely  adequate.  Should  there  be  a  major  recession  in  the 
United  States — which  I  hope  does  not  happen — then  we  would  be 
seriously  understaffed.  We  would  have  to  call  upon  other  accountants 
and  financial  analysts  throughout  the  Commission  to  assist  us,  from 
other  divisions  who  claim,  of  course,  that  they  are  understaffed  as 
well. 

I,  myself,  and  Mr.  Guthrie,  for  example,  devote  about  half  our 
time  to  business  reorganizations.  Our  other  responsibilities  deal  with 
the  Public  Utility  Holding  Company  Act  of  1935  which  is  one  of 
our  major  responsibilities.  We  would  spend  more  time  on  business 
reorganization  should  that  require. 

I  am  also  hopeful  that  when  S.  2266  becomes  law — and  we  hope  it 
would  in  the  form  that  we  like — that  would  eliminate  at  least  one 
source  of  litigation,  namely  the  transfer  from  chapter  XI  to  chapter  X. 
That  we  endorse  very  heartily.  It  is  very  time  consuming.  W.  T. 
Grant  is  only  one  extreme  case.  We  have  other  cases,  like  the  United 
Merchants  and  Manufacturing.  We  have  Continental  Mortgage 
Investment,  which  has  been  tied  up  in  litigation  over  chapters  X  and 
XI  and  bankruptcy  liquidation. 

In  this  connection  may  I  also  suggest  that,  when  S.  2266  becomes 
law,  there  should  be  a  special  provision,  as  an  amendment  to  chapter 
XI,  to  state  that  the  present  chapter  XI  shall  forthwith  cease  to  apply 
to  a  public  company  rather  than  waiting  until  1979  or  1980,  the 
effective  date  of  the  statute  generally. 

Senator  DeConcini.  Given  the  present  caseload  today,  how  many 
people  would  you  estimate  you  would  need  to  be  current? 

Mr.  Levy.  In  headquarters  and  throughout  the  regions  I  would 
say  at  least  five  or  six  professional  people,  lawyers  and  accountants  as 
the  case  may  be. 

Senator  DeConcini.  As  for  chapter  X,  can  you  supply  us  with  any 
successful  cases? 

Mr.  Levy.  Last  year,  or  2  years  ago  when  we  testified  on  the  first 
bills,  S.  235  and  236,  we  prepared  a  table  that  appears  on  page  757  of 
the  hearings.  There  are  13  cases  of  successful  reorganization,  7  of 
which  were  found  to  be  solvent  with  public  participation  for  public 
stockholders.  Six  stockholders  were  excluded  because  of  deep  insol- 
vency. In  other  words,  the  liabilities  exceeded,  in  some  cases,  150  per- 
cent of  the  asset  value. 

Senator  DeConcini.  Those  were  clone  under  chapter  X? 

Mr.  Levy.  Yes. 

In  addition  to  that,  in  our  statement  that  we  filed  yesterday,  we 
point  out  in  the  last  15  months  we  have  had  li  effective  reorganiza- 
tions, 11  cases,  that  is,  we  filed  reports  in  those  cases  with  substantial 
participation   for   public   investors. 

Senator  DeConcini.  Thank  you. 

I  would  like  to  have  that  put  in  the  record. 

Mr.  Levy.  Do  you  want  us  to  supply  a  table? 
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Senator  DeConcini.  That  one  last  year  will  be  sufficient. 
Without  objection,  so  ordered. 
[The  material  referred  to  follows:] 

The  Commission  filed  reports  on  plans  of  reorganization  in  the  following  11 
Chapter  X  cases  in  the  last  15  months: 

Interstate  Stores,  Inc.  (S.D.  NY  74B  614),  a  retail  chain  is  solvent.  We  valued 
the  estate  at  $258  million.  Senior  debt  is  to  be  paid  in  full  and  the  common  stock 
of  reorganized  company  divided  among  trade  creditors,  and  public  investors 
owning  subordinated  debentures  or  common  stockholders.  The  plan  allots  27K 
percent  of  the  new  stock  to  the  debenture  holders  and  35.6  percent  to  the  existing 
stockholders. 

King  Resources,  Inc.  (D.  Colo.  71B  2921),  is  an  oil  company.  The  estate  exceeds 
$95  million,  the  amount  of  prebankruptcy  liabilities.  The  new  common  stock, 
representing  about  $90  million  of  value  is  divided  among  senior  and  trade  debt, 
public  subordinated  debentures  and  a  fraud  claim  allowed  the  public  stockholder 
class.  This  claim  represents  about  14.4  percent  of  the  new  stock  and  the  public 
debentures  about  40  percent. 

Imperial- American  Resources  Fund,  Inc.  (D.  Colo.  72B  556)  is  solvent.  The 
estate  is  valued  at  $51  million.  It  consisted  of  limited  partnerships,  whose  limited 
partners,  public  investors,  were  the  equity  securit}7  holders.  The  debtor,  the 
general  partner,  was  a  shell  corporation.  The  plan  paid  all  debts  and  issued  all  the 
stock  of  a  new  consolidated  corporation,  representing  about  $45  million  of  value, 
to  the  limited  partners. 

Dolly  Madison  Industries,  Inc.  (E.D.  Pa.  70-354)  a  furniture  manufacturer,  was 
insolvent.  The  estate  was  valued  at  $24  million.  Priority  and  secured  claims  were 
paid  with  cash  and  a  limited  amount  of  senior  securities.  The  new  common  stock, 
representing  about  $17  million,  was  divided  among  the  unsecured  creditors. 
Approximately  4  percent  of  the  new  common  was  distributed  in  settlement  of  a 
class  action  on  behalf  of  the  public  stockholders. 

R.  Hoe  &  Company,  Inc.  (S.D.  NY  69-13  461)  now  a  saw  manufacturer,  is 
solvent.  The  estate  is  valued  at  $17  million.  Partial  cash  payments  were  made  to 
creditors  and  the  new  common  stock,  representing  about  $15  million  in  value  is 
divided  between  the  unsecured  debt  and  the  Class  A  shareholders.  The  latter, 
public  investors  received  about  12  percent  of  the  new  stock. 

North  American  Acceptance  Corporation  (N.D.  Ga.  74-290  A),  a  mortgage  com- 
pany and  real  estate  developer,  is  insolvent.  The  estate  is  valued  at  $27  million. 
All  the  stock,  which  will  not  participate,  is  held  by  the  former  owners.  NAAC 
was  operated  as  an  uninsured  savings  institution  and  the  public  investors  with 
about  $40  million  in  deposits  are  the  principal  creditors.  They  will  receive  sub- 
stantially all  the  stock  of  the  reorganized  company,  with  an  option  to  take  60 
percent  of  their  deposit  in  cash  instead. 

Aldersgate  Foundation,  Inc.  (M.D.  Fla.  74-383  Orl.  Bk.  P.),  a  retirement  home 
institution,  is  insolvent.  The  estate  is  valued  at  $21  million.  Aldersgate  is  a  non- 
profit corporation  without  stock.  The  public  investors,  who  purchased  its  bonds, 
are  the  principal  creditors.  About  %  of  their  investment  will  be  represented  by 
$7  million  new  fixed  obligation  bonds  and  they  will  receive  certificates  entitling 
them  to  pro  rata  distributions  of  cash  becoming  available  from  future  operations 
or  sales  of  property.  Aldersgate  will  remain  a  nonprofit  corporation. 

U.S.  Financial,  Inc.  (S.D.  Calif.  No.  17007),  a  real  estate  lender,  is  solvent. 
The  estate  was  valued  at  $56  million.  The  plan  provides  for  a  five  year  liquidation 
of  the  real  estate.  Senior  creditors  are  to  receive  80%  of  the  proceeds  and  the  class 
claims  of  public  investors,  consisting  of  subordinated  debenture  holders  and  of 
stockholders  are  to  receive   15%  and  5%,   respectively. 

American  Mortgage  and  Investment  Company  (D.S.C.  74-323),  a  real  estate 
developer  is  solvent.  The  estate  was  valued  at  $3  million.  The  plan  provides  a 
schedule  of  payments  to  creditors,  and  leaves  the  common  stock,  held  by  the 
public,  undisturbed.  The  protection  of  the  rights  of  purchasers  of  lots,  including 
adjustment  of  mortgage  terms  to  permit  conveyance  of  lots  paid  for,  is  an  im- 
portant feature. 

CIP  Corporation  (S.D.  Ohio  B-l-75-1181),  a  real  estate  company,  is  solvent. 
The  estate  was  valued  at  $12  million.  The  plan  provides  payment  schedules  for 
mortgages  and  other  creditors  and  leaves  the  publiclv  held  stock  undisturbed. 

Detroit  Port  Development  Corporation  (E.D.  Mich.  76-92801BK).  The  estate  is 
valued  at  about  $2  million.  This  debtor  was  a  quasi  municipal  nonpiofit  corpora- 
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tion  which  issued  revenue  bonds  to  purchase  port  facilities  in  Detroit  for  ultimate 
ownership  by  the  city.  The  failure  of  the  private  lessee  operator  required  temporary 
assumption  of  operation  by  the  debtor.  The  plan  is  based  on  a  new  lease  with 
modifications  in  the  revenue  bonds. 

During  this  period,  the  Commission,  as  amicus  curiae,  also  filed  an  extensive 
report  on  the  plans  of  reorganization  of  Penn  Central  Transportation  Company 
(E.D.   Pa.   70-347). 

Senator  DeCoxcixi.  We  were  told  this  morning  that  they  did  not 
know  of  any,  and  I  am  glad  to  have  some  in  the  record. 

Can  you  recount  an  example  or  two  where  the  role  played  by  the 
independent  trustee  has  resulted  in  significant  benefit  to  the  public? 
Can  you  give  me  one  example? 

Mr.  Levy.  We  can  supply  that.  As  a  matter  of  fact,  beginning  about 
10  years  ago  in  our  annual  reports  of  the  Commission's  work,  we  have 
tabulated  the  results  of  trustees'  investigations  as  to  what  recoveries 
it  has  led  to. 

We  can,  if  you  wish,  supply  that  for  the  record,  that  is,  the  extracts 
of  those,  to  show  how  much  recovery  the  trustees  have  brought  in 
as  a  result  of  their  investigation. 

Senator  DeConcini.  I  would  like  to  see  it. 

Without  objection,  so  ordered. 

[The  material  referred  to  follows:] 

In  addition  to  Equity  Funding  Corporation  of  America  (CD.  Cal.  73-03467) 
and  Interstate  Stores,  Inc.  (S.D.  NY  74B  614),  we  will  mention  two  recent  illustra- 
tive cases  in  which  the  trustee  was  a  major  factor  in  rehabilitating  the  business 
and  two  involving  substantial  recoveries.  A  wealth  of  examples  could  be  cited, 
since  the  disinterested  trustee  is,  in  fact,  the  key  element  in  most  successful 
reorganizations. 

In  Imperial  American  Resources  Fund,  Inc.  (D.C.  Colo.  72B  556),  a  large  oil 
and  gas  complex,  the  trustee  repossessed  the  properties  from  an  independent 
company  which  had  taken  over  their  management  in  connection  with  a  rejected 
offer  to  acquire  them.  The  trustee  had  to  develop  a  new  operating  organization 
to  rehabilitate  the  producing  property,  which  had  fallen  into  a  seriously  deter- 
iorated condition,  to  deal  with  attachments  on  production,  onerous  equipment 
leases,  defective  titles  and  similar  matters.  Once  these  collateial  problems  had 
been  resolved  through  agreements  negotiated  by  the  trustee,  and  creditors  were 
paid  through  the  large  cash  flow  generated  by  his  operations,  a  plan  returning 
the  company  to  its  public  equity  security  holders  became  almost  a  matter  of 
course. 

In  R.  Hoe  &  Company,  Inc.  (S.D.  NY  69-13  461),  the  trustees'  first  task  was 
to  arrange  to  finance  and  complete  work  in  progress  on  large  printing  presses. 
Default  would  have  reduced  debtor's  investment  in  these  long-term  projects  to 
scrap  value  and  subjected  it  to  enormous  damages.  The  trustees  succeeded  in 
avoiding  such  economic  waste,  obtaining  the  necessary  funds  from  the  custo- 
mers on  the  strength  of  their  responsibility  as  court  offiefrs.  The  trustees  then 
disposed  of  the  press  division,  paying  the  large  secured  debt,  and  developed  another 
division  into  a  profitable  and  growing  enterprise  which  became  the  basis  for  the 
reorganization. 

In  Four  Seasons  Nursing  Centers  of  America,  Inc.  (W.D.  Okla.  BK  70-1008),. 
the  trustee  placed  a  business  not  previously  profitable  on  a  sound  financial  and 
operational  basis.  Through  his  investigation,  the  trustee  played  a  major  role  in 
effecting  a  settlement  of  class  action  fraud  claims  on  behalf  of  the  former  public 
stockholders.  Several  million  dollars  were  recovered  for  them  from  third  party 
defendants,  and  they  received  one-third  of  the  $32  million  value  of  new  common 
stock  of  reorganized  company  in  settlement  of  debtor's  liability.  The  public  de- 
benture holders  received  about  38%  and  other  unsecured  creditors  about  29%  of 
the  new  common. 

In  Westec  Corporation  (S.D.  Texas,  66H  62),  the  trustee  prosecuted  a  consoli- 
dated complaint  on  behalf  of  the  estate  and  the  class  of  defrauded  stockholders 
against  third  party  defendants.  The  plan  assigned  about  9%  of  the  $15  million 
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value  of  Westec's  common  stock,  phis  the  bulk  of  the  estate's  prospective  re- 
covery in  these  actions,  to  the  defrauded  shareholder  class  in  settlement  of  debtor's 
liability.  The  old  stockholders  retained  the  balances  of  the  common  stock.  The 
trustee  recovered  an  aggregate  of  $12  million  from  the  third  party  defendants. 

Mr.  Levy.  That  is  in  terms  of  money.  The  major  benefit  was  to 
take  an  impossible  situation  and  work  it  out,  so  that  there  would  be 
an  effective  reorganization  with  substantial  participation  by  the 
public.  You  heard  yesterday  Mr.  Loeffier.  Equity  Funding  is  the 
most  dramatic  case  of  all  because  it  was  the  case  of  a  fraud  that 
occurs  once  in  a  century. 

But  I  know,  for  example,  in  one  instance  the  debtor  had  no  assets 
left.  What  the  trustee  did  was  to  bring  a  lot  of  lawsuits,  and  participa- 
tion for  public  investors  was  obtained  from  the  proceeds  of  recovery. 
That,  of  course,  was  another  extreme  case. 

On  the  other  hand,  we  have  had  difficult  cases,  like  Four  Seasons 
and  Yale  Express  and  many  others  where  effective  reorganizations 
were  concluded  under  independent  trustees. 

When  it  comes  to  a  case  where  public  investors  are  involved,  the 
question  is  whether  there  should  be  any  reorganization  and  what 
direction  it  should  take.  The  question  for  Congress  is  whether  such 
decisions  should  be  made  under  the  auspices  and  direction  of  an 
independent  trustee,  subject  to  the  fair  and  equitable  standard  by 
which  the  judge  must  be  guided  to  approve  and  confirm  the  plan. 

Or,  should  even  a  case  of  a  public  company  be  left  to  creditor  com- 
mittees and  debtors,  management,  and  judicial  approval  be  only  an 
official  endorsement  of  the  results  of  the  negotiations.  The  choice  is 
that  simple. 

Senator  DeConcini.  Anticipating  some  testimony  that  we  will  be 
receiving,  does  participation  of  the  SEC  result  in  significant  delay, 
that  is,  ,during  the  reorganization  process? 

Mr.  Levy.  There  are  two  aspects  to  it.  When  we  enter  an  appearance 
in  a  case,  we  are  a  part}^  to  the  reorganization  for  all  purposes.  We 
raise  questions  of  substance  and  procedure  and  almost  any  issue  that 
we  regard  to  be  of  significance. 

The  question  of  delay  comes  up  when  it  relates  to  the  plan  of 
reorganization.  The  report  on  reorganization  plan  is,  of  course,  the 
most  important  function  that  the  Commission  performs. 

That  advisory  report  can  be  short  or  long.  It  may  be  time  consum- 
ing, depending  on  the  nature  and  complexity  of  the  case. 

Where  the  case  is  a  very  complex  one,  and  we  have  to  determine 
the  valuation  and  the  fair  treatment  of  stockholders,  that  could  be 
cause  of  some  delay,  partly  because  of  the  nature  of  the  case,  and 
partly  because  there  may  be  a  deficiency  in  personnel. 

But  it  is  not  true,  as  we  have  heard  it  said,  that  the  advisory  part 
is  a  wasteful  exercise  because  it  may  not  be  needed.  There  are  cases 
where  we  fill  with  the  court  a  short  memorandum  of  law  because  the 
issues  are  relatively  simple. 

In  fact,  in  a  very  few  cases  we  appeared  in  court  and  made  an  oral 
statement.  We  only  file  extensive  reports  in  cases  where  we  feel  it  is 
necessaiy. 

Senator  DeConcini.  If  the  testimony  is  given  that  the  SEC's 
participation  does  cause  substantial  delay,  would  your  answer  be  that 
if  you  had  personnel  that  would  not  be  the  case? 
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Mr.  Levy.  It  is  not  only  a  matter  of  personnel,  because  it  is  also  a 
matter  of  the  complexity  of  the  issues  and  the  difficult  questions  that 
have  to  be  answered. 

Bear  in  mind  that  in  these  reorganizations  the  advisory  report  goes 
to  security  holders.  It  not  only  must  be  sound  but  it  also  must  be 
readable  and  understandable.  It  takes  time  sometimes  to  work  this  out. 

When  we  prepare  an  extensive  report,  we  must  submit  the  report  to 
the  Commission  because  the  Commission  itself  is  the  signatory  to  the 
report.  The  reports  are  used  not  only  by  the  courts.  They  are  published 
reports  that  are  constantly  referred  to  as  guiding  precedents  by 
others.  There  must  be  a  great  deal  of  care  and  circumspection  in 
writing  them. 

Mr.  Guthrie.  I  think  part  of  the  answer  to  your  question  is  that  it 
is  all  too  often  true  that  it  takes  us  longer  than  we  would  like  to  prepare 
the  report.  There  can  be  a  delay  of  2  or  3  months.  That  would  not  be 
present  if  we  got  our  report  out  faster,  of  course. 

I  do  not  think  in  any  case  that  this  prejudices  reorganization.  These 
are  cases  that  are  ready  for  reorganization,  of  course,  where  the  busi- 
ness is  running  well.  Without  minimizing  it,  it  is  not  a  case  where  the 
reorganization 

Senator  DeConcini.  You  do  not  think  2  or  3  months  might  have  a 
great  bearing  on  reorganization  and  the  success  of  the  continued 
existence? 

Mr.  Levy.  Let  me  say  this.  It  has  not  happened.  We  do  our  best  to 
get  it  out  on  time  and  the  judges  are  very  understanding. 

We  know  of  no  cases  that  the  reorganization  failed  because  we  did 
not  get  out  a  report.  There  is  no  case,  to  my  knowledge. 

Mr.  Guthrie.  I  would  like  to  be  stronger  than  that.  It  could  not 
happen  that  way  because  if  a  company  is  ready  to  be  reorganized  you 
do  not  have  that  kind  of  critical  time  problem.  In  a  case  where  you 
have  to  get  a  plan  approved  within  a  month  or  two  or  the  compan}- 
fails,  that  is  a  case  where  it  should  not  probably  be  reorganized. 

Senator  DeConcini.  I  take  your  word,  but  I  am  surprised  to  hear 
that.  I  find  it  very  difficult  to  believe  that  a  3-month  delay  on  the 
part  of  your  department  in  a  reorganization  might  not  have  a  real 
bearing  on  the  success  of  the  reorganization.  I  cannot  dispute  it,  but 
I  find  it  very  difficult  to  accept. 

Mr.  Guthrie.  The  only  point  where  timing  can  be  critical  is  if 
the  plan  depends  on  an  outside  investor  coming  in.  In  that  case  it 
does  become  quite  urgent  and  we  are  usually  able  to  accommodate 
the  time  requirements. 

But  as  I  say,  once  a  business  is  ready  to  be  reorganized,  it  is  a  viable 
company.  A  delay  is  annoying.  I  will  not  say  that  it  has  no  effect  on 
getting  the  securities  out  or  other  collateral  effects,  but  we  simply  are 
not  dealing  with  a  situation  where  a  delay  of  that  period  is  going  to 
cause  a  failure  in  the  business. 

Senator  DeConcini.  Mr.  Commissioner,  you  mentioned  in  your 
statement  the  use  of  shell  corporations  and  bankrupt  corporations  for 
organized  crime  purposes.  Do  you  find  this  to  be  prevalent? 

Mr.  Loomis.  I  do  not  think  it  is  prevalent,  at  least  I  was  not  really 
aware  that  this  was  going  to  be  too  much  of  an  issue. 
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If  you  will  permit,  I  will  check  around  with  our  enforcement  people 
and  provide  you  with  whatever  information  I  can  on  that. 

Senator  DeConcini.  Thank  you.  We  will  appreciate  any  informa- 
tion you  might  have  on  that,  and  particularly  with  reference  to  land 
fraud  companies. 

I  am  under  the  opinion  that  it  has  been  used  quite  successfully  for 
some  period  of  time  and  amounts  to  perhaps  hundreds  of  thousands  of 
abuses  in  the  sense  of  the  people  who  have  lost  their  money,  either  as 
creditors  to  those  shell  corporations  or 

I  would  appreciate  anything  that  your  enforcement  division  might 
have  on  that. 

Mr.  Looms.  I  know  that  we  have  had  some  problems  with  land 
promotions  in  various  Western  States  where  investors  have  lost 
money.  I  will  just  have  to  check  to  see  if  there  is  any  indication  of 
organized  crime  that  we  know  of  in  those  cases. 

Senator  DeConcini.  Or  in  any  other  cases.  I  thank  you  very  much. 
Without  objection,  so  ordered. 

Air.  Feidler,  any  questions? 

Mr.  Feidler.  I  have  no  questions. 

Senator  DeConcini.  Mr.  Dixon? 

Mr.  Dixon.  I  have  one  question,  Mr.  Chairman. 

Commissioner,  you  have  suggested  rule  148  as  an  alternative  to  the 
redistribution  exemption  that  is  provided  in  our  bill  and  in  H.R.  8200. 

As  I  understand  rule  148,  the  creditor  who  receives  securities  as  part 
of  the  plan  would  be  limited  to  selling,  that  is,  reselling  those  securities 
to  1  percent  of  the  outstanding  securities  every  6  months. 

For  example,  a  creditor  may  be  required  as  part  of  the  plan,  and,  in 
fact,  it  may  be  so  that  is  crammed  down  against  him  that  he  has  to 
take  securities  of  the  debtor. 

It  could  be  the  situation  where,  in  fact,  he  is  a  very  large  creditor 
and  he  receives  maybe  20  percent  of  the  outstanding  shares.  He  has 
no  choice  over  that. 

It  concerns  me  that  it  could  take  him  10  years  to  get  rid  of  all  those 
securities  that  he  had  to  take  under  rule  148.  Of  course,  he  could  regis- 
ter those  securities  and  sell  them  immediately,  but  that  is  a  very 
costly  process.  He  has  already  lost  money  in  the  bankruptcy 
proceedings. 

Has  there  been  any  thought  to  increasing  the  1-percent  limit,  per- 
haps to  5  percent  of  the  outstanding  shares  of  stock  so  that  a  creditor 
who  is  in  this  situation  and  is  forced  to  take  securities  as  part  of  the 
plan  will  be  able  to  sell  them  quicker  than  he  would  otherwise  under 
rule  148? 

Mr.  Loomis.  We  will  certainly  consider  that.  We  have  used  the  1- 
percent  standard  or  alternative  of  what  is  often  a  somewhat  lower  one 
for  other  transactions  in  restricted  securities  in  rule  144  over  the  years. 

We  recognize  that  the  bankruptcy  situation  is  somewhat  different. 

As  I  say,  we  will  be  reviewing  the  comments  which  come  in  from  the 
public  in  response  to  this  proposal. 

I  would  think  it  likely  that  someone  would  bring  this  problem  up  if 
it  were  a  problem.  We  will  certainly  review  that  question. 

Mr.  Dixon.  Thank  you. 
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Mr.  Chairman,  thank  you. 

Mr.  Guthrie.  It  should  be  pointed  out  that  the  limitation  on  volume 
of  sales  is  really  directed  to  maintaining  an  orderly  market.  The  effect 
on  someone  who  gets  a  large  block  of  securities  is  unfortunate,  but  if 
he  were  given  an  unrestricted  right  to  sell  on  the  market — and  I  am 
not  an  expert  in  the  securities  market  myself — it  would  seem  that 
there  would  be  a  real  risk  of  depressing  the  market  to  the  prejudice  of 
all  the  other  people  who  got  smaller  blocks  of  securities.  That  is  the 
theory  of  limiting  the  volume  of  sales. 

Mr.  Loomis.  I  think  Mr.  Guthrie  is  right.  The  theory  of  these 
limitations  is  to  keep  the  number  that  is  being  just  fed  into  the 
market  more  or  less  in  line  with  what  the  market  can  absorb. 

The  type  of  case  that  3^ou  describe  where  a  person  has  20  percent 
of  the  outstanding  stock,  he  probably  could  not  sell  that  in  the  market 
very  quickly  anyhow.  There  will  be  no  buyers. 

Mr.  Dixon.  Actually  20  percent  is  a  bad  example  because  10  percent 
makes  him,  that  is,  gives  him  some  real  difficulty  because  he  is  an 
issuer.  But  anything  between  0  and  10  percent  he  is  limited  to  1  per- 
cent every  6  months. 

Mr.  Picard.  You  should  remember  that  the  rule  is  only  a  proposed 
rule  at  this  juncture.  The  comments  are  coming  in,  as  Commissioner 
Loomis  pointed  out  in  his  statement,  and  the  comment  period  expires 
the  middle  of  next  month.  At  that  point  all  the  comments  will  be 
reviewed  by  the  staff  and  then  recommendations  will  be  made  to  the 
Commission. 

I  have  reviewed  some  of  the  comments  that  are  in  the  public  file. 
A  number  of  the  commentators  have  raised  the  issue  that  you  did  in 
terms  of  people  who  get  more  than  1  percent  and  possibly  something 
less  than  5  or  6  percent,  but  in  the  range  I  think  you  are  talking  about. 
Those  comments  will  be  considered. 

Air.  Levy.  Let  me  add  one  more  word.  Mr.  Guthrie  talked  about 
the  limitations  on  resale  to  assure  an  orderly  market. 

There  is  another  element.  It  has  to  do  with  the  protection  of  inves- 
tors who  are  going  to  buy.  In  reorganization  new  securities  are  issued 
under  the  plan  of  reorganization.  Nobody  knows  much  about  them. 
Consequently  the  slowing  down  of  the  redistribution,  provides  time 
to  develop  market  reception,  and  there  is  also  the  filing  of  reports 
with  the  Commission.  The  investing  public  thus  may  become  familiar 
with  the  new  securities. 

Too  much  of  a  resale  is  likely  to  result  in  dumping  new  securities  on 
unsuspecting  investors.  We  see  no  reason  why  we  should  discriminate 
between  an  ordinary  issuer  and  an  issuer  who  had  the  misfortune  to 
go  through  reorganization. 

Mr.  Dixon.  Thank  you,  Mr.  Chairman. 
Senator  DeConcini.  Thank  you  very  much. 

Our  next  witness  is  Mr.  Alvin  Wiese,  chairman  of  the  National 
Consumer  Finance  Association  Subcommittee  on  Bankruptcy. 

He  is  accompanied  b}^  representatives  of  the  National  Association 
of  Federal  Credit  Unions  and  the  Consumer  Bankers  Association. 
Mr.  Wiese,  we  are  pleased  to  have  you  here  today. 
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STATEMENT  OF  ALVIN  0.  WIESE,  JK.,  CHAIRMAN,  NATIONAL 
CONSUMER  FINANCE  ASSOCIATION,  SUBCOMMITTEE  ON  BANK- 
RUPTCY, ACCOMPANIED  BY  DONALD  V.  BEALL,  GENERAL 
MANAGER,  NASA  FEDERAL  CREDIT  UNION;  AND  PAUL  J.  PFEIL- 
STICKER,  VICE  PRESIDENT,  CONSUMER  CREDIT,  CONTINENTAL 
BANK 

Mr.  Wiese.  We  have  submitted  a  statement.  We  would  like  to  have 
it  incorporated  in  the  record. 

Senator  DeConcini.  Without  objection,  so  ordered. 
[The  prepared  statement  of  Alvin  O.  Wiese,  Jr.,  follows:] 

Statement  of  Alvin  O.  Wiese,  Jr.,  Chairman,  Subcommittee  on  Bank- 
ruptcy of  the  Law  Forum  of  the  National  Consumer  Finance  Asso- 
ciation 

My  name  is  Alvin  0.  Wiese,  Jr.  I  am  a  partner  in  the  Los  Angeles  law  firm  of 
Styskal,  Wiese  and  Melchione  and  have  been  specializing  in  the  field  of  creditor's 
rights  and  consumer  bankruptcies  for  over  twenty  years.  I  am  also  chairman  of 
the  National  Consumer  Finance  Association's  Committee  on  Bankruptcy  and 
I  am  testifying  today  on  behalf  of  NCFA.1  NCFA  is  a  national  trade  association 
of  companies  engaged  in  the  consumer  credit  business.  In  1976,  these  companies 
made  over  30  million  extensions  of  credit  exceeding  $30  billion. 

In  the  interest  of  saving  the  Committee's  time  in  these  brief  three  days  of 
hearings  and  avoiding  duplication  of  testimony,  NCFA  has  worked  together  with 
other  organizations  representing  different  kinds  of  consumer  credit  grantors  in 
preparing  this  statement.  These  groups  are  the  Consumer  Bankers  Association, 
Independent  Bankers  Association  of  America,  National  Association  of  Federal 
Credit  Unions,  and  the  Credit  Union  National  Association.  My  testimony  reflects 
their  views  as  well  as  those  of  the  NCFA  and,  therefore,  represents  a  fair  cross- 
section  of  the  opinions  of  consumer  credit  grantors  throughout  the  country  on 
S.  2266. 

I  would  like  to  express  our  appreciation  for  this  opportunity  to  testify  on 
bankruptcy  reform.  Most  of  us  have  been  involved  in  the  efforts  to  revise  the 
bankruptcy  law  since  it  began  three  years  ago.  We  have  worked  with  the  Sub- 
committee and  its  staff  and  we  have  watched  progress  being  made  through  several 
drafting  stages.  We  are  pleased  to  state,  Mr.  Chairman,  that  the  bill  you  and 
Senator  Wallop  introduced  on  October  31st  is  a  major  step  closer  to  true  bank- 
ruptcy reform  and  one  which  we  support.  I  believe  that  if  S.  2266  is  enacted, 
with  certain  modifications,  it  will  achieve  the  kind  of  balance  between  the  rights 
and  responsibilities  of  both  creditors  and  debtors  that  we  have  been  striving  for 
over  the  past  three  years. 

Some  of  the  proposals  contained  in  earlier  bills  were,  frankly,  not  in  the  best 
interests  of  consumer  creditors.  These  proposals  were  made  in  response  to  abuses 
that  were  claimed  to  exist  in  the  present  bankruptcy  system.  When  carefully 
examined,  the  proposals  in  earlier  bills  were  found  to  be  overreactions  which 
would  have  cut  off  rights  of  all  creditors  in  an  effort  to  prevent  the  abuses  of  a 
few  and,  on  the  other  hand,  would  have  imposed  restrictions  on  the  bankrupt's 
ability  to  use  his  own  property  as  he  saw  fit.  One  example  of  such  an  overreaction 
was  the  provision  in  the  House  bill,  H.R.  8200,  dealing  with  creditors'  objections 
to  discharge.  Section  523(d)  of  that  bill  would  make  mandatory  the  imposition 
of  costs  and  attorney's  fees  against  a  creditor  who  unsuccessfully  objected  to  the 
discharge  of  a  debt  because  of  the  bankrupt's  fraud,  false  representation,  or 
false  financial  statement.  This  provision  was  designed  to  prevent  the  "spurious" 


1  NCFA  represents  approximately  850  member  companies  operating  more  than  17.000 
loan  and  finance  offices  throughout  the  United  States.  The  membership  of  NCFA  is 
diversified  ranging  from  single  small  loan  offices  to  substantial  nationwide  chain  orga- 
nizations engaged  in  both  the  business  of  direct  lending  and  the  purchase  of  sales 
finance  paper  on  consumer  goods. 
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use  of  objections  to  discharge  by  some  creditors.  It  would  have  that  effect,  of 
course,  but  it  would  also  have  the  effect  of  discouraging  all  creditors  from  raising 
objections  to  discharge. 

We  are  pleased  to  see  that  the  section  in  S.  2266  dealing  with  objections  to 
discharge  does  not  suffer  from  this  defect. 

Section  523(d)  gives  the  bankruptcy  judge  discretion  to  award  costs  and 
attorney's  fees  to  the  debtor  when  a  creditor  raises  a  frivolous  objection  to  the 
discharge  of  a  consumer  debt.  We  believe  this  provision  will  have  the  desired 
effect  of  protecting  the  bankrupt  and  will  encourage  creditors  to  object  to  a 
discharge  only  when  they  have  proof,  rather  than  mere  suspicion,  of  a  debtor's 
fraud,  false  representation  or  false  financial  statement.  It  avoids  the  inflexibility 
of  the  House  provision  and  places  the  authority  to  assess  the  conduct  of  the 
parties  where  it  belongs,  with  the  court. 

Examination  of  some  of  the  proposed  changes  in  the  consumer  bankruptcy 
system  contained  in  other  bills  reveals  that  the  changes  appear  to  have  been 
made  individually  and  without  careful  consideration  of  their  effect  on  the  con- 
sumer bankruptcy  system  as  a  whole  and  on  creditor-debtor  relations  in  general. 
In  the  long  run,  these  proposals  would  have  cost  creditors  millions  of  dollars. 

These  losses  would  not  be  offset  by  significant  benefits  to  bankrupts  and  would 
ultimately  be  borne  by  non-bankrupt  credit  users. 

We  are  pleased  to  see  that  S.  2266  has  retained  much  of  the  existing  balance 
between  creditors'  and  debtors'  rights  and  avoids  the  excessive  restrictions  on 
those  rights  that  were  contained  in  other  proposals. 

The  consumer  provisions  of  S.  2266  will  assure  deserving  debtors  the  "fresh 
start"  that  is  the  historical  goal  of  the  bankruptcy  system.  That  goal  has  not 
changed  although  the  bankruptcy  system's  ability  to  achieve  it  in  a  rapidly  ex- 
panding consumer  credit  economy  has  changed.  If  the  major  provisions  of  S.  2266 
are  enacted  with  the  modifications  that  we  recommend,  the  bankruptcy  system 
will  be  able  to  respond  to  those  changes  and  to  the  needs  of  those  consumers  who, 
through  misfortune,  illness  or  other  circumstances  beyond  their  control,  are  unable 
to  meet  their  obligations  as  they  mature. 

Bearing  this  goal  in  mind,  I  would  like  to  comment  on  several  provisions  of 
S.  2266  which  we  believe  merit  further  consideration;  I  offer  these  suggestions  not 
only  as  spokesman  for  consumer  finance  companies  and  other  credit  grantors,  but 
also  as  a  lawyer  regularly  practicing  before  the  bankruptcy  courts  and  one  who 
knows  statutory  language  has  to  be  translated  into  procedures  for  the  courts,  the 
attorneys  and  their  clients  to  follow. 

EXEMPTIONS 

Section  522(b)  allows  the  debtor  to  exempt  from  the  property  of  the  estate  "any 
property  that  is  exempt  under  Federal,  State  or  local  law."  We  believe  that  this 
provision  is  contrary  to  the  goal  of  establishing  a  bankruptcy  law  that  is  uniform 
throughout  the  nation.  Currently  state  law  determines  what  property  is  exempt 
from  the  bankruptcy  estate  and  experience  has  demonstrated  the  unfairness  of 
this  system  to  both  debtors  and  creditors.  It  is  unfair  to  those  debtors  who  live  in 
states  where  there  are  inadequate  exemptions  to  protect  property  that  is  necessary 
to  give  them  a  "fresh  start,"  and  it  is  unfair  to  creditors  in  states  that  allow  debtors 
to  retain  extensive  property  that  should  be  used  to  repay  at  least  some  of  their 
debts. 

The  Federal  bankurptcy  system  should  determine  what  property  is  necessary 
for  debtors,  in  all  states,  to  maintain  an  adequate  standard  of  living  and  to  get  a 
fresh  financial  start,  and  to  protect  that  property,  and  only  that  property,  with 
Federal  law. 

While  it  has  been  argued  that  the  states  should  be  allowed  to  supplement  any 
Federal  schedule  of  exemptions  if  they  believe  their  citizens  need  additional 
economic  protection,  the  record  seems  to  indicate  that  the  differences  in  state 
exemption  laws  do  not  necessarily  bear  any  relationship  to  current  differences  in 
the  cost  of  living  or  other  economic  factors.  According  to  the  Commission  on  the 
Bankruptcy  Laws  of  the  United  States,  state  exemption  laws  are  "*  *  *  generally 
archaic  and  unduly  generous  in  some  states  and  exceedingly  niggardly,  particularly 
as  to  urban  residents  in  others."  (Report  of  the  Commission  on  the  Bankruptcy 
Laws  of  the  United  States,  July  1973,  Part  II,  p.  127). 

Rather  than  allow  these  wide  discrepancies  to  continue,  it  would  be  preferable 
to  have  one  national  schedule  of  exemptions  which  would  apply  equally  to  all 
bankrupts  throughout  the  nation. 
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HOUSEHOLD    GOODS    EXEMPTIONS 

Section  522(c)  allows  the  debtor  to  avoid  a  non-purchase  money  security  interest 
in  household  furnishings,  household  goods,  and  other  personal  property  to  the 
extent  that  the  lien  impairs  an  exemption  in  such  property.  This  provision  is 
apparently  designed  to  help  debtors  retain  possession  of  items  hearing  greater 
sentimental  (personal)  value  than  market  value.  It  would  also,  however,  eliminate 
the  value  of  such  property  for  credit  purposes  because  creditors  could  no  longer 
rely  on  it  as  security  in  the  event  of  bankruptcy.  This  would  have  the  effect  of 
making  it  more  difficult,  if  not  impossible,  for  less  affluent  consumers  to  obtain 
credit.  The  very  people  intended  to  be  benefited  by  this  provision  may  be  harmed 
instead.  Limiting  the  enforceability  of  security  interests  in  household  goods  and 
other  personal  property  will  deprive  many  consumers  of  the  only  asset  they  can 
pledge  to  secure  consumer  credit.  Such  property  may  not  have  a  great  deal  of 
monetary  value  in  the  market  place,  but  it  does  have  substantial  value  to  both 
the  creditor  and  the  consumer.  Personal  property  pledged  by  the  consumer  as 
s<  curity  has  a  recognizable  psychological  value.  Both  the  consumer  and  the 
creditor  realize  the  property  does  not  have  the  same  value  as  when  it  was  new, 
and  that  it  has  a  high  replacement  cost  for  the  consumer.  These  factors  work  to 
the  advantage  of  the  consumer.  They  mean  his  personal  property  can  be  used  as 
security  for  credit  of  more  than  the  market  value  of  the  property.  Diminishing 
this  value  can  only  harm  the  majority  of  consumers,  not  help  them. 

This  provision  would  deprive  many  consumers  of  any  property  usable  as  col- 
lateral for  credit.  For  some  consumers  this  reduction  in  value  could  be  substantial. 
For  some,  household  goods,  furnishings,  jewelry,  and  other  personal  property 
may  include  non-essential  property,  including  luxury  items.  There  is  no  reason 
why  such  property  should  be  given  special  treatment.  There  is  no  reason  why  a 
security  interest  in  such  property  should  be  avoidable  by  the  debtor  simply 
because  it  qualifies  as  "household  goods."  This  is  particularly  true  when  Section 
522(e)  is  considered  in  conjunction  with  Section  522(b).  That  Section  would  have 
the  effect  in  some  states  of  allowing  debtors  to  retain  much  more  than  the  "neces- 
saries" that  are  needed  to  maintain  an  adequate  standard  of  living  and  get  a 
fresh  start.  In  addition,  Section  522(e)  is  unnecessary  when  read  in  conjunction 
with  Section  722  which  gives  the  debtor  the  option  to  redeem  such  property  by 
agreeing  to  pay  the  fair  market  value  as  fixed  by  the  bankruptcy  judge. 

We  believe  Section  522(e)  would  be,  on  balance,  unnecessarily  costly  to  con- 
sumers. As  presently  drafted,  almost  any  personalty  of  the  debtor  would  qualify 
for  exemption.  This  would  constitute  an  unfair  and  unsound  allocation  of  costs. 
It  would  depiive  many  consumer  borrowers  of  their  only  collateral,  and  would 
place  the  creditor  at  his  peril.  If  retained  at  all,  this  section  should  be  redrafted 
to  specify  that  only  essential  and  necessary  personal  property  is  included  and  such 
property  should  be  defined  or  listed  in  a  single  Federal  schedule  of  protected 
property  in  Section  522(b). 

FALSE    FINANCIAL    STATEMENT 

Section  523(a)(2)(B)  states  that  a  debt  is  non-dischargeable  if  it  is  obtained 
by  use  of  a  materially  false  written  statement  respecting  the  debtor's  financial 
condition  which  is  reasonably  relied  on  by  the  creditor  and  is  made  or  published 
by  the  debtor  with  intent  to  deceive.  We  agree  with  the  intent  of  this  provision 
to  deny  the  benefits  of  a  discharge  with  respect  to  a  debt  owed  to  a  creditor  who 
has  relied  upon  a  false  financial  statement  prepared  by  the  debtor  and  who  has 
been  deceived  by  the  debtor.  We  believe,  however,  that  the  requirements  of  a 
false  financial  statement  in  Section  523(a)(2)(B)  need  additional  clarification. 
It  is  not  clear  from  the  separate  recitation  of  the  elements  of  a  false  financial 
statement  whether  the  law  or  the  burden  of  proof  is  changed.  While  we  recognize 
that  existing  law  has  created  some  problems  in  regard  to  proving  the  elements  of 
a  false  financial  statement,  we  understand  it  is  the  intent  of  this  section  to  simply 
codify  existing  law.  If  that  is  true,  it  would  be  appropriate  to  use  the  language 
of  existing  law.  This  would  avoid  needless  litigation  interpreting  or  reinterpreting 
what  has  been  part  of  the  Bankruptcy  Act  since  1970. 

REAFFIRMATION 

Section  524(b)  provides  that  a  bankrupt  may  revise  or  reaffirm  a  debt  extin- 
quished  by  discharge  and  may  also  rescind  such  revival  or  reaffirmation  by  written 
notice  to  all  concerned  creditors  within  30  days.   We  support  this  change;  it 
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retains  the  right  of  the  bankrupt  to  honor  debts  he  may  want  to  pay  while  at  the 
same  time  preserving  his  "fresh  start"  by  giving  him  the  option  of  cancelling  any 
reaffirmation  within  30  days.  We  suggest,  however,  that  the  right  to  reaffirm  be 
allowed  during  the  pendency  of  the  bankruptcy  proceedings,  i.e.,  any  time  after 
adjudication  has  occurred. 

It  is  to  the  benefit  of  both  debtors  and  creditors  to  resolve  any  differences  and 
to  reach  agreement  on  a  future  course  of  dealing  as  early  as  possible  in  the  bank- 
ruptcy proceeding.  Both  the  bankrupt's  decision  to  reaffirm  and  the  creditor's 
decision  to  accept  it  are  governed  by  many  factors  such  as  claims  relating  to 
security,  plans  to  proceed  against  nonbankrupt  co-makers,  and  the  raising  of 
possible  objections  to  dischargability.  These  can  best  be  resolved  during  the 
pendency  of  the  proceeding.  This  is  also  the  time  when  the  bankrupt  is  repre- 
sented by  counsel,  who  can  best  advise  him  about  his  rights  and  the  advisability 
of  reaffirmation. 

In  view  of  the  protections  available  to  the  bankrupt — right  of  rescission,  the 
right  to  attorney's  fees  for  a  successful  defense  to  any  objection  to  discharge, 
and  the  representation  by  counsel — there  appears  to  be  no  substantial  reason 
for  prohibiting  reaffirmation  until  after  the  bankruptcy  proceedings  are  concluded 
and  a  discharge  is  granted. 

PREFERENCES 

Section  547(f)  established  a  presumption  that  a  debtor  is  insolvent  during  the 
ninety  days  prior  to  the  filing  of  a  petition  in  bankruptcy.  Section  547(b)  provides 
that  creditors  who  receive  payments  on  outstanding  debts  during  that  period 
can  be  forced  to  surrender  them  to  the  bankrupt's  estate. 

We  are  not  aware  of  any  evidence  of  abuses  in  consumer  bankruptcy  cases 
that  warrants  a  presumption  of  insolvency  forcing  creditors  to  return  payments 
they  have  received  in  good  faith  on  obligations  owing  to  them.  We  are  also  not 
aware  of  any  evidence  indicating  that  such  a  provision  would  benefit  debtors. 
Since  most  consumer  bankruptcies  are  "no-asset"  or  "nominal  asset"  cases, 
whatever  money  a  creditor  would  be  forced  to  return  under  this  provision  would 
probably  be  used  to  pay  the  expenses  of  administration  or  would  be  sought  as 
fees  by  the  trustee  in  bankruptcy  of  the  estate  and  would  not  be  used  to  help 
the  debtor  or  to  pay  creditors.  In  addition,  the  many  hearings  involved  in  seeking 
the  return  of  small  consumer  payments  and  in  determining  if  insolvency  exists 
may  prove  to  be  a  greater  burden  on  the  bankruptcy  courts  than  the  amounts 
recovered  justify. 

We  fully  support  the  authority  of  the  trustee  to  avoid  preferences.  However, 
this  authority  should  not  extend  to  payments  made  on  consumer  debts  which 
are  received  by  a  creditor  according  to  the  terms  of  a  contract  in  the  ordinary 
course  of  the  creditor's  business. 

CHAPTER    XIII 

NCFA  supports  the  revised  Chapter  XIII  of  the  bankruptcy  law  as  structured 
in  S.  2266.  We  believe  it  will  encourage  the  use  of  it  by  debtors,  to  the  advantage 
of  both  debtors  and  creditors.  While  the  number  of  non-business  straight  bank- 
ruptcies continues  to  be  high,  the  number  of  Chapter  XIII  proceedings  remains 
relatively  low.  In  the  fiscal  year  ending  June  30,  1977,  the  number  of  non-business 
straight 'bankruptcies  filed  was  152,684,  while  the  number  of  Chapter  XIII  pro- 
ceedings was  only  29,422.  {Annual  Report  of  the  Director,  Administrative  Office  of 
United  States  Courts,  Washington,  D.C.)  On  the  average  over  all  of  the  United 
States,  there  was  only  one-fifth  as  many  Chapter  XIII  proceedings  as  there  were 
straight  bankruptcies.  This  ratio  varies  substantially,  however,  among  the  states. 
In  Oklahoma,  for  example,  there  were  3,246  straight  bankruptcies  and  only  30 
Chapter  XIII  proceedings.  In  contrast  there  were  376  straight  bankruptcies  in 
\ I  line  and  647  Chapter  XIII  proceedings. 

These  wide  discrepancies  in  the  frequency  of  Chapter  XIII  proceedings  are 
caused  by  a  number  of  factors  including  the  difficulty  of  administering  them  in 
some  jurisdictions.  We  believe  the  provisions  of  S.  2266  will  correct  many  of  these 
problems  and  will  result  in  more  widespread  use  of  Chapter  XIII  by  debtors. 
This  will,  of  course,  be  to  the  advantage  of  both  debtors  and  creditors. 

While  we  support  the  use  of  Chapter  XIII  proceedings  for  the  rehabilitation  of 
wage  earners,  we  are,  as  creditors,  concerned  about  the  protection  of  assets  during 
the  term  of  the  wage-earner  plan.  While  creditors,  particularly  secured  creditors, 
may  be  willing  to  wait  a  longer  period  of  time  for  repayment  of  credit  obligations 
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i      „„«t  a«J#>  nf  the  estate  to  be  protected  during  that  period.  Section 
provision  should  be  aclciea  siamng  "**"  f    th^t  the  value  of  the  secured  creditor's 

answer  your  questions.  Thank  you. 

Air  Wiese  Let  me  first  introduce,  Mr.  Chairman,  the  gentleman 
sitting  II  my  right,  Mr.  Paul  J.  Pfeilsticker.  He  is  the  vice  president 
in  charged  consumer  credit  for  the  Continental  Illinois  Bank.  He 
Tuo  appears  here  on  behalf  of  the  Consumer  Bankers  Association. 
'  Onmy  leftT  Mr.  Donald  Beall.  Mr.  Beall  is  the  manager  and 
directo?yof  the  National  Aeronautics  and  Space  A dnnmstra  ion .Fed, 
eial  Credit  Union.  He  is  also  appearing  here  today  on  behalf  of  the 
National  Association  of  Federal  credit  unions,  with  approximately 
$25  billion  outstanding  in  consumer  credit.  Ans-eles 

Mv  name  is  Alvin  O.  Wiese,  Jr.  I  am  a  partner  m  the  Los  Angeles 
law  firm  of  Styskal,  Wiese  and  Melchione  m  the  private  practice  of 
law    We  hav?  been  specializing  in  the  field  of  creditors  rights  and 

TlSS  of  S^NatS  Consumer  Finance  Associa- 
tioirCotmittee  on  Bankruptcy  While  I  ™t£%^^£^ 
on  behalf  of  NCFA— a  national  trade  association  ot  companies  en 
ga.ed  in  the  consumer  credit  business,  and  these  companies inciden- 
falh  last  year  had  over  30  million  extensions  of  credit  exceeding  $30 
bluion  dtu^the  statements  which  we  bring  to  you  today  and  the 
questions  that  we  hope  to  be  .able  to  respond  .to,  are  jomed  m  byjhe 
Independent  Bankers  Association  of  America  and  Credit  Union 
Nadona [Association.  The  Independent  Bankers  Association  has  over 
7  ?00  member  banks.  The  Credit  Union  National  Association  is  the 
trade  SsSon  of  over  22,000  State  and  Federal  credit  unions 

Most  of  us  have  been  involved  in  the  efforts  to  revise  the  bank- 
rupt cvlaL  sin"  it  began  3  years  ago.  We  have  worke£ ^ththis 
committee  and  its  staff  members.  We  have  watched  the  progress 
being  made  through  the  drafting  stages. 

We  are  pleased  to  state,  Mr.  Chairman,  that  the  bill  that  you ana 
Senator  Wallop  have  introduced  is  a  major  step  closer  to  what  we 
beheve  is  true  bankruptcy  reform  and  a  bill  which  we  support. 
^Wlbeheve  that  if  SP2286  is  ^b^^c^^o^^^ 
the  standpoint  of  the  consumer  credit  "idustry/it  ^«*^™ 
kind  of  balance  between  the  rights  and  responsibilities ^of  both  creditors 
and  debtors  that  we  have  been  striving  for  the  past  3  years. 

We  are  pleased  to  see,  Mr.  Chairman,  that  S.  2266  has  re  « 
balance  between  creditors  and  debtors  rights    In  an  effort  to  reacn 
the  goal  of  a  fresh  start,  we  think  that  the  bill  will  accomplish  this  if 
the  major  provisions  of  S.  2266  are  enacted. 
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Bearing  in  mind  this  goal,  I  would  like  to  comment,  because  of  the 
interest  of  time,  and  the  fact  that  we  have  submitted  our  material  in 
the  form  of  a  written  statement,  on  several  suggestions  that  we  are 
making  with  respect  to  consumer  bankruptcy  cases. 

By  way  of  a  topical  approach,  I  propose  to  discuss  exemptions, 
the  household  goods  exemption,  dischargeability,  reaffirmation, 
preferences,  as  they  affect  consumer  cases,  and  chapter  XIII  pro- 
ceedings. 

Section  522(b)  allows  the  debtor  to  exempt  from  the  estate  "any 
property  that  is  exempt  under  Federal,  State,  or  local  law."  We 
believe  that  this  provision  is  contrary  to  the  goal  of  establishing  a 
bankruptcy  law  that  is  uniform  throughout  the  Nation. 

Currently  State  law  determines  what  property  is  exempt  from  the 
bankruptcy  estate  and  experience  has  demonstrated  the  unfairness 
of  this  system  to  both  debtors  and  creditors.  It  is  unfair  to  debtors 
who  live  in  States  where  there  are  inadequate  exemptions  to  protect 
property  that  is  necessary  to  give  them  a  fresh  start  and  unfair  to 
creditors  in  States  that  allow  debtors  to  retain  extensive  property 
that  should  be  used  to  repay  at  least  some  of  their  debts. 

In  the  latter  category  I  would  say  my  own  State,  California,  falls 
within  that  province. 

We  think  that  the  Federal  bankruptcy  system  should  determine 
what  property  is  necessary  for  debtors  in  all  States  to  maintain  an 
adequate  standard  of  living,  and  get  a  fresh  financial  start,  and  to 
protect  that  property,  and  only  that  property,  with  Federal  law. 
It  has  been  argued  that  States  should  be  allowed  to  supplement 
any  scheduled  exemptions  if  they  believe  their  citizens  need  additional 
economic  protection.  However  the  record  seems  to  indicate  that  the 
differences  in  State  exemption  laws  do  not  necessarily  bear  any  rela- 
tionship to  current  differences  in  the  cost  of  living  or  other  economic 
factors. 

I  cite  on  behalf  of  this  page  127  of  the  Commission's  report  in 
July  1973  in  which  it  was  said:  "Generally  .  .  ."  and  referring  to 
State  exemption  laws  they  "...  are  archaic  and  unduly  generous 
in  some  States  and  exceedingly  niggardly,  particularly  as  to  urban 
residents  and  others." 

Rather  than  allow  these  widespread  discrepancies  to  continue,  we 
believe  it  would  be  preferable  to  have  one  national  schedule  of  exemp- 
tions which  would  apply  equally  to  all  bankrupts  throughout  the 
Nation. 

On  the  question  of  exemptions  and  particularly  the  treatment  of 
household  goods  exemptions,  in  section  522(e)  allows  the  debtor  to 
avoid  the  nonpurchase  money  security  interest  in  household  furniture, 
furnishings,  goods,  and  other  personal  property  to  the  extent  that  the 
lien  impairs  an  exemption  in  such  property. 

Apparently  this  provision  is  designed  to  help  debtors  retain  posses- 
sion of  those  items  bearing  greater  sentimental  or  personal  value 
than  market  value.  It  would  also,  however,  eliminate  the  value  of 
such  property  for  credit  purposes  because  creditors  could  no  longer 
rely  on  that  property  as  security  in  the  event  of  bankruptcy. 

This  would  have  the  effect  of  making  it  more  difficult,  if  not  im- 
possible, for  less  affluent  consumers  to  obtain  credit.  The  very  people 
that  this  section  is  intended  to  benefit  may  be  harmed  instead.  Limit- 
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ing  the  enforceability  of  security  interests  in  household  goods  and 
other  personal  property  will  deprive  many  consumers  of  the  only 
asset  they  can  pledge  to  secure  consumer  credit. 

Such  property  may  not  have  a  great  deal  of  monetary  value  in  the 
marketplace,  but  it  does  have  substantial  value  to  both  the  creditor 
and  the  consumer,  the  debtor. 

Personal  property  pledged  by  the  consumer  as  security  has  a 
recognizable  psychological  value.  Both  the  consumer  and  the  creditcr 
realize  the  property  does  not  have  the  same  value  as  when  it  was 
new,  but  they  do  realize  the  high  replacement  cost  to  the  consumer. 
We  feel  that  these  facts  work  to  the  advantage  of  the  consumer. 
They  mean  to  him  that  his  personal  property  canbe  used  as  security 
for  credit  of  more  than  simply  its  market  value. 

Diminishing  this  value  can  only  hurt  the  majority  of  the  consumers, 
not  help  them. 

In  fact,  this  provision  may  deprive  many  consumers  of  any  property 
that  they  could  use  as  collateral  for  credit. 

There  is  another  aspect  to  the  household  goods  exemption  which 
I  hope  the  committee  will  consider.  There  are  other  people  to  whom 
household  goods,  furnishings,  jewels,  and  other  personal  property 
may  not  be  essential  property.  It  could  include  luxury  items,  like 
fur  coats  and  jewel ry.  There  is  no  justifiable  reason  why  such  property 
should  be  given  special  treatment  in  the  bankruptcy  laws  nor  is  this 
property  the  kind  of  property  that  is  necessary  in  order  to  accomplish 
the  fair  start  objective. 

We  believe  that  section  522(e),  when  considered  in  conjunction 
with  section  522(b),  points  this  out  as  being  particularly  true.  That 
section  would  have  the  effect  in  some  States  of  allowing  debtors  to 
retain  much  more  than  the  necessaries  that  are  needed  to  obtain  an 
adequate  standard  of  living. 

In  addition,  section  522(e)  appears  to  us  to  be  unnecessary  when 
read  in  conjunction  with  section  722  which  gives  the  debtor  the 
option  to  redeem  such  property  by  agreeing  to  pay  the  fair  market 
value  as  fixed  by  the  bankruptcy  judge. 

We  think  that  section  522(e)  on  balance  is  unnecessarily  costly 
to  the  consumers.  As  presently  drafted,  almost  any  personal  property 
of  the  debtor  would  qualify  for  the  exemption.  This  would  constitute 
an  unfair  and  unsound  allocation  of  costs.  It  would  deprive  the 
borrowers  of  perhaps  their  only  collateral  and  would  place  the  creditor 
at  his  peril  in  the  event  of  a  bankruptcy  proceeding. 

If  retained  at  all,  we  think  that  this  section  should  be  redrafted  to 
specify  that  only  essential  and  necessary  personal  property  is  in- 
cluded and  such  property  should  be  defined  or  listed  in  a  single 
Federal  schedule  of  protected  property  in  section  522(b). 

Let  me  speak  briefly  about  the  false  financial  statement  and  dis- 
chargeability in  section  523(a)(2)(B)  which  states  that  the  debt  is 
nondischargeable  if  it  is  obtained  by  the  use  of  a  materially  false 
statement  in  writing  respecting  the  debtor's  financial  condition  which 
is  reasonably  relied  on  by  the  creditor  and  published  by  the  debtor 
with  intent  to  deceive. 

We  agree  with  this  provision  to  deny  the  benefits  of  a  discharge  with 
respect  to  a  debt  owed  to  a  creditor  who  relied  upon  a  false  financial 
statement  and  was  deceived,  but  we  believe  that  the  requirements  of  a 
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false  financial  statement  in  section   523(a)(2)(B)   needs  additional 
clarification. 

For  example,  it  is  not  clear  from  the  separate  recitation  of  the 
elements  of  a  false  financial  statement  whether  the  law  or  the  burden  of 
proof  is  intended  to  be  changed.  We  recognize  that  existing  law  has 
created  some  problems  in  regard  to  proving  the  elements  of  a  false 
financial  statement.  We  understand  that  it  is  the  intent  of  this  section 
to  simply  codify  existing  law. 

If  that  is  true,  we  think  it  would  be  appropriate  to  use  the  language 
of  existing  law  to  avoid  needless  litigation  in  tiying  to  interpret  or 
reinterpret  what  has  been  a  part  of  the  Bankruptcy  Act  since  the 
amendments  of  1970. 

Let  me  digress  for  a  moment.  Since  my  written  statement  was 
originally  prepared,  we  have  seen  the  decision  of  the  Ninth  Circuit  of 
Appeals  in  a  case  entitled,  "The  Matter  of  Nelson  decided  October  3, 
1977"  by  the  Ninth  Circuit  involving  litigation  over  a  false  financial 
statement  given  to  the  California  State  Employees  Credit  Union. 

When  we  talk  about  recodifying  in  a  bankruptcy  act,  what  the 
existing  law  is  and  using  the  language  of  existing  law,  I  think  the  thing 
that  is  most  disturbing  to  us  is  the  constant  litigation  that  has  occurred 
over  the  question  of  the  element  of  intent  to  deceive  in  subsection  4  of 
section  522(b). 

How  is  a  court  to  determine  the  intent  to  deceive  and  how  is  a  court 
to  interpret  the  state  of  the  debtor's  mind  in  determining  his  intent 
when  he  gave  them  a  materially  false  statement  that  was  relied  upon 
by  the  creditor? 

Because  of  the  problems  that  have  been  created  over  this  question, 
I  draw  from  the  specific  language  of  the  court  in  the  Ninth  Circuit  in 
the  "Matter  of  Nelson"  and  suggest  to  the  committee  that  a  more 
appropriate  method  of  stating  the  requisites  of  proof  in  the  matter  of  a 
alse  financial  statement  would  be  to  substitute  the  language  "and  that 
the  debtor  knew  or  should  have  known  that  the  statement  was 
materially  false  and  would  deceive  the  creditor." 

Let  me  speak  now  briefly  about  the  section  on  reaffirmation.  This, 
of  course,  substantially  affects  the  consumer  credit  industry.  Section 
524(b)  provides  that  the  bankrupt  may  revise  or  reaffirm  a  debt  ex- 
tinguished by  a  discharge  and  may  rescind  such  revival  or  reaffirma- 
tion by  written  notice  to  all  concerned  creditors  within  30  days.  We 
certainly  support  this  change. 

It  retains  the  right  of  the  bankrupt  to  honor  debts  if  he  wants  to- 
pay  them  and  preserves  his  fresh  start  by  giving  him  the  option  of 
canceling  any  reaffirmation. 

But  we  have  one  problem  with  this  section  as  drafted.  We  believe 
that  the  right  to  reaffirm  should  be  preserved  during  the  pendancy  of 
the  bankruptcy  proceedings. 

In  other  words,  at  any  time  after  adjudication  has  occurred,  rather 
than  only  after  discharge. 

Senator  DeConcini.  I  will  have  to  interrupt  you.  I  have  to  go  vote 
on  the  floor  of  the  Senate.  I  would  like  for  you  to  continue  with  jour 
statement.  Then  I  will  ask  you  some  questions.  I  will  come  back  as 
soon  as  I  can. 

If  you  will  please  continue,  I  will  be  back  as  soon  as  I  can. 
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Mr.  Wiese.  It  is  to  the  benefit  of  both  debtors  and  creditors  to 
resolve  any  differences  and  to  reach  agreement  on  a  future  course  of 
dealing  as  early  as  possible  in  the  bankruptcy  proceedings. 

Both  the  bankrupt's  decision  to  reaffirm  and  the  creditors'  decision 
to  accept  it,  are  governed  by  man}^  factors,  such  as  claims  relating  to 
security,  plans  to  proceed  against  nonbankrupt  comakers,  the  raising 
of  possible  objections  to  dischargeability. 

These  can  best  be  resolved  during  the  pendancy  of  the  proceeding. 
This  is  also  the  time  when  the  bankrupt  is  represented  by  counsel  who 
can  best  advise  him  about  his  rights  and  the  advisability  of 
reaffirmation. 

In  view  of  the  protections  available  to  the  bankrupt — the  right  of 
rescission  and  the  right  of  attorneys!'  fees  for  a  successful  defense  to  any 
objection  to  discharge,  and  the  representation  by  counsel — there  ap- 
pears to  be  no  substantial  reason  for  prohibiting  reaffirmation  until 
after  the  bankruptcy  proceedings  are  concluded  and  a  discharge  is 
granted. 

I  would  like  to  discuss  preferences  now. 

Section  547(f)  establishes  a  presumption  that  a  debtor  is  insolvent 
during  the  90  days  prior  to  the  filing  of  a  petition  in  bankruptcy.  Sec- 
tion 547(b)  provides  that  creditors  receiving  payments  on  outstanding 
debts  during  that  period  can  be  required  to  surrender  them  to  the 
bankrupts'  estate. 

We  are  not  aware  of  any  evidence  in  the  record  or  elsewhere  as  far 
as  consumer  credit  is  concerned  of  any  abuses  that  warrant  a  pre- 
sumption of  insolvenc}^,  forcing  creditors  to  return  payments  in  con- 
sumer cases  which  they  receive  in  good  faith  on  obligations  owing  to 
them. 

We  are  also  not  aware  of  any  evidence  indicating  that  such  a  pro- 
vision of  this  kind  would  benefit  a  bankrupt  debtor. 

You  must  recognize  that  most  consumer  bankruptcies  are  no 
asset  or  nominal  asset  cases.  Whatever  mone}^  a  creditor  would  be 
forced  to  return  under  this  provision  would  probably  be  used  to  pay 
the  expenses  of  administration  or  would  be  sought  as  fees  by  the  trustee 
in  bankruptcy  of  the  estate  and  would  not  be  used  to  help  the  debtor 
or  to  pay  creditors. 

In  addition,  I  think  a  more  serious  problem  may  exist  in  the  fact 
that  many  hearings,  which  I  believe  would  be  otherwise  unnecessary, 
might  be  required  in  seeking  the  return  of  small  amounts — in  terms 
of  dollars — of  consumer  payments  or  in  determining  if  insolvency, 
in  fact,  existed,  or  whether  the  creditor  had  knowledge  of  the  insolvency. 

These  things  might  prove  to  be  a  greater  burden  on  the  bankruptcy 
courts  with  the  filing  of  petitions  and  unnecessary  appearances  than 
the  amounts  recovered  would  ever  justify. 

We  fully  support,  of  course,  the  authority  of  the  trustee  to  avoid 
preferences.  We  think  however  that  this  authority  should  not  extend 
to  pa3^ments  made  on  consumer  debts  which  are  received  by  a  creditor 
according  to  the  terms  of  the  contract  in  the  ordinary  course  of  business 
I  believe  that  same  position  is  expressed  in  the  transcript  of  our  testi- 
mony before  the  House  on  H.R.  8200. 

As  for  chapter  XIII,  it  has  been  substantially  revised  and  restruc- 
tured in  S.  2266.  We  believe  it  encourages  the  use  of  chapter  XIII 
by  debtors  to  the  advantage  of  both  debtors  and  creditors. 
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While  the  number  of  nonbusiness  straight  bankruptcies  continue 
to  be  high,  the  number  of  chapter  XIII  proceedings  remains  relatively 
low. 

In  the  fiscal  year  ending  June  30,  1977,  nonbusiness  rate  bankruptcies 
filed  were  152,684,  while  the  number  of  chapter  XIII  proceedings  was 
only  29,422. 

On  the  average,  over  the  United  States,  there  were  only  one-fifth 
as  many  chapter  XIII  proceedings  as  there  were  straight  bankruptcies. 
This  ratio  varies  substantially  among  the  States.  Oklahoma  had  only 
30  chapter  XIII  proceedings  in  contrast  to  647  such  proceedings  in 
Maine. 

These  discrepancies  and  the  frequency  of  chapter  XIII  filing  are 
caused  by  a  number  of  factors,  including  the  difficulty  of  administer- 
ing them  in  some  jurisdictions.  It  is  our  opinion  that  the  provisions  of 
S.  2266  will  correct  many  of  these  problems  and  will  probably  result 
in  more  widespread  use  of  chapter  XIII  by  debtors.  This,  of  course, 
will  be  to  the  advantage  of  both  debtors  and  creditors. 

While  we  support  the  use  of  chapter  XIII  proceedings  for  the 
rehabilitation  of  wage  earners,  as  creditors  we  are  concerned  about 
the  protection  of  assets  during  the  term  of  the  wage  earner  plan. 

While  creditors,  particularly  secured  creditors,  may  be  willing  to 
wait  a  longer  period  of  time  for  repayment  of  credit  obligations,  they 
also  want  the  assets  of  the  estate,  particularly  their  security  or  col- 
lateral to  be  protected  during  that  period  of  time. 

Section  1322(b)(2),  however,  allows  the  plan  to  modify  the  rights  of 
holders  of  secured  claims  or  unsecured  claims.  There  appears  to  be  no 
further  limitation  on  this  authority. 

We  think  this  provision  is  too  broad  and  should  contain  some  limits  or 
guidelines  on  the  aushority  to  modify  a  secured  creditor's  rights  in  his 
claim.  A  provision  should  be  added  stating  if  the  plan  modifies  the 
rights  of  secured  creditors,  it  must  do  so  in  such  a  way  that  the  value 
of  the  secured  creditor's  collateral  is  not  jeopardized  during  the 
administration  of  the  plan. 

This  could  be  done  by  allocating  payments  made  during  the  term  of 
the  plan  in  relationship  to  the  depreciation  of  the  property  and, 
where  necessary,  by  specifically  requiring  as  a  part  of  the  plan  that 
insurance  be  maintained  for  the  protection  of  the  collateral  during  the 
term  of  the  plan. 

I  have  particular  reference  in  consumer  cases  to  an  automobile 
which  is  not  only  a  rapidly  depreciating  asset,  but  should  not  be 
operated  without  insurance  for  its  protection  which  frequently  is  a 
costly  item  in  the  debtors'  budget. 

I  would  like  to  express  our  appreciation  for  this  opportunity  to 
testify  before  this  subcommittee.  We  are  vitally  concerned  about 
bancruptcy  legislation  in  the  consumer  credit  area.  We  would  be  happy 
to  work  with  you  and  your  staff  on  any  matters  which  we  have 
discussed  or  any  aspects  of  S.  2266. 

I  would  be  happy  to  answer  any  questions  at  this  time. 

Senator  DeConcini.  You  made  reference  concerning  a  uniform 
exemption.  I  do  not  believe,  unless  your  statement  later  took  it  up 
again,  that  you  made  any  suggestions  as  to  the  amount. 

Mr.  Wie'se.  We  have  not  made  specific  suggestions  as  to  the 
amounts  of  the  Federal  exemptions,  Mr.  Chairman.  These  suggestions 
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were  incorporated  in  prior  records  as  suggestions  of  the  Consumer 
Bankruptcy  Committee  of  the  American  Bar  Association  upon  which 
I  serve.  I  could  subscribe  to  those  suggestions.  I  could  send  them  to 
you,  although  I  do  not  have  them  here  toda}^. 

Senator  DeConcini.  What  is  }^our  observation  as  to  the  option  of 
either  an  existing  State  exemption  or  a  uniform  exemption? 

Mr.  Wiese.  We  believe  that  it  should  be  a  uniform  Federal  ex- 
emption applied  equally  to  all  States  and  all  areas  of  the  country  and 
established  by  Federal  law. 

For  purposes  of  bankruptcy,  of  course. 

Senator  DeConcini.  Yes,  I  see. 

You  also  discussed  }rour  concern  of  the  households  exemptions. 

Mr.  Wiese.  Many,  many  of  the  consumer  credit  extensions  made 
throughout  the  United  States,  and  particularly  in  the  area  from  which 
I  come,  are  based  or  collateralized  by  household  goods.  This  very 
frequently  is  the  only  item  of  property  which  the  debtor  has  to  pledge 
as  collateral  in  order  to  secure  consumer  credit. 

We  think  that  by  eliminating  this  and  b}^  simply  saying  that  house- 
hold goods  are  totally  exempt  as  collateral,  a  debtor  would  be  de- 
prived of  the  right  to  use  his  own  property  as  collateral  for  loans. 

This  is  not  in  his  interest  because  he  needs  consumer  credit.  It  is 
to  his  detriment. 

If  it  comes  to  a  bankruptcy  situation,  then  it  seems  to  me  that  the 
right  of  redemption  contained  in  section  722  allows  the  debor  and  the 
bankruptcy  judge  the  opportunity  to  determine  the  property's  value 
and  allows  the  debtor  to  redeem  property  that  secures  a  portion  of  the 
debt  by  bona  fide  value. 

Senator  DeConcini.  If  you  had  a  client  who  had  household  goods 
as  the  collateral,  do  }rou,  in  fact — is  it  the  practice  of  your  clients  to 
attempt  to  take  those  and  resell  them? 

Mr.  Wiese.  Let  me  preface  my  response  in  this  way. 

We  talk  about  household  goods  generally  in  S.  2266.  That  is  a 
different  concept  than  necessar}r  household  furnishings  or  furniture. 
We  may  have  a  situation  where  a  relatively  wealthy  debtor  has 
pledged  items  of  property  which  could  be  classified  as  "household 
goods"  that  are  certainly  not  within  the  realm  of  "necessaries." 

If  we  confine  our  comments  to  necessary  household  goods,  when 
these  are,  in  fact,  pledged  as  collateral.  In  the  area  from  which  I  come, 
it  usually  becomes  a  process  of  bargaining  with  the  debtor  and  his 
counsel,  frequently  before  the  bankruptcy  judge,  to  determine  what 
portion,  if  any,  the  debtor  should  pay  of  the  consumer  credit  obliga- 
tion for  the  redemption  of  his  collateral. 

Senator  DeConcini.  To  use  an  example,  if  someone  had  a  piano, 
are  you  telling  me  you  would  hopefully  convince  the  court  that  should 
not  be,  that  is,  that  you  should  be  able  to  repossess  that,  whereas  if 
it  is  a  sofa  or  some  other  item  of  essential  use — do  you  go  on  a  piece- 
by-piece  basis,  in  other  words? 

Mr.  Wiese.  I  do  not  think  it  is  a  piece-by-piece  basis.  I  think  it 
is  a  product  of  looking  at  the  entire  list  of  collateral  which  is  pledged, 
which  is  usually  a  whole  house  full  of  furnishings.  It  may  include 
some  things  that  might  be  necessary  and  other  things  that  might  not 
be. 

But  the  process  through  which  all,  or  a  portion  of  that  collateral 
is  redeemed,  is  sometimes  a  partial  reaffirmation  of  that  debt  to  the 
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extent  that  the  parties  themselves,  agree  upon  the  valuation,  or  that 
the  bankruptcy  judge  determines  is  fair  and  equitable,  both  to  the 
secured  creditor  and  to  the  debtor. 

Senator  DeConcini.  Could  a  30-day  period  in  which  the  debtor  has 
the  right,  under  S.  2266,  to  rescind  his  reaffirmation  be  limited  to  a 
time  between  the  filing  of  the  petition  and  the  discharge  while  the 
debtor  still  has  the  benefit  of  counsel? 

Mr.  Wiese.  I  think  it  could  be  so  limited,  Mr.  Chairman.  I  think 
it  is  the  desire  of  all  bankruptcy  judges  to  have  a  certain  point  in 
time  where  the  bankruptcy  estate  is  closed. 

Customarily  that  is  within  the  period  in  which  to  determine  the 
dischargeability  of  the  debt  and  the  notice  of  bankruptcy  always 
states  on  the  bottom  of  it,  "Any  objections  to  dischargeability  shall 
be  resolved  by  ..."  a  fixed  date  which  is  anywhere  from  30  to  90 
days  under  the  bankruptcy  rules. 

Within  that  period  of  time  I  think,  in  most  cases,  in  99  percent  of 
them,  the  question  of  reaffirmation  or  its  recission  could  be  resolved, 
and  perhaps  should  be  resolved. 

Senator  DeConcini.  If  there  are  no  questions  from  staff,  we  thank 
you  very  much  for  your  testimony. 

Mr.  Wiese.  Mr.  Chairman,  I  stated  for  the  record  that  I  would 
send  Mr.  Feidler  a  copy  of  the  Ninth  Circuit  opinion  in  the  matter 
of  Nelson. 

Senator  DeConcini.  We  appreciate  that  and  we  would  be  glad  to 
have  it  for  the  committee  files. 

Our  next  witness  is  Judge  Cyr,  Judge  Katz,  Judge  Klein,  and  Judge 
Lee. 

Welcome  again,  gentlemen. 

STATEMENT  OF  DAVID  KLEIN,  PRESIDENT,  NATIONAL 
CONFERENCE  OF  BANKRUPTCY  JUDGES 


Judge  Klein.  For  the  record,  I  am  David  Klein  of  Oklahoma 
City,  president  of  the  National  Conference  of  Bankruptcy  Judges. 

With  me  are  bankruptcy  judges  Conrad  Cyr  of  Bangor,  Maine; 
Joe  Lee  of  Lexington,  Ky.;  and  Herbert  Katz  of  San  Diego. 

Judge  Cyr,  Judge  Katz,  and  Judge  Lee  have  very  brief  statements 
on  several  substantive  provisions  being  considered  by  the  committee 
today. 

STATEMENT  OF  CONRAD  K.  CYR,  BANKRUPTCY  JUDGE,  BANGOR, 

MAINE 

Judge  Cyr.  Mr.  Chairman,  it  appears  to  me  that  the  committee 
has  come  a  long  way  today.  You  have  come  from  W.  T.  Grant  and 
Equity  Funding  to  the  blue-collar  worker  who  comprises  the  most 
frequent  user  of  the  bankruptcy  laws  of  this  country. 

Out  of  deference  and  respect  for  the  extreme  courtesy  of  this  com- 
mittee, as  well  as  the  lateness  of  the  hour,  I  do  not  intend  to  read 
anything  from  my  statement.  I  am  confident  that  it  will  receive  the 
attention  it  deserves.  I  would  like  to  have  it  inserted  into  the  record 
-at  this  point. 

Senator  DeConcini.  Without  objection,  so  ordered. 
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[The  prepared  statement  of  Judge  Cyr,  on  behalf  of  the  National 
Conference  of  Bankruptcy  Judges,  follows:] 

Statement  of  Bankruptcy  Judge  Conrad  K.  Cyr,  on  Behalf  of  National 

Conference  of  Bankruptcy  Judges 

I  am  Conrad  K.  Cyr,  U.S.  Bankruptcy  Judge  for  the  District  of  Maine.  I  am 
the  immediate  past  president  of  the  National  Conference  of  Bankruptcy  Judges 
and  chairman  of  its  Legislative  Committee.  I  am  also  the  chairman  of  the  Chapter 
XIII  Committee  of  the  National  Bankruptcy  Conference  and  Editor  in  Chief  of 
the  American  Bankruptcy  Law  Journal. 

SECTION    1301 THE   CO-DEBTOR   STAY 

Co-debtor  Stay  Essential 

The  congressional  policy  underlying  Chapter  XIII  encourages  able  debtors  to 
satisfy  just  debts  out  of  future  earnings  by  lessening  the  legal  and  psychological 
pressures  caused  by  an  overburden  of  debt,  during  the  moratorium.  The  psy- 
chological leverage  gained  by  creditors  as  a  result  of  their  real  and  apparent 
ability  to  collect  from  a  defaulting  debtor's  family,  friends  or  fellow  employees 
constitutes  the  principal  legal  deterrent  to  the  use  of  Chapter  XIII  today.  It  is 
little  wonder  that  well-intentioned  debtors  do  not  readily  venture  the  ire  of  their 
co-obligors  by  filing  a  Chapter  13  petition  in  face  of  the  certain  knowledge  that 
their  creditors  will  promptly  pursue  such  close  personal  associates. 

There  is  another  fundamental  reason  for  providing  an  automatic  co-debtor 
stay  in  Chapter  13  proceedings,  which  relates  to  the  commercial  utility  of  ex- 
tending credit  to  consumer  debtors  on  the  strength  of  the  guarantees  of  co-debtors 
similarly  situated.  The  accommodation  endorsement  is  not  new,  nor  does  it 
promote  sound  consumer  credit  extension  practices.  We  have  no  less  an  authority 
for  this  than  Daniel  Webster.1 

The  practice  of  demanding  accommodation  endorsements  on  consumer  credit 
paper  has  become  remarkably  widespread.2  The  regrettable  and  unnecessary 
result  in  many  of  these  cases  is  that  one  bankruptcy  petition  may  trigger  others 
on  the  part  of  co-debtors  whose  financial  circumstances  are  no  less  precarious 
than  those  of  the  pricipal  debtor  and  who  feel  neither  able  nor  morally  obligated 
to  pay  claims  for  which  they  have  received  no  direct  consideration.  In  almost 
seventeen  years  on  the  bankruptcy  bench,  I  have  yet  to  encounter  evidence  that 
a  single  consumer  credit  grantor  has  ever  investigated  the  credit  worthiness  of 
an  accommodation  endorser.3  It  seems  that  it  is  enough  for  the  lender  that  the 
borrower  and  his  co-obligors  are  ever  mindful  that  the  principal  debtor's  default 
may  trigger  immediate  recovery  efforts  against  the  co-debtors. 

A  debtor,  otherwise  willing  and  able  to  pay  his  debts  in  whole  or  in  part  under 
Chapter  13,  will  often  resort  instead  to  straight  bankruptcy  to  obtain  relief  from 
other  debts,  thus  emerging  from  the  bankruptcy  court  better  able  to  prefer  those 
creditors  who  hold  accommodation  endorsements  (or  essential  collateral),  usually 
by  reaffirming  such  pre-bankruptcy  obligations.  Chapter  13  must  afford  pro- 
tection to  co-debtors  in  order  to  approach  the  congressional  purposes  for  which 
it  was  designed. 

LIMITATIONS  ON  DEBTOR  ACCESS  TO  CHAPTER  13 

S.  2266  More  Restrictive  Than  Present  Law 

We  are  unaware  of  any  suggestion  or  criticism,  from  any  quarter,  that  the 
eligibility  requirements  for  debtor  access  to  Chapter  XIII  under  present  law  are 
too  liberal.  All  of  the  testimony  before  both  the  Senate  and  House  of  Repre- 


1  See  Statement  of  James  A.  McLaughlin,  "Report  of  Hearings  before  the  Subcommittee 
on  the  Judiciary.  House  of  Representatives,  on  H.R.  6439,"  75th  Cong.,  1st  Sess.,  9  (1937). 
See  also  Cyr,  "The  House  That  Jack  Built,"  Proceedings  of  Fifth  Seminar  for  Referees  in 
Bankruptcy,  297  (Clark-Boardman  1968). 

1  In  some  areas  creditors  have  become  accustomed  to  requiring  one  additional  endorser 
for  each  $100  loaned  to  the  debtor.  See  Testimony  of  Judge  Conrad  K.  Cyr,  "Report  of 
Hearings  before  Subcommittee  on  Civil  and  Constitutional  Rights  of  House  Committee  on 
Judiciary  on  H.R.  31  and  H.R.  32,"  94th  Cong.,  2d  Sess.,  Pt.  3,  at  1344   (1976). 

3  The  Federal  Trade  Commission  is  presently  conducting  public  hearings  of  proposed 
regulations  which  would  severely  restrict  the  enforcement  of  collection  remedies  against 
co-debtors  in  consumer  credit  transactions.  See  40  Fed.  Reg.  (Apr.  11,  1975)  ;  16  C.F.R. 
Pt.  444. 
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sentatives  over  the  years  suggests  exactly  the  opposite.  Yet  S.  2266  is  more  re- 
strictive than  present  law,  which  permits  access  to  Chapter  13  on  the  part  of  any 
individual  whose  principal  income  is  derived  from  "wages,  salary  or  commissions," 
without   any   liability   limits   whatsoever.4 

The  National  Conference  of  Bankruptcy  Judges  strongly  favors  the  liberaliza- 
tion of  Chapter  13  entrance  requirements,  so  that  any  individual  is  eligible, 
regardless  of  income  source,  so  long  as  that  income  is  sufficiently  regular  to  permit 
the  performance  of  a  Chapter  13  plan.  Apparently  because  of  various  vague  and 
ephemeral  suggestions  that  individuals  engaged  in  business  might  seek  to  obtain 
the  benefits  of  the  somewhat  more  protective  relief  provisions  of  Chapter  13,  rather 
than  Chapter  11,  the  draftsmen  of  H.R.  8200  determined  to  impose  an  arbitrary 
ceiling  on  the  secured  and  unsecured  liabilities  of  debtors  eligible  for  relief  under 
Chapter  13,  without  regard  to  whether  the  debtor  was  a  wage  earner  or  engaged  in 
business.  S.  2266  follows  the  same  course,  but  unfortunately  reduces  the  debt 
ceilings  to  unrealistically  low  levels  as  well.5  In  this  important  respect  H.R.  8200 
represents  an  irrelevant  and  excessive  response  to  unsubstantiated  conjecture 
that  a  few  debtors  may  attempt  to  use  Chapter  13  to  their  own  advantage.  There 
is,  of  course,  no  evidence  that  the  amount  of  debt  bears  upon  the  likelihood  that 
a  debtor  will  seek  undue  advantage.  The  real  concern  ought  to  be  whether  the 
debtor  can,  if  willing,  repay  his  debts.  The  law  should  facilitate,  not  obstruct, 
debt  repayment  where  feasible. 

Rather  than  forefend  directly  against  the  uncorroborated  fear  that  a  few  in- 
dividual debtors  may  attempt  to  "abuse"  Chapter  13  to  their  personal  advantage, 
H.R.  8200  substantially  abandons  one  of  the  primary  congressional  initiatives 
on  behalf  of  individual  debtors  and  their  creditors  contained  in  earlier  legislative 
proposals,  by  barring  access  to  Chapter  13,  both  on  the  part  of  many  wage  earn- 
ing debtors  eligible  under  present  law  and  by  untold  hundreds  or  thousands  of 
individual  farmers,  "Mom  &  Pop"  proprietorships,  fishermen,  woodsmen,  and 
other  individuals  whose  only  practicable  alternative,  absent  Chapter  13,  is  straight 
bankruptcy  liquidation,  since  their  insolvency  problems  become  hopelessly  over- 
whelmed by  the  more  expensive,  complex  and  time-consuming  Chapter  11  pro- 
cedures intended  for  large  business  debtors. 

The  placement  of  a  liability  ceiling  on  debtor  access  to  Chapter  13  is  net  only 
unresponsive  to  the  perceived  potential  abuse,  it  is  altogether  unnecessary  as  well, 
since  Section  1307(d)  permits  creditors  to  request  and  the  court  to  order  a  Chap- 
ter 13  case  converted  to  Chapter  11  as  appropriate.  The  fact  that  no  discretionary 
conversion  from  Chapter  11  to  Chapter  13  is  permitted,  due  to  the  liability  limits, 
in  the  context  of  a  bankruptcy  system  wherein  debt  repayment  is  strictly  volun- 
tary on  the  part  of  the  debtor,  points  up  the  seiiously  subversive  systemic  effects 
of  the  more  restricted  liability  limitations  contained  in  S.  2266. 

We  respectfully  suggest  that  it  is  of  the  utmost  importance  that  all  debt  ceilings 
on  Chapter  13  access  be  eliminated  from  S.  2266.  It  is  essential  particularly  that 
debtors  whose  principal  income  is  derived  from  "wages,  salaries  or  commissions" 
not  be  denied 'Chapter  13  relief,  regardless  of  the  amount  of  their  indebtencss, 

Finally,  if  liability  limits  are  to  be  retained  for  individuals  engaged  in  business 
it  is  critically  important  that  the  already  low  limits  contained  in  H.R.  8200  not 
be  further  reduced.  The  debt  ceilings  in  S.  2266  are  too  low  to  permit  even  small 
family  farmers,  commercial  fishermen,  grocers,  individual  lumber  or  pulpwood 
operators,  truckers,  small  restaurant  owners  or  the  like  to  utilize  Chapter  13. 
It  is  the  general  creditors  of  these  debtors,  as  well  as  the  debtors  themselves,  who 
will  be  the  losers,  since  Chapter  11  is  too  cumbersome  and  costly  for  most  small 
business  debtors  struggling  under  a  heavy  overburden  of  debt. 

USURIOUS    CLAIMS    &    OTHER    UNLAWFUL    CHARGES 

Section  656(b)  and  Rule  13-301 

Bankruptcy  Act  656(b)  extends  unique  legal  protection  to  wage  earning  debtor* 
under  Chapter  XIII  by  mandating  that  the  court  "require  proof  from  each  credi- 
tor filing  a  claim  that  such  claim  is  free  from  usury  as  defined  by  the  laws  of  the 
place  where  the  debt  was  contracted."  6  Chapter  XIII  Rule  13-301  amplifies 
upon  this  requirement  by  providing  that  the  court  may  require  proof  that  the 
claim  is  "free  from  any  charge  forbidden  by  applicable  law."  7 


*  Bankruptcy  Act.  §  606(8).  ,    aBnn  nnn 

s  S.  2266,  §  109(d).  The  limits  in  H.R.  8220  are  $100,000  unsecured,  $500,000  secured 
[H.R.  8200,  §  109(e)];  in  S.  2266,  they  are  $50,000  unsecured  and  $200,000  secured 
[S.  2266.  §  109(d)]. 

a  Bankruptcy  Act.   §  656(b). 

7  Chapter  XIII,  Rule  13-301  (b). 
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H.R.  8200  and  S.  2266  would  delete  this  important  provision  from  the  Bank- 
ruptcy Code,  notwithstanding  the  fact  that  it  benefits  creditors  with  non- 
usurious  claims  as  much  as  it  does  debtors,  by  barring  recoveries  on  usurious 
claims  at  the  expense  of  creditors  holding  lawful  claims.  Forty  years  ago  Congress 
recognized  that  it  is  a  practical  impossibility  for  consumer  debtors  to  sustain  the 
burden  of  proving  usury.  The  creditor,  who  drafts  the  credit  instruments  and 
dictates  the  terms  of  the  credit  transaction,  is  almost  always  the  sole  bookeeeper 
as  well.  Accordingly,  Bankruptcy  Act  §656(b)  was  enacted  as  part  of  the  Chand- 
ler Act  of  1938,  so  as  to  shift  the  burden  of  proof  in  usury  cases  from  the  debtor 
to  the  creditor.8 

Bankruptcy  Act  §  656(b)  evidences  in  unexceptionable  fashion  a  fundamental 
distinction  between  the  legislative  rationale  underlying  arrangement  proceedings 
for  wage  earning  debtors  and  that  of  business  arrangement  cases,  since  the  latter 
contain  no  provision  remotely  comparable  to  Section  G56(l>).  Congress  undertook 
by  Bankruptcy  Act  § j656 (b)  to  manifest  its  clear  intent  that  wage  earning  debtors, 
often  without  the  knowledge,  understanding  or  means  with  which  to  ferret  out 
usury,  not  lie  permitted  to  pay  any  claim,  whether  scheduled  as  disputed  or  undis- 
puted, until  the  court  satisfies  itself  that  the  claim  is  free  from  usury. 

We  respectfully  submit  that  the  Congress  should  not  abandon  these  important 
advances  made  four  decades  ago,  particularly  for  reasons  nowhere  apparent  in  the 
reports  of  any  of  the  Senate  or  House  hearings  on  bankruptcy  reform  legislation. 

REAL  ESTATE  MORTGAGE  CLAIMS 

Proposed  §  1322(b)  (2) 

Section  1322(b)  (2)  precludes  modification  of  the  rights  of  holders  of  claims  wholly 
secured  by  mortgages  on  real  property.  One  of  the  shortcomings  of  current 
Chapter  XIII  law  is  its  prohibition  against  treating  claims  secured  by  real  estate 
under  a  Chapter  XIII  plan.9  Yet  it  is  clear  under  present  law  at  least  that  the 
automatic  stay  provided  by  Chapter  XIII  Rule  13-49  does  stay  the  enforcement 
of  a  claim  secured  by  real  estate,  pending  relief  from  stay  by  the  court.10 

Chapter  13  should  permit  modification  of  claims  secured  by  real  estate  mort- 
gages as  in  H.R.  8200. n  But  if  S.  2266  takes  another  course,  it  should  be  made 
clear  that  Section  1322(b)(2)  of  S.  2266  is  not  intended  to  prohibit  whatever 
indirect  modification  of  the  rights  of  the  holders  of  real  estate  mortgages  results 
from  imposition  of  the  automatic  stay  provided  by  Section  362(a).12 

CHAPTER  13  TRUSTEE 

Duty  to  Assist 

The  efficiency  and  effectiveness  of  Chapter  XIII  depend  more  than  anything 
else  upon  the  availability  of  a  standing  Chapter  XIII  trustee  to  undertake  a  broad 
range  of  responsibilities,  including  the  provision  of  advice  and  assistance  to  wage 
earning  debtors  in  their  performance  under  the  plan.  It  is  an  utter  impossibility  to 
forecast  with  complete  accuracy  all  of  the  difficulties  which  will  beset  a  Chapter 
XIII  debtor  during  the  course  of  a  three-year  plan.  S.  2266  negates  any  such 
responsibility  on  the  part  of  future  Chapter  13  trustees  by  deleting  from  H.R. 
8200  [§  1302(c)]  the  requirement  that  the  Chapter  13  trustee  "advise,  other  than 
on  legal  matters,  and  assist  the  debtor  in  performance  under  the  plan."  H.R.  8200 
is  itself  exceedingly  restrictive  in  its  definition  of  the  functions  of  the  Chapter  13 
trustee.13  S.  2266  seriously  jeopardizes  the  functional  effectiveness  of  Chapter  13, 
since  it  strongly  suggests  that  such  assistance  to  debtors,  often  provided  today  by 
Chapter  XIII  trustees,  is  contrary  to  congressional  intendment. 

Judge  Cyr.  I  would  like  merely  to  mention  a  few  of  the  concerns 
about  chapter  XIII  which  I  think  must  be  considered  from  the 
vantage  point  of  the  bankruptcy  judge  who  is  the  administrator,  as 
well  as  the  judge,  in  chapter  XIII  proceedings. 


8  The  interesting  history  of  this  important  provision  has  been  exhaustively  researched 
and  documented  in  the  case  of  In  re  Pen,,  L72  F.  Supp.   73   (D.  Me.  1967). 

9  In  re  Hallenbeck,  211  F.  Supp.  604  (W.D.  Va.  1962).  St  Bankruptcy  Act,  §606(1) 
and  (4)  and  §  646. 

io  See  Advisory  Committee  Note,  Chapter  XIII,  Rule  13-401. 

11  See  H.R.  8200,  §  1322. 

13  While  on  the  subject,  it  should  b.  noted  that  the  automatic  stpys  provided  in  S.  2266 
and  H.R.  S200  would  not  appear  tc  airest  the  running  of  a  redemption  period  where  non- 
judicial real  estate  foreclosure  ha.:,  been  commenced  by  publication  or  some  other  non- 
judicial means  prior  to  the  commencement  of  the  case.  Nor  does  section  108  solve  the 
problem. 

13  See,  e.g.,  Statement  of  Hon.  Conrad  K.  Cyr,  "Hearings  before  Subcommittee  on  Civil 
and  Constitutional  Rights  of  House  Committee  on  Judiciary  on  H.R.  31  and  H.R.  32," 
:94th  Cong.,  2d  Sess.,  Pt.  3,  at  1319-20  (1976). 
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Of  course,  the  entire  congressional  policy  underlying  chapter  XIII 
is  that  of  encouraging  debtors  to  pay  their  debts,  where  they  are  able 
to  do  so,  in  return  for  the  protection  which  the  law  affords  them  from 
the  psychological  economic  and  legal  pressures  of  debt  collection. 

In  that  regard  I  think  a  very  serous  shortcoming  with  S.  2266  is 
the  abolition  of  the  codebtor  stay  in  chapter  13. 

Under  present  law  and  under  S.  2266,  a  debtor  must  be  mindful 
always  that  if  he  files  in  chapter  XIII  and  attempts  to  do  the  best  he 
can  to  pay  his  just  debts,  he  may,  nonetheless,  have  his  family, 
friends,  or  fellow  employees  proceeded  against  by  the  creditor. 

While  in  chapter  XIII  he  will  be  precluded  from  reimbursing  them 
other  than  through  the  trustee  on  a  pro  rata  basis,  which  often  means 
for  those  unsecured  creditors,  that  they  will  be  delayed  many,  many 
months,  if  not  years,  in  recovering  their  payments. 

This  has  two  very  unfortunate  effects.  One  is  that  it  results  in 
debtors  who  might  otherwise  be  both  willing  and  able  to  pay  their 
debts,  resorting  instead  to  straight  bankruptcy. 

The  other  result  is — and  it  is  not  an  uncommon  one  considering  the 
widespread  use  of  comakers  and  accommodation  endorsements  in 
consumer  credit  transactions — is  that  it  may  often  trigger  bank- 
ruptcies on  the  part  of  the  comakers  who  feel  neither  morally  nor 
legally  obligated  to  pay  a  debt  for  which  they  received  no  consideration. 

Another  very  serious  problem,  as  I  see  it,  with  S.  2266,  is  that  it 
lowers  the  debt  ceiling  on  access  to  chapter  XIII  to  the  point  where, 
in  nry  judgment,  the  effort  which  has  been  undertaken  to  open 
chapter  XIII  to  small  "Mom  and  Pop"  grocery  stores  and  the  like, 
may  very  well  be  threatened  to  the  point  where  they  will  be  forced, 
as  they  are  now,  to  have  recourse  only  to  business  arrangement 
proceedings  under  chapter  XI,  which  tend  to  overwhelm  small 
business  debtors  due  to  the  expense  and  delays. 

I  would  like  to  point  out  particularly  that  S.  2266  is  more  restrictive 
even  than  present  law.  It  imposes  a  $50,000  unsecured  debt  limit  on 
access  to  chapter  XIII  even  on  the  part  of  a  wage  earning  debtor. 

Under  present  law,  a  wage  earning  debtor  is  not  barred  from 
access  to  chapter  XIII  no  matter  what  the  total  amount  of  his 
liabilities.  It  is  not  at  all  uncommon  for  a  debtor  previously  engaged 
in  business  to  have  a  large  backlog  of  business  debt  which  would 
clearly  leave  him  ineligible  for  chapter  XIII  under  this  bill,  even 
though  he  is  earning  wages  at  the  time  of  the  riling  of  his  chapter 
XIII  petition. 

I  am  also  concerned  about  the  fact  that  in  neither  II. R.  8200  nor 
S.  2266  does  section  656(b)  appear.  Section  656(b)  is  the  provision 
in  present  law  which  shifts  the  burden  of  proof  in  usury  matters  from 
the  debtor  to  the  creditor  in  chapter  XIII  proceedings. 

In  neither  of  these  bills  does  it  appear. 

I  understand  from  discussing  the  matter  with  House  staff  that  the 
intent  there  was  not  to  eliminate  section  656(b),  which  has  been  with 
us  for  some  40  years,  but  to  leave  it  to  rulemaking. 

In  that  regard,  I  would  only  suggest  that,  unless  I  have  missed 
something  here,  perhaps  the  record  should  be  made  clear  that  Congress 
is  not  abandoning  this  very  important  provision,  but  intends  it  to  be 
continued. 

Finally,  Mr.  Chairman,  I  really  have  great  difficulty  with  the 
concept  contained  in  section  1302(a)  which  would  permit  creditors 
to  elect  a  trustee  in  a  chapter  XIII  case. 
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In  my  experience,  chapter  XIII  functions  better  with  regard  to  its; 
trustee  system  than  any  of  the  other  chapters  or  straight  bankruptcy. 
It  is  primarily  so  because  of  the  standing  trustee. 

The  standing  trustee  is  necessary  in  many,  many  respects. 

If  it  were  to  be  permitted  that  creditors  could  elect  an  individual 
trustee  in  individual  cases,  neither  the  necessary  volume  of  cases  nor 
the  desired  expertise  could  be  developed. 

In  that  regard,  I  would  also  like  to  state  that  I  would  prefer,  had 
this  bill  not  deleted  the  duty  of  the  trustee  to  advise  and  assist  the 
debtor  in  regard  to  his  performance  under  the  plan. 

I  think  it  is  utterly  impossible  to  forecast  with  reasonable  accuracy 
what  may  happen  to  one  of  these  debtors  or  his  family  over  a  3-year 
extension  period. 

The  standing  chapter  XIII  trustees,  in  many,  many  parts  of  the 
county,  are  extremely  helpful  with  regard  to  assisting  these  debtors. 

I  have  one  final  comment  which  does  not  relate  directly  to  chapter 
XIII,  but  to  some  earlier  testimony.  That  is  with  regard  to  the 
question  which  I  believe  Mr.  Dixon  posed  to  the  gentlemen  who  were 
here  on  behalf  of  the  Treasury  Department. 

Mr.  Dixon  posed  a  question  as  to  why  the  law  ought  not  be  amended 
to  permit  the  tax  service  to  file  a  notice  of  lien  on  a  particular  piece 
of  collateral  rather  than  only  blanket  liens. 

In  my  experience,  that  would  be  an  extremely  desirable  change  in 
the  law  for  the  obvious  reason  that  if  the  Service  wishes  to  accommo- 
date a  debtor,  it  could  then  agree  to  accept,  as  collateral,  and  as 
security,  a  lien  on  one  piece  of  property  rather  than  put  a  blanket  lien 
on  all  property,  which  tends  to  panic  other  creditors  and  to  precipitate 
the  debtor  into  deeper  financial  problems. 

Thank  you,  Mr.  Chairman. 

Senator  DeConcini.  Thank  you.  Judge  Katz,  would  you  care  to 
proceed. 

STATEMENT  OF  HEKBERT  KATZ,  BANKRUPTCY  JUDGE,  SAN 

DIEGO,  CALIF. 

Judge  Katz.  Senator,  thank  you  for  the  opportunity  to  address  the 
committee  again. 

Also  in  the  interest  of  saving  time,  I  have  prepared  two  statements. 
One  relates  to  some  comments  regarding  the  retirement  benefits  under 
S.  2266  and  the  other  one  contains  some  random  comments  regarding 
the  applicability  of  absolute  priority  rule  and  the  role  of  the  Securities 
and  Exchange  Commission  in  reorganization. 

I  would  like  both  those  statements  filed  for  the  record,  if  I  could 
please. 

Senator  DeConcini.  Without  objection,  so  ordered. 

[The  prepared  statements  of  Judge  Katz  follow:] 

Comments  Regarding  Retirement  Benefits  Submitted  by  Herbert  Katz, 

Bankruptcy  Judge 

Under  S.  226fi,  the  Bankruptcy  Judge  is  entitled  to  the  Civil  Service  Retire- 
ment Benefits  as  set  forth  in  subchapter  III  of  Chapter  83  of  Title  5  of  USC 
(28  USC  774). 

This  paper  proposes  to  compare  the  retirement  benefits  under  that  section  with 
retirement  benefits  of  other  judicial  officers  of  the  United  States. 

It  is  submitted  that  the  civil  service  retirement  system  is  an  excellent  system 
designed  for  persons  who  enter  government  service  at  an  early  age  with  the  intent 
to  make  that  service  their  career. 
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When  looked  at  objectively,  and  in  comparison  to  the  benefits  of  other  judicial 
officers,  it  becomes  quickly  apparent  that  the  system  is  inadequate  for  an  em- 
ployee who  does  not  enter  government  service  until  his  mid  forties  or  early  fifties, 
as  is  the  case  with  most  Bankruptcy  Judges. 

Attached  hereto  for  purposes  of  comparison  of  the  present  retirement  benefits 
of  Bankruptcy  Judges  with  other  judicial  officers,  are  the  following  exhibits: 

I — Present  civil  service  retirement  benefits  for  Bankruptcy  Judges. 

II — Present  retirement  benefits  for  Tax  Court  and  District  Court  Judges. 

Ill — Distribution  of  Bankruptcy  Judges  on  duty  as  of  November  1976,  as  to 
age.  length  of  service  and  age  upon  entry  on  duty. 

IV — Proposed  retirement  benefits  under  S.  2266. 

It  is  submitted  that  it  is  fair  to  compare  the  retirement  benefits  of  Bankruptcy 
Judges  with  those  of  Tax  Court  Judges  and  District  Court  Judges  for  in  many 
instances  the  age  of  entering  into  service  as  well  as  the  length  of  service  is  com- 
parable. In  addition,  it  should  be  pointed  out  that  the  responsibility  of  a  Bank- 
ruptcy Judge  in  regard  to  his  case  load,  amount  in  controversy,  affect  on  the 
public  in  general,  and  quantity  and  quality  of  the  decisions  rendered  are  on 
balance  also  comparable.  There  is  sufficient  data  in  the  records  of  both  the 
United  States  Senate  and  the  House  of  Representatives  to  support  this  latter 
statement  without  the  necessity  of  repeating  it  here.  The  reader  is  advised  to 
review  the  statistical  data  on  file. 

Assuming  a  Bankruptcy  Judge  appointed  at  age  50  retiring  at  age  70  would 
receive  $24,500  or  50%  of  his  salaiy,  while  a  Tax  Court  Judge  and  a  District 
Court  Judge  would  receive  full  pay,  after  only  10  years  of  service.  It  should  be 
further  remembered  that  the  Bankruptcy  Judge  has  contributed  8%  of  his  gross 
salary  to  the  retirement  sj*stem  while  the  Tax  Court  Judge  and  District  Court 
Judge  ha=;  paid  nothing. 

It  would  appear  to  be  appropriate  in  order  to  correct  this  inequity  to  amend 
S.  2266  to  provide  for  a  15  year  instead  of  a  12  year  term  and  then  to  pattern 
the  retirement  benefits  after  those  available  to  the  Tax  Court,  at  least  as  to  age 
and  years  of  service  for  purposes  of  retirement. 

The  15-year  term  would  also,  it  is  believed,  be  attractive  to  young  candidates 
for  it  would  give  them  an  added  measure  of  securitj-  in  not  having  to  worry  about 
recommencing  a  law  or  other  career  after  serving  one  term  but  not  yet  having 
attained  retirement  age. 

If  one  looks  at  Table  III,  it  can  readily  be  seen  that  the  vast  majority  of  pres- 
ently sitting  Bankruptcy  Judges  (103)  entered  government  service  between  the 
ages  of  40  and  54. 

A  15-year  term  with  a  Tax  Court  type  retirement  system,  coupled  with  early 
retirement  only  in  the  event  of  a  failure  of  appointment,  would  certainly  bring 
the  benefits  of  all  judicial  officers  of  the  United  States  into  Comparability. 

In  addition,  it  seems  to  me  that  adequate  provisions  relating  to  involuntary 
retirement  caused  by  failure  to  reappoint  either  at  the  conclusion  of  the  transi- 
tion period  or  at  the  end  of  a  full  term,  assuming  retirement  age  has  not  been 
reached,  must  be  provided.  To  that  extent  a  provision  similar  to  the  one  in  force 
for  the  Tax  Court  Judges  appears  satisfactory. 

TABLE  I—  CIVIL  SERVICE  RETIREMENT  BENEFITS  FOR  BANKRUPTCY  JUDGES 
[Based  on  high  3-year  average  of  $48,500  per  annum] 


Years  of  service: 

6—. 

10 

12 

15 

18 


Annuity 
without 
survivor 
benefits  • 
annuitant's 
rate 

Annuity  with  survivor 
to  spouse  (using  ail 
as  base) 

benefit 
annuity 

Annuitant's 
rate 

Spouse's 
rate 

$4,  488 

$4,  308 

7,356 

9,018 

11,724 

14,  340 

$2,  472 

7,884 

4,332 

9,816 

5,400 

12,732 

6,996 

15,636 

8,605 

Under  Civil  Service  Retirement,  the  maximum  annuity  payable  without  sur- 
vivors benefits  is  80  percent  of  the  high  3  year  average  pay  which  at  present  rate 
of  pay  of  $48,500.00  per  annum  would  amount  to  $38,800.00.  This  limit  is  reached 
after  41  years  and  11  months  service. 
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TABLE  II.— RETIREMENT  BENEFITS  TO  TAX  COURT  JUDGES  AND  DISTRICT  COURT  JUDGES 

[1977  rate  of  salary] 


Age: 


50. 
55. 
60. 
65. 
70. 


Retirement 

service 

Voluntary 

Involuntary 

District  court 

15 

0 

$54,  500 

0 

20 

0 

54,  500 

0 

15 

0 

54,  500 

0 

20 

0 

54,  500 

0 

15 

0 

54,  500 

0 

20 

0 

54,  500 

0 

15 

$54,  500 

54,  500 

$54,  500 

20 

54,  500 

54,  500 

54,  500 

5 

27,  300 

27,  300 

0 

10 

54,  500 

54,  500 

54,  500 

15 

54,  500 

54,  500 

54,  500 

20 

54,  500 

54,  500 

54,  500 

TABLE  III.— DISTRIBUTION  OF  BANKRUPTCY  JUDGES  ON  DUTY  AS  OF  NOVEMBER  1976  BY  AGE  AND  SERVICE 

AND  AGE  AT  ENTRY  ON  DUTY 


Number  of 
judges 


Average  length  of  service 


Total  Federal 


As  judge 


Entry  on  duty, 

number  of 

judges 


Attained  age  1976: 

30  to  34 

35  to  39 

40  to  44 

45  to  49 

50  to  54 

55  to  59 

60  to  64 

65  to  69 

70  to  74 


7 

10 
19 
23 
38 
31 
29 
23 

8 


4.1 
4.3 
6.3 
11.7 
14.3 
14.3 
20.5 
18.9 
21.7 


1.5 

2.2 

4.9 

7.7 

9.0 

8.9 

13.7 

12.7 

19.4 


26 
30 
42 
27 
34 
19 
7 
3 


TABLE  IV.-PROPOSED  RETIREMENT  BENEFITS  FOR  BANKRUPTCY  JUDGES  IN  S.  2266 
(5  USC  8339,  based  on  $48,500  per  annum,  last  5  years) 


Years  of 
service 


Retirement 


Age: 


55. 
60. 

70. 


30 

$36, 375 

35 

38,  800 

20 

24,  500 

2b 

30,312 

30 

36,375 

15 

18, 187 

20 

24,  500 

25 

30,312 

30 

36,375 

3b 

38, 800 

Note:  Maximum  limitation— 80  percent  of  salary. 


Statement  Regarding  Absolute  Priority  Rule  and  Role  of  the  SEC  in 

Reorganization 

The  so  called  Absolute  Priority  Rule  in  present  Chapter  X  proceedings  is  a 
creature  supported  by  the  Securities  and  Exchange  Commission  which,  in  the 
writer's  opinion  has  haunted  the  effective  use  of  Chapter  X  proceedings  for  years. 

It  is  doubted  that  there  is  anyone  involved  with  insolvency  proceedings  who 
is  not  all  too  familiar  with  the  Rule  and  its  application  and  consequent  frustration. 
Therefore  its  salient  features  will  not  be  outlined  here. 


22-510  O  -  78 


43 
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Instead,  a  graphic  example  of  the  reasons  for  doing  away  with  the  Rule  will  be 
cited. 

In  July  1973,  U.S.  Financial,  Inc.,  and  various  of  its  subsidiaries  filed  for  an 
arrangement  under  Chapter  XI  of  the  Bankruptcy  Act.  The  case  was  assigned  to 
the  undersigned  who  supervised  its  reorganization  thereafter.  U.S.  Financial  was 
a  giant  conglomerate  involved  in  all  phases  of  the  building  industry  throughout 
the  entire  United  States.  It  also  owned  what  has  become  to  be  known  as  the 
"Title  Group"  which  was  a  series  of  insurance,  title  and  underwriters  companies. 

USF  was  a  publicly  held  company.  Its  debt  structure  consisted  of  secured, 
unsecured,  convertible  debentures,  subordinated  debentures,  and  its  shareholders! 

The  company  was  the  victim  of  massive  fraud  which  was  the  cause  of  its  down- 
fall. The  fraud  was  committed  by  some  of  its  officers  in  connection  with  third 
party  "straw  men."  Indictments  and  convictions  followed. 

The  critical  problems  relating  to  a  possible  arrangement  or  reorganization  came 
quickly  into  focus.  They  centered  around  the  classification  of  creditors  and  deter- 
mining the  amount  of  claims  to  be  dealt  with.  Early  on  the  shareholders  and  sub- 
ordinated debenture  holders  made  known  their  position,  that  they  were  the  victims 
of  the  fraud  and  hence  instead  of  coming  at  the  tag  end  of  the  creditors,  if  they 
could  establish  their  fraud  claims  they  would  leap  up  to  senior  unsecured  creditors 
and  would  share  pro  rata  with  that  group.  To  graphically  illustrate,  the  combined 
claims  of  those  claiming  under  the  fraud  theory  is  approximately  $129  million. 
The  net  value  of  the  reorganized  company  as  of  November  1977,  is  $45  million 
and  as  of  September  1975,  was  only  $29  million.  It  therefor  did  not  take  much 
imagination  to  see  that  if  those  claims  were  to  share  as  senior  debt,  the  dilution 
of  the  recovery  would  be  tremendous. 

Therefore,  it  became  necessary,  early  on,  to  deal  with  those  problems.  In  January 
1974,  some  6  months  into  the  proceeding,  a  consensus  was  reached  among  the 
vaiious  competing  groups  that  the  assets  of  the  debtor  would  be  divided  along  the 
lines  of  a  formula  which  would  give  80%  to  the  senior  debt,  15%  to  the  sub- 
ordinated debenture  holders  with  fraud  claims,  and  5%  to  the  shareholders  with 
fraud  claims,  (80-15-5  formula).  Based  upon  this  consensus  the  debtor  went 
forward  to  propose  a  plan  of  arrangement  and  otherwise  put  its  house  in  order. 

Going  back  for  a  moment,  early  in  the  proceeding  a  small  group  of  ci  editors, 
holding  about  5  percent  of  the  total  unsecured  debt,  and  the  SEC  had  each  filed 
motions  under  §  328  of  the  Act  to  convert  this  proceeding  to  a  Chapter  X.  For 
various  reasons  those  motions  sort  of  remained  on  the  "back  burner,"  while  the 
various  interests  went  forward  in  an  attempt  to  resolve  the  distribution  issue. 

One  other  factor  must  be  mentioned  here,  and  that  is,  this  debtor  obviously 
had  committed  acts  which  would  give  rise  to  claims  of  nondischargeability  under 
§  17  of  the  Act  or  worse,  objections  to  discharge  under  §  14  of  the  Act.  Therefor, 
since  the  proceeding  was  in  Chapter  XI  there  was  serious  doubt,  unless  the  debtor 
could  obtain  a  waiver  from  all  creditors  of  their  §  17  actions  that  a  plan  could 
be  confirmed.  There  was  even  more  doubt  as  to  whether,  in  view  of  the  §  14 
problems,  a  plan  could  be  confirmed,  for  the  court  cannot  confirm  a  Chapter  XI 
plan  if  the  debtor  has  committed  acts  which  would  bar  his  discharge  under  §  14. 

However,  having  arrived  at  the  80-15-5  formula,  work  on  the  plan  continued, 
and  at  one  point  it  was  believed  that  all  creditors  had  arrived  at  an  agreement. 

But  in  the  late  spring  of  1975,  the  creditors  who  had  previously  filed  §  328 
motions  determined  to  press  forward  and  moved  this  court  to  adjudicate.  That 
move  was  countered  by  the  debtors  motion  to  convert  to  a  Chapter  X  which  was 
granted.  The  case  now  is  in  the  posture  of  a  confirmed  Chapter  X  Plan  of  Reor- 
ganization. 

It  is  interesting  to  note  that  the  confirmed  plan  calls  for  distribution  according 
to  an  80-15-5  formula,  albeit  there  have  been  substantial  changes  in  the  X  Plan 
over  the  XI  Plan,  the  basic  distribution  formula  is  the  same. 

It  is  submitted  that  one,  if  not  the  major,  factor  which  caused  the  conversion 
to  Chapter  X,  was  the  existence  of  the  absolute  priority  rule.  If  strictly  applied, 
that  would  have  effectively  returned  100%  of  the  companies  assets  to  the  senior 
creditors.  It  also  would  surely  have  embroiled  this  estate  in  lengthy  and  sub- 
stantial litigation  over  the  rights  of  the  purported  fraud  claimants,  the  result 
of  which  could  well  have  been  a  tremendous  dimunition  of  the  assets,  both  from 
the  imposition  of  attorneys  fees  and  costs,  as  well  as  a  decline  of  the  value  of  the 
dollar  in  todays  inflationary  economy. 

Leaving  the  problems  of  discharge  and  dischargeability  aside  for  a  moment, 
particularly  since  those  questions  would  not  be  raised  under  Chapter  11  as  pro- 
posed in  S.  2266,  so  long  as  the  absolute  priority  rule  remains  as  a  part  of  the 
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substantive  law  of  corporate  reorganization,  any  creditor  who  does  not  receive 
the  full  value  of  his  claim  before  a  junior  creditor  can  receive  or  retain  anything, 
can  theoretically  veto  any  plan.  In  addition,  by  strict  application  of  the  rule, 
shareholders  and  other  equity  interests  generally  art  wiped  out  if  the  debtor  is 
insolvent,  which  is  the  general  rule. 

It  is  therefore  submitted  that  no  reason  exists  for  not  modifying  the  absolute 
priority  rule  along  the  lines  suggested  in  the  House  Bill  (HR  8200)  to  allow  the 
creditors,  with  full  knowledge  and  after  full  disclosure,  to  negotiate  among  them- 
selves for  the  division  of  the  assets  of  a  reorganized  company. 

Simply  because  a  company  has  to  be  reorganized  under  present  Chapter  X, 
even  if  there  is  evidence  of  fraud,  as  was  the  case  in  USF,  is  no  reason  why  some 
of  the  creditors  or  interests  should  be  wiped  out.  It  is  the  creditors  money  and 
they  should  be  able  to  do  with  it  whatever  they  deem  to  be  fair  and  equitable, 
not  what  an  outside  non-interested  party  deems  to  be  fair  and  equitable. 

As  to  the  role  of  the  SEC  in  Chapter  proceedings,  let  it  be  said  at  the  outset 
that  there  is  no  doubt  the  SEC  is  understaffed  and  that  it  is  doing  its  very  best. 
In  view  of  its  staffing,  and  probably  monetary  problems,  it  is  difficult  to  under- 
stand why  they  are  so  tenaciously  trying  to  retain  their  role  in  Corporate  Reor- 
ganizations. 

Having  had  experiences  in  but  three  major  Chapter  X  proceedings  as  a  Bank- 
ruptcy Judge  as  a  caveat,  the  following  observations  might  be  germane. 

As  indicated  earlier,  the  SEC  filed  a  §  328  motion  to  convert  USF  to  a  Chapter 
X  early  in  the  proceeding  but  really  never  pushed  for  that.  The  threat,  however, 
was  always  there. 

Why  it  should  matter  to  the  SEC  what  chapter,  or  what  method  of  reorganizing 
a  debtor  chooses  is  beyond  comprehension.  It  is  said  that  the  SEC  is  the  protector 
of  the  public  interest  or  the  public  investor.  Yet,  by  their  almost  blind  adherence 
to  the  Absolute  Priority  Rule,  they  make  sure  that,  at  least  in  a  majority  of  cases 
because  the  debtor  is  insolvent,  the  public  investor  is  wiped  out. 

In  addition  the  additional  time  utilized  by  the  SEC  to  file  its  advisory  reports 
on  a  proposed  plan  (which  was  held  to  about  75  days  in  USF)  and  the  allowance 
of  attorneys  fees  (60  days  in  USF)  simply  adds  that  much  more  time  to  the  re- 
organization process.  As  was  said  by  the  judge  handling  the  Kings  Resources  case 
to  the  SEC:  "Time,  time — you  fellows  have  done  nothing  worth  while  without 
asking  for  more  time." 

Those  delays  in  time  are  costly  to  a  reorganization,  to  the  debtor  and  to  the 
creditors. 

A  further  observation  coming  out  of  the  USF  case  is  that  at  times  the  enforce- 
ment division  and  the  reorganization  division  of  the  SEC  don't  know  what  the 
other  is  doing  in  the  case  or  perhaps  they  have  competing  interests  to  protect. 
This  causes  not  only  delay  but  embarrassment  as  well. 

Finally  it  would  seem  that  the  SEC  picks  and  chooses  its  cases,  getting  into 
those  it  wants  to  and  staying  out  of  others. 

For  instance,  also  pending  before  the  undersigned  is  the  Chapter  X  proceeding  of 
Royal  Inns  of  America,  Inc.,  a  public  company.  If  memory  serves  correctly,  the 
SEC  has  taken  no  action  part  in  that  case  at  all.  Admittedly,  it  now  appears  that 
the  company  is  so  hopelessly  under  water  that  no  plan  can  be  effected  and  that 
only  one  creditor  which  is  secured  by  all  assets  of  the  debtor,  will  receive  any 
distribution. 

Nevertheless,  if  the  SEC's  role  is  protection  of  the  public  investor,  it  would 
seem  that  it  should  have  participated  more  fully. 

Finally,  in  another  public  case  which  cried  for  someone  to  protect  the  public 
investors,  the  SEC  again,  after  being  requested  to,  failed  to  take  any  role.  Ul- 
timately, in  the  case  of  Royal  Properties,  an  attorney  was  appointed  by  the  court 
to  protect  the  interest  of  the  minority  public  shareholders. 

It  is  therefore  submitted  that  from  a  time  and  cost  savings  standpoint,  as  well 
as  a  practical  problem  caused  by  the  SEC's  picking  and  choosing  and  its  adherence 
to  Absolute  Priority,  that  the  SEC's  role  in  reorganizations  ought  to  be  abolished 
or  at  least  largely  reduced. 

A  final  comment  on  jurisdiction.  The  issue  between  plenary  and  summary 
jurisdiction  is  one  that  has  bothered  courts,  lawyers  and  litigants  for  too  long  now. 
It  is  impossible  to  assess  the  costs  in  dollars  and  time  spent  in  litigating  this  one 
issue. 

If  the  philosophy  of  reorganization  is  toward  rehabilitation,  it  seems  that  one 
court  should  have  the  power  and  jurisdiction  over  the  entire  proceeding  rather  than 
a  number  of  courts. 
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A  cl&Ssic  example  is  the  Royal  Inns  of  America,  Inc.  case.  The  debtor  in  that 
case  was  either  the  sole,  or  one  of  two  or  more,  general  partners  of  limited  partner- 
ships operating  approximately  70  hotels,  50  some  odd  restaurants  and  a  like 
number  of  cocktail  lounges  spread  over  most  of  the  United  States. 

In  the  early  stages  of  the  proceeding  several  jurisdictional  challenges  were 
litigated  at  great  length.  A  determination  was  made  that  jurisdiction  over  all  of  the 
various  partnerships  existed  for  purposes  of  restraining  orders,  operational 
efficiency  and  to  find  one  forum  instead  of  70  or  more  to  resolve  the  debtors  and 
its  creditors  problems.  That  decision  was  probably  far  reaching  but  it  comported 
with  the  reality  of  today's  business  methods. 

It  is  high  time  the  Bankruptcy  Act  did  the  same.  Modern  business  and  finance 
requires  one  competent  forum  in  which  the  competing  claims  of  and  against  a 
debtor  can  be  litigated  and  decided.  That  means  all  pervasive  jurisdiction,  not 
jurisdiction  by  jeopardy  as  now  proposed  in  S.  2266. 

Respectfully  submitted. 

Herbert  Katz, 
Bankruptcy  Judge. 

Judge  Katz.  With  regard  to  the  retirement  benefits,  I  believe 
the  comments  that  were  made  are  somewhat  self-explanatory.  I 
would  simply  commend  those  comments  to  the  committee  for  its 
considerations  in  bringing  the  retirement  benefits  of  bankruptcy 
judges  equitably  up  with  those  of  other  judicial  officers  of  the  United 
States  who  are  involved  in  doing  somewhat  the  same  type  of  tradi- 
tional work  involving  the  effect  that  all  of  us  have  on  people  of  this 
country,  the  communities  that  we  deal  in,  and  the  dollar  amount  that 
we  deal  with  on  a  daily  basis. 

We  would  propose,  if  it  was  all  right  with  the  committee,  to  submit 
to  the  committee,  proposed  amendments  to  the  retirement  provisions 
now  set  forth  in  S.  2266  prior  to  the  close  of  the  record  on  this  matter  on 
January  31,  1978.  I  believe  Judge  Lee  will  supply  those  in  writing 
to  the  committee. 

Senator  DeConcini.  We  would  like  to  have  them. 

Without  objection,  so  ordered. 

[The  material  referred  to  follows:] 

"165.  Retirement  of  bankruptcy  judges;  annuities 

"(a)(1)(A)  A  bankruptcy  judge  may  voluntarily  retire  under  this  subsection 
at  any  time. 

"(B)  A  bankruptcy  judge  who  is  not  reappointed  following  the  expiration  of 
his  term  of  office  may  retire  under  this  subsection  upon  the  completion  of  such  term, 
if  such  judge  has  filed,  no  earlier  than  one  year  before  the  expiration  of  such  term 
and  not  later  than  six  months  before  such  date,  notice  in  writing  with  the  President 
that  he  is  willing  to  accept  reappointment  as  a  bankruptcy  judge. 

"(C)  A  bankruptcy  judge  whose  position  is  eliminated  by  law  may  retire  under 
this  subsection. 

"(D)  A  bankruptcy  judge  who  becomes  permanently  disabled  from  performing 
the  duties  of  his  office  may  retire  under  this  subsection.  Such  judge  shall  furnish 
to  the  President  a  certificate  of  disability  signed  by  the  chief  judge  of  his  circuit. 
"(2)(A)  A  bankruptcy  judge  who  retires  under  paragraph  (1)  of  this  subsection 
and  elects  under  paragraph  (4)  cf  this  subsection  to  receive  retired  pay  under  this 
subsection  shall  receive  retired  pay  during  any  period  at  a  rate  that  bears  the 
same  ratio  to  the  rate  of  the  salary  of  such  judge  at  the  time  of  retirement  as  the 
total  number  of  years  such  judge  has  served  as  a  referee  in  bankruptcy  or  bank- 
ruptcy judge  bears  to  twenty,  except  that — 

"(i)  in  the  case  of  a  judge  who  retires  under  paragraph  (1)(A)  of  this  sub- 
section, the  rate  of  such  retired  pay  shall  not  be  more  than  eighty  percent 
of  the  rate  of  such  salary;  and 

"(ii)  in  the  case  of  a  judge  who  retires  under  paragraph  (1)(B),  (1)(C),  or 
(1)(D)  of  this  subsection,  the  rate  of  such  retired  pay  shall  not  be  more  than 
the  rate  of  such  salary. 
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"(B)  In  computing  years  of  service  for  purposes  of  this  subsection,  any  portion 
of  the  aggregate  number  of  years  an  individual  has  served  as  a  referee  in  bank- 
ruptcy or  a  bankruptcy  judge  that  is  a  fractional  part  of  one  year  shall  be  elimi- 
nated if  it  is  less  than  six  months,  and  shall  be  counted  as  a  full  year  if  it  is  six 
months  or  more. 

"(3)(A)  Except  as  provided  in  subparagraph  (C)  of  this  paragraph,  the  retired 
pay  of  a  bankruptcy  judge  who  retires  under  paragraph  (1)(A)  of  this  subsection 
and  elects  under  paragraph  (4)  of  this  subsection  to  receive  retired  pay  under  this 
subsection  shall  commence  on  the  date  the  salary  of  such  judge  ceases  to  accrue 
but  not  before  the  earlier  of — 

"(i)  the  date  the  age  of  such  judge  plus  the  total  number  of  years  of  service 
by  such  judge  as  a  referee  in  bankruptcy  or  a  bankruptcy  judge  equals 
seventy ;  or 

"(ii)  the  date  such  judge  attains  the  age  of  sixty-two. 
"(B)  Except  as  provided  in  subparagraph  (C)  of  this  paragraph,  the  retired 
pay  of  a  bankruptcy  judge  who  retires  under  paragraph  (1)(B),  (1)(C),  or  (1)(D)  of 
this  subsection  and  elects  under  paragraph  (4)  of  this  subsection  to  receive  re- 
tired pay  under  this  subsection  shall  commence  on  the  date  the  salary  of  such 
judge  ceases  to  accrue  but  not  before  the  earliest  of — 

"(i)  the  date  the  age  of  such  judge  plus  the  total  number  of  years  of  service 
by  such  judge  as  a  refeiee  in  bankruptcy  or  a  bankruptcy  judge  equals 
sixty-five ; 

"(ii)  the  date  the  service  of  such  judge  as  a  referee  in  bankruptcy  or  a 
bankruptcy  judge,  plus  any  civilian  service  within  the  purview  of  section 
8332  of  title  5,  equals  twenty-five  years;  or 

"(iii)  the  date  such  judge  attains  the  age  of  fifty-five. 
"(C)  If  a  bankruptcy  judge  retires  under  this  subsection  before  the  date  on 
which  the  retired  pay  of  such  judge  is  to  commence  under  subparagraph  (A)  or 
(B)  of  this  paragraph,  as  the  case  may  be,  such  judge  may  elect  to  receive  retired 
pay  commencing  on  the  date  the  salary  of  such  judge  ceases  to  accrue,  subject  to 
reduction  under  this  subparagraph.  If  such  an  election  is  made  by  a  bankruptcy 
judge,  the  retired  pay  of  such  judge  shall  be  reduced  by  one-sixth  of  one  percent 
for  each  full  month  between  the  date  the  salary  of  such  judge  ceases  to  accrue 
and  the  date  the  retired  pay  of  such  judge  would  have  commenced  under  subpara- 
graph (A)  or  (B)  of  this  paragraph,  as  the  case  may  be.  An  election  under  this 
subparagraph  shall  be  made  by  filing  notice  of  such  election  in  writing  with  the 
Director  of  the  Administrative  Office  of  the  United  States  Courts. 

"(D)  The  retired  pay  of  a  bankruptcy  judge  shall,  upon  commencing  in  ac- 
cordance with  this  paragraph,  continue  to  accrue  during  the  remainder  of  such 
judge's  life.  'Such  retired  pay  shall  be  paid  in  the  same  manner  as  the  salary  of  a 
bankruptcy  judge.' 

"(4)(A)  A  bankruptcy  judge  may  elect  to  receive  retired  pay  under  this  sub- 
section. Such  an  election — 

"(i)  may  be  made  only  while  an  individual  is  a  bankruptcy  judge; 
"(ii)  once  made,  shall  be  irrevocable;  and 

"(iii)  shall  be  made  by  filing  notice  of  such  election  in  writing  with  the 
Director  of  the  Administrative  Office  of  the  United  States  Courts. 
The  Director  shall  transmit  to  the  Civil  Service  Commission  a  copy  of  each  notice 
filed  under  this  paragraph. 

"(B)  In  the  case  of  an  individual  who  has  filed  an  election  to  receive  retired  pay 
under  this  subsection — 

"(i)  no  annuity  or  other  payment  shall  be  payable  to  any  person  under  the 
civil  service  retirement  laws  with  respect  to  any  service  performed  by  such 
individual,  whether  performed  before  or  after  such  election  is  filed  and 
whether  performed  as  a  referee  in  bankruptcy,  bankrputcy  judge,  or  other- 
wise; and 

"(ii)  no  deduction  for  purposes  of  the  Civil  Service  Retirement  and  Dis- 
ability Fund  shall  be  made  from  any  salary  or  other  compensation  payable 
to  such  individual  for  any  period  beginning  after  the  date  on  which  such 
election  is  filed. 
"(b)  Any  bankruptcy  judge  who  does  not  elect  to  retire  under  subsection  (a)  of 
this  section  and  any  employee  in  the  office  of  a  bankruptcy  judge  (whether  or  not 
such  judge  makes  such  an  election)  shall  be  deemed  to  be  an  officer  or  employee 
in  the  judicial  branch  of  the  United  States  Government  within  the  meaning  of 
subchapter  III  of  chapter  83  of  title  5. 
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"(c)(1)  Any  bankruptcy  judge  who  has  retired  or  been  retired  under  subsection 
(a)  or  (b)  of  this  section  may  be  called  upon  by  the  chief  judge  of  the  district  court 
to  perform  such  duties  of  a  bankruptcy  judge  as  may  be  requested  of  him  for  any 
period  or  periods  specified  by  the  chief  judge,  except  that  in  the  case  of  any  such 
individual — 

"(A)  the  aggregate  of  such  periods  in  any  one  calendar  year  shall  not  (with- 
out his  consent)  exceed  ninety  calendar  days;  and 

"(B)  he  shall  be  relieved  of  performing  such  duties  during  any  period  in 
which  illness  or  disability  precludes  the  performance  of  such  duties. 
"(2)  Any  act,  or  failure  to  act,  by  an  individual  performing  judicial  duties  pur- 
suant to  this  subsection  shall  have  the  same  force  and  effect  as  if  it  were  the  act, 
or  failure  to  act,  of  a  judge  of  the  bankruptcy  court.  Any  individual  who  is  per- 
forming duties  pursuant  to  this  subsection  shall  be  paid  the  same  compensation, 
in  lieu  of  retired  pay,  and  allowances  for  travel  and  other  expenses  as  a  bankruptcy 
judge. 

"(3)  Any  retired  bankruptcy  judge  recalled  to  service  under  this  subsection 
shall  accrue  no  additional  retirement  benefits  by  reason  of  such  service. 

"(d)(1)  If  an  election  is  made  by  a  bankruptcy  judge  under  subsection  (a)  of 
this  section,  such  judge  may  elect  to  bring  such  judge  within  the  purview  of  section 
376  of  this  title  by  filing  a  written  election  with  the  Director  of  the  Administrative 
Office  of  the  United  States  Courts  before  the  later  of — 
"(A)  the  date  on  which  such  judge  retires;  or 
"(B)  one  hundred  eighty  days  after  the  date  such  judge  marries. 
"(2)  In  the  administration  of  section  376  of  this  title  with  respect  to  a  bank- 
ruptcy judge  who  has  made  an  election  under  subsection  (a)  of  this  section — 

"(A)  such  judge  shall  be  considered  to  be  a  judicial  official  who  has  filed  a 
written  notification  in  accordance  with  section  376(a)(1)  of  this  title; 

"(B)  the  retired  pay  of  such  judge  under  subsection  (a)  of  this  section  shall 
be  considered  to  be  retirement  salary ;  and 

"(C)  the  position  of  bankruptcy  judge  shall  be  considered  to  be  an  office 
designated  in  section  376(a)(1)  of  this  title. 
"(3)  For  purposes  of  this  subsection,  the  terms  'judicial  official'  and  'retirement 
salary'  have  the  same  meanings  as  are  given  such  terms  in  section  376(a)  of  this 
title. 

"(e)  If  a  bankruptcy  judge  who  has  elected  to  retire  under  subsection  (a)  of 
this  section — 

"(1)  elects  under  subsection  (d)  of  this  section  to  bring  such  judge  within  the 
purview  of  section  376  of  this  title,  the  lump-sum  credit  computed  under 
section  8331(8)  of  title  5  with  respect  to  such  judge  shall,  to  the  extent  neces- 
sary to  comply  with  section  376(a)  of  this  title,  be  deposited  to  the  credit  of 
the  Judicial  Survivors'  Annuities  Fund  and  credited  to  the  individual  account 
of  such  judge,  unless  he  elects  to  have  such  lump-sum  credit  paid  directly  to 
him;  or 

"(2)  does  not  elect  under  subsection  (d)  of  this  section  to  bring  such  judge 
within  the  purview  of  section  376  of  this  title,  the  lump-sum  credit  computed 
under  section  8331(8)  of  title  5  with  respect  to  such  judge  shall  be  paid  to 
such  judge  upon  his  application  with  the  United  States  Civil  Service  Com- 
mission.". 

Senator  DeConcini.  What  is  that  on  the  retirement  compared  to 
others? 

Judge  Katz.  As  I  indicated  in  my  paper,  it  seems  to  me  that  the 
retirement  benefits  available  under  the  present  system  or  under  S. 
2266  are  the  kinds  of  retirement  benefits  that  are  basically  geared  to 
people  who  entered  Government  service  at  an  early  stage  in  their 
career  and  spend  a  considerable  amount  of  time  in  Government  serv- 
ice. That  is  not  true  of  bankruptcy  judges. 

It  is  interesting  to  note  that  of  the  last  four  appointments  that  I 
know  of — and  Judge  Klein  can  correct  me  if  I  am  wrong — 2  of  the 
gentlemen  are  55  years  old  and  1  is  50  and  the  other  is  51.  Entering 
in  Government  service  at  that  late  stage,  if  they  were  to  work  until 
age  70,  the  2  gentlemen  who  entered  at  age  55  would  be  entitled  under 
S.  2266,  as  I  understand  it,  to  approximately  37}£  percent  of  the 
average  of  their  top  3  year's  salaries. 
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I  think  it  is  clear  in  the  record  that  a  tax  court  judge — and  I  certainly 
think  we  are  on  eqilal  footing  with  him  insofar  as  responsibilities  are 
concerned — entering  the  service  at  age  55  and  retiring  at  age  70  gets 
100  percent  of  his  salary. 

I  am  not  suggesting  necessarily  that  we  would  be  entitled  to  100, 
but  I  think  more  equitable  treatment  ought  to  be  afforded.  Our  pro- 
posed amendments,  I  am  sure,  will  provide  that  some  provision 
should  be  made  for  the  involuntary  retirement  based  upon  failure  of 
appointment  when  a  bankruptcy  judge  is  available  for  appointment 
under  the  new  bill. 

In  that  regard  I  think  the  term  ought  to  be  extended  to  15  years 
rather  than  12  years.  I  think  you  will  find  that  the  15-year  term  is  a 
more  workable  term,  if  you  are  thinking  of  people  of  middle  40's  or 
early  50's  as  being  appointed  to  the  bench  rather  than  younger 
people. 

Senator  DeConcini.  What  is  your  opinion  which  prompts  people 
at  those  ages  to  want  to  come  into  the  bankruptcy  court?  What 
prompts  judges  or  lawyers  or  people  wanting  to  come  into  the  bank- 
ruptcy court  at  those  ages?  Obviously  it  is  not  retirement. 

Judge  Katz.  I  think  the  ultimate  accolade  that  can  be  paid  to  a 
lawyer  is  to  go  on  the  bench.  I  firmly  believe  that.  I  think  it  is  a  cul- 
mination of  a  successful  legal  career.  A  lot  of  us  feel  that  way.  I  think 
a  lot  of  us  enjoy  the  work  on  the  bench.  It  is  a  different  kind  of  work. 
It  takes  certain  pressures  off  and  puts  other  pressures  on.  It  balances 
it. 

I  think  that  we  ought  to  try  to  attract,  particularly  if  we  are  going 
to  follow  the  dictates  of  H.R.  8200  and  S.  2266,  the  most  competent 
people  possible.  I  also  happen  to  be  a  firm  believer  in  the  concept 
that  until  you  have  been  scarred  a  little  bit  or  your  feet  have  been 
firmly  set  into  cement,  that  your  abilities  as  a  judicial  officer  might 
be  lacking. 

That  is  not  to  say  that  everybody  who  is  25  or  30  or  35,  who  is 
appointed  to  the  bench  is  not  going  to  become  a  good  judge.  But  I 
think  the  chances  of  a  45  or  50  year  old  person  who  has  been  in  prac- 
tice 15,  20,  or  25  years  of  becoming  a  good  judge  are  better. 

And,  quite  frankly,  I  think  that  when  a  person  reaches  age  55, 
there  comes  a  point  in  time  where  you  want  a  change  in  life  and  the 
bench  becomes  very  attractive.  You  have  practiced  law,  Senator. 
You  know  that.  I  think  part  of  the  emolluments  of  increasing  the 
kind  of  person;  that  is,  hopefully  increasing  the  bench's  reputation, 
is  an  adequate  retirement  basis  which  will  attract  a  better  type  of 
person.  I  think  salary  is  another  one. 

I  am  convinced  that  today,  looking  for  bankruptcy  judges,  is  an 
easier  job  than  when  the  salaries  were  at  $30,000  or  $32,000. 

Senator  DeConcini.  Do  you  know  of  any  instances,  or  have  any 
feeling  that  lawyers  attempt  to  become  bankruptcy  judges  in  order 
to  get  out  of  the  pressures  of  private  practice? 

Judge  Katz.  Senator,  I  do  not  know  that  is  a  primary  motivating 
factor.  I  can  tell  you  this  from  my  own  experience,  that  I  have  talked 
with  a  number  of  lawyers  in  my  own  community  who,  after  12  to  , 
20  years  of  practice,  have  professed  a  deep  interest  in  assuming 
some  sort  of  a  position,  on  some  sort  of  a  bench,  be  it  bankruptcy  or 
State  or  Federal  court.  The  practice  has  gotten  to  the  point  where 
they  feel  they  need  a  change. 
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Personally  I,  myself,  looked  forward  tremendously  to  going  on  the 
bench.  It  was  a  required  change  that  I  felt  I  needed  at  the  time. 
Quite  frankly  it  did  give  me  a  shot  in  the  arm  to  take  a  new  position 
rather  than  stay  in  the  practice  of  law  for  much  longer. 

Judge  Cyr.  Mr.  Chairman,  in  my  own  opinion,  all  of  the  discussion 
and  consideration  that  has  been  given  to  this  legislation  over  the  past 
5  or  6  years  and  the  hope  that  it  holds  forth  that  this  very  shortly 
will  become  a  very,  very  prestigious  and  adequately  staffed  court  is 
a  big  incentive  to  some  people  to  take  these  positions  now  at  those 
ages  as  compared  to  some  years  earlier. 

Senator  Deconcini.  How  would  your  amendments  compare  to 
what  a  magistrate  would  be  permitted  under  retirement?  I  do  not 
know. 

Judge  Katz.  As  I  understand  it,  the  magistrates  are  on  the  same 
retirement  basis  that  we  are  now.  That  is,  the  civil  service  retirement 
basis.   The   present  system   is   totally  inadequate,   in  my  opinion. 

And,  S.  2266  has  a  system  patterned  after  the  civil  service  retire- 
ment, albeit  it  is  the  Senate  employee,  that  is,  the  congressional 
employee  retirement  benefits  system  sc  that  you  are  getting  an 
increased  benefit  per  year,  but  you  are  also  paying  an  additional 
percent  per  year  of  your  gross  salary. 

Quite  frankly,  I  had  not  given  it  that  much  thought,  but  it  would 
seem  to  me  that  judicial  officers — and  I  have  no  statistics  with  regard 
to  magistrates  as  to  when  they  enter  service — but  I  do  have  it  with 
regard  to  bankruptcy  judges.  They  are  attached  to  my  paper.  You 
will  see  the  vast  majority  of  us  enter  Government  service  after  40 
years  old  and  somewhere  between  40  and  55  years  of  age. 

So,  the  opportunity  to  accumulate  a  lot  of  retirement  is  just  not 
there  even  assuming  you  go  out  at  age  70.  However,  I  quite  frankly 
look  upon  magistrates  as  members  of  the  judicial  family. 

My  own  personal  opinion,  which  may  not  be  shared  by  others,  is 
that  I  think  they  are  entitled  to  some  better  retirement  benefits  also. 

Senator  DeConcini.  Have  you  done  any  studies  or  know  of  any 
studies  comparing  the  retirement  with  the  existing  State  retirement 
plans  for  the  judiciary? 

Judge  Katz.  Senator,  I  have  not.  I  am  trying  to  think  of  what  my 
own  State  of  California  does.  I  do  know  that  judges  there  contribute 
to  their  retirement,  and  after  a  certain  amount  of  service — and  I 
cannot  give  you  the  figures,  but  I  could  run  them  down  for  you 

Senator  DeConcini.  I  would  appreciate  that  information  and  we 
will  insert  it  at  this  point.  Without  objection,  so  ordered. 

[The  material  referred  to  follows :] 
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Senator  DeConcini.  Do  they  have  a  separate  retirement  for  judges 
in  your  State? 

Judge  Katz.  The  State  system  has  its  own  retirement  system.  I 
think  all  50  States  do. 

I  believe  California  judges  also  pay  for  their  retirement,  but  I 
believe  it  is  close  to  100  percent  after  a  certain  number  of  years  and 
attaining  a  certain  age,  but  I  cannot  tell  you  those  facts. 

But  each  State,  of  course,  has  its  own  different  retirement  system. 
Each  State  has  its  own  different  salary  schedule  for  State  court  judges, 
which  is  not  true  in  the  Federal  system.  It  has  to  be  uniform. 

I  would  like  to  make  a  couple  of  additional  comments,  if  I  could, 
with  regard  to  my  feelings  of  the  applicability  of  the  absolute  priority 
rule. 

The  role  of  the  Securities  and  Exchange  Commission  in  reorganiza- 
tions and  the  issue  of  the  absolute  requirement  to  appoint  a  trustee  in 
any  case  deemed  to  be  a  public  case  under  S.  2266,  are  two  other 
points  I  would  like  to  comment  on. 

I  am  making  these  statements,  Senator,  as  my  own.  They  may  not 
comport  with  the  beliefs  of  my  colleagues.  1  would  like  to  make  that 
disclaimer  at  this  time.  To  the  extent  that  I  am  making  them,  I  am 
speaking  for  myself  rather  than  the  National  Conference  of  Bank- 
ruptcy Judges. 

I  would  like  to  point  out  to  the  committee,  if  I  could,  that  there  is 
a  distinction,  in  my  opinion,  between  the  creditors  of  a  corporation 
and  the  shareholders  or  equity  holders  of  a  corporation. 

The  shareholders,  on  one  hand,  invest  their  money  in  order  to  reap 
a  substantial  benefit  by  way  of  investment,  either  dividends  or  ap- 
preciation in  value  of  the  stock  or  what  have  you  of  the  public  corpora- 
tion. 

The  creditors,  on  the  other  hand,  do  not.  They  provide  services  and 
goods  to  a  corporation  with  the  hope  of  being  paid.  Quite  frankly, 
they,  I  believe,  rely  upon  the  capitalized  structure  of  the  corporation 
in  extending  credit  to  that  corporation. 

I  think  those  two  distinctions  have  to  be  borne  in  mind  when  we 
talk  about  the  public  company  and  what  happens  to  the  unsecured 
creditor  or  what  happens  to  the  shareholder  or  the  equity  holder. 

It  is  my  belief  that  most  chapter  cases  are  underwater  when  they 
file,  that  is,  they  are  insolvent.  A  corporation  that  is  insolvent,  I 
believe,  is  owned  by  not  its  shareholders,  but  by  its  creditors.  It  is  the 
creditors,  in  my  humble  opinion,  who  have  the  right  to  determine,  in 
effect,  what  happens  to  that  corporation. 

I  am  at  a  loss,  quite  frankly,  to  understand  the  continued  position 
of  the  Securities  and  Exchange  Commission  which  is  charged  with  the 
duty  of  protecting  the  public  investor  class,  in  its  blind  adherence,  or 
almost  blind  adherence  to  what  is  known  as  the  absolute  priority  rule 
which  is  present  in  chapter  X  proceedings  in  that  in  the  event  the 
corporation  is  insolvent,  which  is  most  of  the  cases,  the  equity  holders, 
the  shareholders  of  the  corporation  are  generally  wiped  out  because 
there  is  nothing  left  for  them  to  look  to. 

I  am  also  at  a  loss  to  understand  why  it  is  improper  for  some 
reason  or  another  for  creditors,  whose  money,  after  all,  we  are  talking 
about,  to  sit  down  with  full  knowledge  and  full  disclosure  and  deter- 
mine, in  effect,  how  the  pie  ought  to  be  cut  up. 
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I  say  that  in  regard  to  the  experience  in  the  case  of  U.S.  Financial 
which  was  the  case  much  on  the  order  of  Equity  Funding,  except  it 
was  not  in  the  insurance  business,  it  was  in  the  real  estate  develop- 
ment business. 

But,  U.S.  Financial  when  it  came  into  my  court  was  in  exactly  the 
same  condition  that  Equity  Funding  was  in  when  Mr.  Loeffler  found 
it.  There  were  no  assets.  There  was  a  tremendous  amount  of  debt. 
There  were  no  liquid  assets  and  no  cash.  There  was  a  tremendous 
amount  of  debt.  There  was  a  very  complicated  debt  structure. 

It  filed  a  chapter  XI  proceeding  because  of,  I  believe,  several 
reasons.  One  is  that  chapter  XI,  under  the  present  act  is  less 
cumbersome  and  more  speedy. 

I  believe  that  at  the  outset  it  became  clear  to  everyone  that  it 
probably  could  not  be  reorganized  under  chapter  XI  because  of  two 
things :  One  was  that  the  question  of  discharge  and  dischargeability  of 
debts  raised  their  ugly  little  heads.  Under  chapter  XI  of  the  present 
act,  as  you  know,  if  a  debtor  has  committed  an  act  which  would  bar 
his  discharge,  he  cannot  get  a  plan  confirmed.  On  the  question  of 
dischargeability,  if  there  are  any  nondischargeable  debts,  most  of  the 
time  a  plan  will  not  work. 

I  am  glad  to  see  that  the  Senate  has  written  those  provisions  out 
insofar  as  they  relate  to  corporations. 

The  second  problem,  however,  that  came  up  was  the  issue  of  the 
absolute  priority  rule.  As  long  as  that  rule  existed  and  as  long  as  this 
was  a  public  corporation,  it  created  this  spectre  of  having  the  company 
move  into  a  chapter  X  at  any  time.  So,  it  was  possible  for  any  one 
senior  creditor  to  veto  any  program. 

Early  on  the  proceeding — and  it  was  filed  in  June  1973 — and  I 
believe  in  January  1974,  the  creditors,  meeting  as  a  body,  had  deter- 
mined a  formula  for  dividing  up  the  assets  of  U.S.  Financial.  That 
formula,  which  came  to  be  known  as  the  80-1 5-5  formula  was  the  formula 
that  was  ultimately  adopted  in  the  chapter  X  proceeding,  albeit  there 
were  some  modifications  within  the  classes  of  the  formula,  but  basically 
the  formula  was  there. 

The  SEC  early  on  filed  a  328  motion,  but  because  it  had  been 
prevailed  upon  by  the  attorneys  for  the  debtor,  had  determined  to 
sort  of  leave  it  sitting  on  the  back  burner  and  took  a  relatively  back 
seat  postition  in  the  case. 

However,  there  were  three  creditors  representing  approximately  5 
percent  of  the  total  senior  debt  which  also  filed  a  328  motion  and  also 
had  agreed  to  sort  of  leave  it  sitting  on  the  back  burner  to  see  if  the 
problem  could  be  worked  out. 

It  is  my  opinion  that  U.S.  Financial,  after  having  arrived  at  the 
80-15-5  formula,  that  required  senior  creditors  to  receive  80  percent, 
and  that  debenture  holders  would  get  15  percent,  and  the  shareholders 
5  percent  of  the  assets  of  the  corporation,  could  have  been  reorganized 
2  years  ago.  It  might  have  needed  conversion  to  a  quick  chapter  X 
because  of  the  discharge  and  dischargeability  problems,  but  it  could 
have  been  reorganized. 

But  because  of  the  spector  of  the  absolute  priority  rule  and  the  fact 
that  was  constantly  haunting  the  debtor,  about  a  year  and  a  half  after 
the  formula  was  arrived  at,  motions  were  made  by  those  recalcitrant 
creditors,  not  so  much  to  move  it  into  a  chapter  X,  but  for  an  ad- 
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judication  which  resulted  into  the  moving  of  the  chapter  into  a  chapter 
X  proceeding. 

From  that  day  to  this  day,  the  fee  requests,  that  is,  the  costs  that 
are  incurred  by  the  estate — and  I  am  not  saying  that  these  were  totally 
incurred  because  they  have  not  yet  been  awarded — but  the  fee  request 
for  the  attorneys  for  the  trustee,  the  trustee,  and  all  the  other  parties 
involved  in  the  chapter  X  in  the  approximately  26  months  it  was  in 
chapter  X — if  my  memory  does  not  fail  me — amounted  to  ap- 
proximatley  $4  to  $4.5  million. 

I  think  that  is  a  tremendous  cost  for  creditors  to  have  to  look  at 
and  perhaps  pay  for  the  benefit  of  what  might — of  a  chapter  X  pro- 
ceeding, which,  in  my  opinion,  did  not  benefit  U.S.  Financial  that 
much.  I  believe  the  corporation  could  have  been  reorganized  had  we 
had  the  present  chapter  case,  that  is,  the  nondischargeability  fea- 
tures written  out  and  the  discharge  features  written  out  and  had  we 
not  had  the  provisions  that  are  now  in  S.  2266  of  the  need  to  appoint  a 
trustee  the  minute  it  was  filed  because  it  was  a  public  company  and 
the  ability  to  write  out,  in  S.  2266,  the  absolute  priority  rules.  Then 
the  creditors  could  sit  down  and  by  way  of  negotiation,  decide  who 
was  going  to  get  what  and  how  things  were  going  to  be  paid. 

Let  me  talk  about  the  need  for  the  appointment  of  a  trustee  for  just 
a  moment.  I  listened  to  Mr.  Loeffler  yesterday.  I  know  his  work  in 
the  Equity  Funding  case.  Mr.  Loeffler  was  an  excellent  trustee.  I 
might  say  parenthetically  that  on  any  panel  of  trustees  maintained 
by  anyone  in  the  country,  be  it  an  administrator,  the  administrative 
office,  or  the  circuit  conference,  or  anything  else,  I  doubt  if 
Mr.  Loeffler's  name  would  have  been  on  there.  I  think  we  still  would 
have  had  to  search  and  scour  the  country  for  that  kind  of  trustee. 

In  the  Equity  Funding  case  there  was  a  need  for  an  immediate 
appointment  of  a  trustee.  There  was  massive  fraud.  Management  had 
absconded.  There  was  no  one  there  to  take  care  of  the  day-to-day 
business  of  the  debtor. 

U.S.  Financial  was  a  different  story.  There  was  also  massive  fraud. 
We  also  had  the  principals  of  U.S.  Financial  indicted,  convicted,  and 
jailed.  But  they  were  gone. 

Realizing  what  had  happened,  in  December  1972,  the  board  of 
directors  removed  management  and  brought  in  a  new  management 
team. 

That  management  team,  which  took  over  in  January  1973  spent 
6  months  studying  and  working  and  getting  acquainted  with  the 
debtor.  It  knew  what  the  debtor's  problems  were. 

It  had  to  file  a  chapter  proceeding  because  creditors  pushed  into 
filing.  It  was  impossible  to  stay  out  of  court  any  longer.  When  it  was 
filed  in  June  1973,  new  management  had  had  6Y2  months  of  getting 
acquainted. 

If  the  present  bill  had  been  in  effect,  we  would  have  had  to  appoint 
immediately  an  independent  trustee  and  another  6}£  months  would 
have  gone  down  the  drain,  in  my  opinion,  in  the  time  it  took  that  new 
trustee,  that  new  person,  to  become  acquainted  with  the  business 
transactions  of  the  debtor. 

I  think  all  of  the  creditor  body  of  U.S.  Financial  recognize  that  fact 
with  but  very  few  exceptions.  I  am  now  speaking  about  this  5  percent. 
With  few  exceptions,  all  the  creditors  were  happy  with  the  manage- 
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ment.  They  did  not  want  to  lose  any  more  time.  That  is  why  those 
people  and  the  SEC,  I  am  convinced,  allowed  that  case  to  stay  in 
chapter  XI  as  long  as  it  did. 

What  I  am  suggesting  is  that  you  give  us,  as  bankruptcy  judges, 
the  prerogative  to  appoint  or  not  appoint  a  trustee  where  the  situation 
fits. 

One  further  example — the  Daylin  case,  was  a  huge  chapter  XI 
case  filed  in  Los  Angeles.  It  was  successfully  reorganized  without 
moving  into  a  chapter  X  and  without  the  independent  trustee  because 
new  management  had  come  in.  I  think  it  would  be  a  tragedy  to  fetter 
the  bankruptcy  court  and  the  creditor  community  with  the  concept 
of  a  trustee  in  each  and  every  case  simply  because  there  are  1,000 
equity  holders  and  there  is  debt  over  and  above  the  trade  debt  of 
$5  million. 

I  would  be  happy  to  answer  any  questions  from  the  committee  or 
the  staff  members,  but  I  think  Judge  Lee  may  have  some  statements 
he  would  like  to  make  first. 

Senator  DeConcini.  Judge  Lee? 

STATEMENT  OF  JOE  LEE,  BANKRUPTCY  JUDGE,  LEXINGTON,  KY. 

Judge  Lee.  Senator,  I  want  to  say  a  word  on  behalf  of  the  con- 
sumer bankrupt.  I  have  heard  spokesmen  from  the  banking  industry 
and  from  the  consumer  finance  industry  telling  you  what  they  would 
like  to  see  in  the  bankruptcy  bill.  But  I  have  not  heard  anyone  speak 
on  behalf  of  the  poor  debtor. 

We  have  some  spokesmen,  I  understand,  from  the  consumer 
representatives,  but  they  are  speaking  on  behalf  of  the  consumer  who 
is  in  some  way  affected  by  bankruptcy,  and  not  on  behalf  of  the 
consumer  debtor. 

I  consider  provisions  of  the  act  relating  to  giving  the  consumer 
debtor  a  fresh  start  more  important  in  prospective  than  the  rights  of 
consumers  who  may  be  in  some  way  affected  by  the  bankruptcy  or 
marginally  affected  by  bankruptcy. 

I  think  it  is  unfortunate  that  this  bill  reverts  to  the  position  of 
letting  exemptions  be  determined  by  State  law.  If  we  cannot  have  a 
Federal  exemption  package  that  is  controlling  in  bankruptcy,  then  I 
think  we  should  at  least  have  a  Federal  minimum  set  of  exemptions 
as  is  proposed  in  the  House  bill. 

This  would  have  the  effect  of  coercing  or  at  least  encouraging  States 
to  improve  their  exemptions  laws  and  also  improve  the  legal  environ- 
ment of  the  debtor  in  those  States  by  virtue  of  improving  the  exemp- 
tion laws. 

Debtors  who  are  not  in  bankruptcy  would  be  benefited  by  a  Federal 
exemption  statute  which  sets  minimums.  I  am  sure  that  the  States 
would  soon  follow  suit  and  enact  their  own  improved  exemption 
statutes  which  would  be  operative  outside  of  bankruptcy,  just  as  the 
Consumer  Credit  Protection  Act  exempted  75  percent  of  the  wages 
of  the  debtor  and  States  were  required  to  follow  suit  and  did  follow 
suit.  That  has  improved  the  legal  environment  of  consumers  in  all 
of  our  States. 

I  think  a  Federal  minimum  exemption  would  do  the  same  thing. 

I  encourage  that  such  a  minimum  be  included  in  this  bill. 
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With  respect  to  exceptions  to  discharge,  the  fraud  exception  to 
discharge  in  this  bill  contains  a  disquieting  phrase  that  I  am  afraid 
has,  or  may  have  the  effect  of  overruling  what  I  consider  to  be 
developing  case  law  which  benefits  consumer  debtors. 

As  you  know,  in  the  small  loan  industry  there  is  a  great  deal  of 
flipping  of  loans.  The  debtor  comes  back  and  borrows  a  little  bit 
more  money  and  renews  a  loan,  and  there  is  a  constant  turnover  in 
loan  transactions. 

I  think  the  statistics  show  that  about  80  percent  of  the  loans  made 
by  small  loan  companies  result  simply  from  renewing  existing  loans. 

At  the  time  those  loans  are  renewed,  the  debtor  gets  a  few  dollars 
in  cash.  He  may  get  just  enough  money  to  pay  up  delinquencies  on 
what  he  already  owes. 

In  connection  with  those  loan-flipping  transactions,  small  loan 
companies  take  financial  statements.  The  case  law  now  says  that  if 
they  take  a  financial  statement  at  that  time — and  it  is  a  false  state- 
ment— that  the  amount  of  the  debt  that  is  nondischargeable  in 
bankruptcy  is  only  the  amount  of  fresh  cash  advanced  in  connection 
with  the  renewal  of  the  loan  and  not  the  full  loan. 

We  have  had  quite  a  number  of  cases  now  in  the  Federal  courts 
holding  that  all  the  debt  is  dischargeable  except  the  fresh  cash  advance 
in  such  a  transaction.  We  would  like  to  see  that  case  law  retained. 
It  is  greatly  beneficial  to  consumer  debtors. 

I  think  that  this  phrase  in  the  bill,  which  suggests  to  me  that  it  was 
put  there  for  the  purpose  of  overruling  that  case  law,  should  not  be 
there.  I  do  not  know  whether  it  is  so  or  not,  but  the  House  bill  over- 
ruled that  case  law.  I  think  that  is  unfortunate.  The  case  law  should 
be  reinstated. 

If  the  exception  is  worded  much  as  it  is  in  present  law,  I  think  the 
existing  case  law,  which  is  beneficial  to  the  consumer  debtor,  would 
prevail. 

There  is  another  thing  I  would  like  to  comment  on  with  respect 
to  the  alimony  exception  to  discharge. 

Of  course,  debts  for  alimony  support  or  maintenance  of  a  spouse 
should  be  nondischargeable.  Everybody  agrees  with  that.  We  are 
not  advocating  that  change. 

But  this  bill  has  a  little  phrase  in  there  that  says:  debts  in  a  prop- 
erty settlement  agreement"  are  nondischargeable  also.  What  that 
means  is  that  the  smart  lawyer  can  put  at  the  top  of  his  agreement, 
"Property  Settlement  Agreement"  and  include  in  that  agreement 
that  all  the  debts  owed  by  the  parties  at  the  time  of  the  divorce  shall 
be  nondischargeable  in  bankruptcy. 

I  think  that  would  have  the  effect  of  subverting  the  alimony  excep- 
tion to  discharge  and  would  be  counterproductive  because  these  people 
we  are  talking  about  cannot  pay  alimony  and  maintenance  and  also 
pay  all  the  debts  incurred  by  the  parties  prior  to  the  divorce. 

If  they  are  going  to  have  to  pay  the  alimony  and  maintenance, 
they  should  not  have  to  pay  all  those  other  debts.  The  wife  does  not 
benefit  from  that.  It  is  the  creditors  who  benefit  from  that. 

I  think  it  would  be  unfortunate.  What  I  am  saying  to  you  is  that 
is  worse  than  present  law;  that  is,  to  include  that  phrase  in  there.  It 
permits  a  total  evasion  of  the  intended  purpose  of  the  alimony  excep- 
tion to  discharge.  I  think  that  phrase  "property  settlement"  should 
be  stricken. 
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Also,  there  is  a  limitation  here  that  the  nondischargeability  should 
be  for  alimony  or  maintenance  payable  directly  to  the  wife  or  for  the 
support  of  a  child.  We  agree  with  that  because  there  should  not  be 
permitted  a  situation  where  a  creditor  can  come  in  and  collect  a  debt 
that  the  wife  has  cosigned  merely  to  hold  her  harmless  because  she 
has  cosigned  on  the  debts. 

If  you  take  all  the  debts  that  are  cosigned  by  these  parties  and  re- 
quire the  debtor  to  pay  those,  he  is  effectively  not  getting  a  discharge 
in  bankruptcy.  Those  could  amount  to  many  thousands  of  dollars  in 
debts,  whereas  the  wife  could  probably  take  bankruptcy  for  $150  or 
$200  and  get  relieved  of  the  debts  also. 

We  think  the  proper  course  should  be  for  her  to  take  bankruptcy 
and  be  relieved  of  those  debts  rather  than  require  the  consumer  debtor 
or  the  person  who  has  gotten  a  divorce  to  pay  those  debts  simply  to 
hold  the  wife  harmless.  That  defeats  the  purpose  of  the  alimony 
exception. 

With  respect  to  reaffirmations,  we  had  hoped  that  the  Commission 
recommendation  and  the  proposal  in  H.R.  8200,  that  is,  that  reaffir- 
mations be  unenforceable,  would  be  adopted  in  the  Senate  bill.  We  do 
not  believe  that  it  serves  any  purpose  to  permit  these  people  to  get 
reaffirmations. 

I  am  not  sure  why  I  understand  why  they  want  them,  Senator. 
If  a  person  wants  to  pay  a  debt  following  bankruptcy,  he  can.  If  they 
get  the  reaffirmation,  which  is  another  piece  of  paper  representing 
the  debt,  I  suppose  they  can  use  it  as  collateral  for  a  loan.  They  usu- 
ally pledge  their  accounts  receivable  to  raise  more  money  to  loan.  I 
suppose  that  once  they  get  a  reaffirmation  that  it  could  serve  as  col- 
lateral for  loans  that  they  obtained  in  order  to  make  loans  to  consumer 
debtors.  Maybe  that  is  why  they  want  it. 

But  if  a  fellow  wants  to  pay,  he  can  pay.  I  really  do  not  think  there 
should  be  a  requirement  or  that  a  reaffirmation  should  be  permitted 
or  should  be  enforceable.  Certainly  if  you  ask  a  question  about  when 
this  should  be  enforceable,  then  it  seems  to  me  if  they  are  enforceable 
at  all,  there  ought  to  be  some  sort  of  requirement  that  there  be  a 
written  authorization  from  the  debtor's  attorney  who  represents  him 
in  the  bankruptcy  case  authorizing  the  debtor  to  sign  the  reaffirma- 
tion, or  at  least  some  requirement  like  that. 

Senator  DeConcini.  Judge  Lee,  I  will  have  to  conclude  your 
testimony.  The  hour  is  late.  If  you  would  not  mind  submitting  the 
rest  of  it,  I  will  take  a  careful  look  at  it.  We  are  running  out  of  time 
because  there  are  some  votes  on  the  floor.  Your  supplemental  state- 
ment shall  be  inserted  at  this  point  in  the  record.  Without  objection, 
so  ordered. 

[The  supplemental  statement  of  Judge  Joe  Lee  follows :] 

Statement  of  Hon.  Joe  Lee,  Bankruptcy  Judge,  Lexington,  Ky. 

Mr.  Chairman,  The  Commission  on  Bankruptcy  Laws  of  the  United  States 
recommended  several  changes  in  current  law  to  improve  the  lot  of  the  consumer 
bankrupt.  See  Report  of  the  Commission  on  Bankruptcy  Laws  of  the  United 
States,  July  1973,  Part  I,  pgs.  9-14. 

1.  The  Commission  recommended  that  indigent  debtors  be  authorized  to  file 
in  forma  pauperis  petitions  in  bankruptcy  without  payment  of  a  filing  fee,  and 
that  failure  to  pay  the  fee  be  eliminated  as  a  ground  for  denying  discharge. 

Section  213  of  the  House  Bill,  H.R.  8200  makes  in  forma  pauperis  petitions 
available  in  bankruptcy,  overruling  United  States  v.  Kras,  409  U.  S.  434  (1973). 
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S.  2266  makes  no  provision  for  in  forma  pauperis  petitions  and  furthermore 
increases  the  filing  fee  from  $50  to  $60.  §  219,  pg.  272. 

2.  The  Commission  recommended  that  a  consumer  debtor  be  given  the  benefit 
of  counseling  before  he  is  required  to  choose  any  form  of  relief  under  the  Act. 

Neither  the  Senate  nor  House  bill  makes  any  provision  for  such  counseling. 

3.  The  Commission  recommended  that  a  debtor's  exemptions  in  bankruptcy  be 
determined  by  reference  to  uniform  federal  standards  to  be  prescribed  in  the  Act. 

The  Senate  Bill  makes  no  change  in  present  law.  It  leaves  the  matter  of  exemp- 
tions to  be  determined  by  reference  to  state  law.  §  522(b)(1),  pg.  89.  The  House 
Bill  at  least  makes  a  step  toward  standardizing  exemptions.  Section  522  of  the 
House  Bill  establishes  minimum  Federal  exemptions  which  the  debtor  may  elect 
in  lieu  of  state  exemptions,  if  the  state  exemptions  are  less  favorable  than  those 
provided  by  Federal  law. 

4.  To  further  the  exemption  policy  of  the  Act  the  Commission  recommended 
(a)  that  a  waiver  of  exemptions  in  favor  of  an  unsecured  creditor  be  unenforceable 
in  bankruptcy  (b)  that  judicial  liens  be  unenforceable  against  exempt  property 
and  (c)  that  security  interests,  other  than  purchase-money  security  interests,  be 
unenforceable  against  certain  kinds  of  exempt  property  such  as  wearing  apparel, 
household  goods  and  health  aids.  See  Report  of  the  Commission  on  Bankruptcy 
Laws  of  the  United  States,  July  1973,  Part  II,  pgs.  125-130. 

Both  the  Senate  Bill  and  the  House  Bill  generally  carry  out  the  recommenda- 
tions of  the  Commission  with  respect  to  protecting  the  debtor's  rights  in  exempt 
property,  except  that  some  affirmative  action  on  the  part  of  the  debtor  is  required 
to  avoid  judicial  liens  and  to  invalidate  nonpurchase  money  security  interests  in 
exempt  property;  rather  than  such  liens  being  automatically  void  by  operation  of 
law  as  contemplated  by  the  Commission.  S.  2266,  §  522(d)  and  (e);  H.R.  8200 
§  522(e)  and  (f). 

5.  The  Commission  recommended  that  the  bankruptcy  court  be  given  jurisdic- 
tion of  disputes  between  the  debtor  and  his  creditors  involving  the  property  set 
apart  to  the  debtor  as  exempt. 

The  Senate  Bill  confers  jurisdiction  of  all  "proceedings  under  title  11"  upon  the 
district  courts.  §  202,  pg.  265.  The  word  "proceeding"  generally  refers  to  a  liti- 
gated matter  arising  within  a  case  during  the  course  of  administration  of  an  estate. 
Consequently,  under  the  language  of  the  Senate  Bill,  the  district  court  may  not 
have  jurisdiction  to  protect  a  debtor's  rights  in  exempt  property  after  property 
has  been  set  aside  to  a  debtor  as  exempt  or  after  a  case  has  been  closed.  The  House 
Bill  obviates  this  problem  by  conferring  upon  the  bankruptcy  courts  jurisdiction 
of  "all  civil  proceedings  arising  under  title  11  or  arising  under  or  related  to  cases 
under  title  11."  §  243,  pg.  266. 

(6)  The  Commission  recommended  that  a  debtor  be  allowed  to  redeem  collateral 
securing  a  dischargeable  consumer  debt  by  paying  its  appraised  value  if  less  than 
the  amount  of  the  debt. 

The  Senate  Bill,  while  ostensibly  providing  for  redemption  of  exempt  property 
by  an  individual  debtor,  does  not  in  fact  allow  such  redemption.  Section  722  of  the 
bill,  pg.  129,  provides  that  an  individual  debtor  may  redeem  exempt  tangible 
personal  property  intended  primarily  for  personal,  family  or  household  use  from  a 
lien  securing  a  dischargeable  consumer  debt,  except  purchase  money  agreements. 

Note  that  under  section  522(e)  of  the  Senate  Bill,  pages  90-91,  the  debtor  may 
avoid  a  nonpurchase-money  security  interest  in  household  goods  held  primarily 
for  personal,  family  or  household  use.  Consequently,  after  the  debtor  has  exercised 
the  right  to  invalidate  nonpurchase-money  security  agreements,  the  exempt 
property  remaining  in  his  possession  will  be  subject  only  to  purchase  money 
security  interests.  If  the  debtor  cannot  exercise  the  right  of  redemption  with 
respect  to  property  covered  by  such  agreements  the  net  result  is  that  no  right  of 
redemption  exists.  The  right  of  redemption  can  be  restored  by  deleting  the  words 
"except  purchase  money  agreements"  from  section  722  of  the  bill. 

(7)  The  Commission  recommended  that  a  discharge  be  given  the  effect  of 
extinguishing  a  debt  so  that  the  debt  may  not  thereafter  serve  as  the  basis  for  an 
enforceable  obligation  or  judgment  as  a  result  of  a  mere  "reaffirmation." 

The  Senate  Bill,  §  524(b),  pg.  99,  permits  a  discharged  debt  to  be  reaffirmed  by 
written  instrument,  subject  to  the  right  of  a  debtor  to  rescind  the  reaffirmation 
by  written  notice  within  30  days  of  the  reaffirmation.  A  judgment  on  a  reaffirmed 
debt  is  enforceable. 

The  House  Bill,  §  524(b),  carries  out  the  recommendation  of  the  Commission 
by  precluding  a  creditor  from  entering  into  a  reaffirmation  agreement  with  the 
debtor  and  by  rendering  any  such  agreement  void,  except  where  the  agreement  is 
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approved  by  the  court  in  settlement  of  litigation  over  the  dischargeability  of  a 
debt  or  in  connection  with  the  redemption  of  property  by  the  debtor. 

(8)  The  Commission  recommended  that  the  use  of  a  false  financial  statement 
be  eliminated  as  the  basis  for  excepting  a  consumer  debt  from  the  effect  of  a  dis- 
charge. 

Both  the  Senate  and  House  bills  retain  the  fraud  exception  to  discharge.  How- 
ever, the  Senate  Bill  overrules  existing  case  law  which  is  favorable  to  consumer 
debtors. 

Section  523(a)(2)  of  the  Senate  Bill,  pages  94-95,  provides  generally  that  a 
discharge  does  not  release  an  individual  debtor  from  any  debt  for  obtaining 
money,  property,  services  or  a  refinancing,  extension  or  renewal  of  credit,  by  use 
of  a  materially  false  statement  in  writing  respecting  the  debtor's  financial  condi- 
tion. Except  for  the  insertion  of  the  phrase  "or  a  refinancing"  the  language  of 
section  523(a)(2)  substantially  parallels  section  17a(2)  of  the  present  Bankruptcy 
Act.  The  insertion  of  the  phrase  "or  a  refinancing"  will  overrule  a  growing  body 
of  case  law  to  the  effect  that  when  a  debtor  publishes  a  false  financial  statement 
in  connection  with  renewal  of  a  loan,  only  the  amount  of  a  debt  represented  by 
the  fresh  cash  advanced  in  refinancing  the  loan  is  nondischargeable  in  bankruptcy. 
See  for  example  Danns  v.  Household  Finance  Company,  558  F.  2d  114  (2d  cir. 
1977)  in  which  the  court  held  that  discharge  should  be  barred  only  as  to  that 
portion  of  the  loan  regarding  which  the  misrepresentation  was  material. 

There  is  a  major  problem  in  the  Senate  Bill  with  respect  to  the  alimony  excep- 
tion to  discharge  appearing  in  section  523(a)(6),  page  96,  wherein  it  is  provided 
that  any  liability  to  a  spouse  under  a  property  settlement  agreement  in  connection 
with  a  separation  agreement  or  divorce  decree  shall  be  nondischargeable  in  bank- 
ruptcy. 

This  changes  present  law.  Under  present  law  the  court  can  look  behind  the 
property  settlement  agreement  and  determine  what  payments  under  the  agree- 
ment are  for  alimony  and  are  therefore  nondischargeable  and  what  payments  are 
not  for  alimony  or  child  maintenance  and  are  therefore  nondischargeable.  The 
language  of  the  Senate  Bill  will  make  it  possible  for  lawyers  to  subvert  the  alimony 
exception  to  discharge  simply  by  providing  in  the  property  settlement  agreement 
that  certain  debts  shall  be  paid  by  the  husband.  In  most  instances  the  husband 
will  not  be  able  to  make  alimony  or  child  maintenance  payments  and  also  pay  all 
the  debts  of  the  parties.  If  he  cannot  discharge  any  of  the  debts  in  bankruptcy 
the  debtor  will  be  in  an  impossible  financial  bind  which  will  lead  to  his  incarcera- 
tion for  nonpayment  of  child  support.  Sandbagging  the  alimony  exception  to 
discharge  in  the  manner  proposed  in  the  Senate  Bill  is  counterproductive. 

In  the  beginning,  one  major  purpose  of  bankruptcy  reform  legislation  was  to 
improve  the  "fresh  start"  opportunities  for  consumer  debtors.  Unfortunately, 
S.  2266  in  its  present  form  will  have  the  effect  of  worsening  the  plight  of  consumer 
bankrupts  in  several  respects.  Mr.  Chairman,  we  urge  you  to  guard  against  the 
use  of  this  legislation  by  financial  institutions  as  a  vehicle  for  thwarting  one  of 
the  major  purposes  of  bankruptcy  legislation,  that  of  giving  the  individual  debtor 
a  fresh  start  unhampered  by  the  burden  of  pre-existing  debts. 

Senator  DeConcini.  I  do  thank  all  of  you  and  the  National 
Conference  of  Bankruptcy  Judges  for  your  thorough  involvement 
in  this.  I  regret  that  I  could  not  hear  all  of  Judge  Lee's  testimony  this 
afternoon.  I  would  welcome  any  other  testimony  that  your  conference 
or  the  individual  judges  care  to  submit. 

Senator  Deconcini.  Our  next  set  of  witnesses  represent  the 
National  Association  of  Attorneys  General. 

We  have  Ms.  Paula  Gold,  chief,  consumer  protection  division, 
State  of  Massachusetts;  Mr.  Richard  Gross,  deputy  chief,  consumer 
protection  division,  State  of  Massachusetts;  and  Mr.  John  Siner, 
assistant  attorney  general,  State  of  Wisconsin. 

Ladies  and  gentlemen,  we  welcome  you.  I  am  sorry  for  the  late 
hour.  Your  statements  will  appear  in  the  record.  If  you  would  care 
to  highlight  them,  we  will  have  some  questions. 

Ms.  Gold? 

[Testimony  of  Paula  Gold  follows:] 
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STATEMENT  OF   PAULA  W.   GOLD,   ASSISTANT  ATTORNEY   GENERAL, 

STATE   OF   MASSACHUSETTS 

Statement  of  Paula  W.  Gold,  Assistant  Attorney  General  on  Behalf  of 
Francis  X.  Bellotti,  Attorney  General  of  the  Commonwealth  of 
Massachusetts 

My  name  is  Paula  W.  Gold.  I  am  an  assistant  attorney  general  for  the  Com- 
monwealth of  Massachusetts  and  chief  of  its  Consumer  Protection  Division. 
I  am  here  today  representing  Attorney  General  Francis  X.  Bellotti  of  Massa- 
chusetts as  well  as  the  National  Association  of  Attorneys  General  and  its  Con- 
sumer Protection  Committee  chaired  by  William  J.  Brown,  Attorney  General  of 
Ohio.  With  me  today  are  Assistant  Attorneys  General  Richard  A.  Gross  and 
Catharine  W.  Hantzis  from  Massachusetts. 

Mr.  Chairman  and  members  of  the  Senate  Sub-Committee  on  Improvements  of 
Judicial  Machinery,  I  appreciate  this  opportunity  to  discuss  the  problems  en- 
countered by  state  attorneys  general  in  representing  consumer  creditors  of  a 
bankrupt  business. 

This  Committee  now  has  before  it  S2266.  Without  a  doubt,  this  bill  will  be  the 
most  significant  piece  of  bankruptcy  legislation  of  this  century.  The  issues  it 
presents  are  difficult  and  complex  and  the  Committee  is  to  be  praised  for  its 
perserverance  in  working  on  bankruptcy  reform. 

One  issue — the  bill's  proposed  treatment  of  consumer  claims  in  bankruptcy — 
is  of  tremendous  interest  to  Attorney  General  Bellotti  and  to  virtually  every 
state  attorney  general  in  the  country. 

Forty-nine  states  now  have  state  unfair  trade  practices  acts  which  confer 
responsibility  upon  the  state  attorney  general  (or  a  similar  state  agency)  to 
protect  consumers  from  unfair  or  deceptive  business  practices.  Typically  these 
statutes  authorize  the  attorney  general  to  file  suit  to  enjoin  these  practices  and 
to  recover  restitution  for  consumers.  In  Massachusetts  and  in  other  states  as 
well,  complaints  from  the  public  concerning  insolvent  or  marginal  businesses 
have  led  us  frequently  to  the  bankruptcy  court.  The  problems  encountered  in 
attempting  to  represent  consumer  interests  in  bankruptcy  court  have  prompted 
National  Association  of  Attorneys  General  (NAAG)  to  adopt  a  resolution  strongly 
urging  the  Congress  to  include  protection  of  consumers  among  the  major  bank- 
ruptcy reforms  now  being  considered.  The  NAAG  proposals  deal  with  the  con- 
sumer as  a  creditor  of  a  bankrupt  business  and  not  with  the  problems  of  a  con- 
sumer who  is  himself  in  bankruptcy. 

Briefly  these  proposals  include:  (1)  An  exception  to  the  exclusive  jurisdiction 
of  the  Bankruptcy  Court  for  civil  law  enforcement  actions  against  operating 
businesses;  (2)  Standing  for  state  attorneys  general  in  bankruptcy  court  to  protect 
consumer  interests;  (3)  A  priority  for  consumer  creditors;  and  (4)  A  lien  for 
consumer  creditors  effective  against  secured  creditors  of  the  bankrupt. 

The  current  draft  of  the  new  bankruptcy  act  adequately  deals  with  the  problem 
of  exclusive  jurisdiction. 

A  recent  Boston  bankruptcy  dramatizes  the  appropriateness  of  conferring 
standing  on  state  attorneys  general.  One  of  the  largest  furniture  stores  in  the  Bos- 
ton area  suddenly  closed  its  doors  and  went  into  bankruptcy.  Within  one  day, 
this  office  received  100  calls  from  consumers  concerned  about  their  deposits.  In 
response  to  these  calls,  we  immediately  commenced  negotiations  with  the  bank- 
rupt and  the  liquidator  who  was  to  sell  off  the  merchandise.  The  result  of  these 
negotiations  was  that  loss  of  most  consumer  deposits  was  prevented.  However, 
had  negotiations  failed,  hundreds  of  consumers  would  have  expected  us  to  pursue 
their  rights  in  the  bankruptcy  court. 

Under  present  law,  a  bankruptcy  judge  has  discretion  to  allow  intervention  by 
an  Attorney  General  under  Rule  24  of  the  Federal  Rules  of  Civil  Procedure.  In 
Boston,  two  of  our  three  judges  routinely  allow  intervention  by  this  office.  Un- 
fortunately, the  third  judge  just  as  routinely  denies  it  even  in  cases  where  many 
consumers  are  involved.  Thus  join  in  NAAG's  strong  recommendation  that 
either  this  act  or  the  rules  promulgated  under  this  act  explicitly  confer  upon  state 
attorneys  general  a  right  to  intervene  on  behalf  of  consumers. 

It  must  be  remembered,  however,  that  the  right  of  intervention  is  only  useful 
insofar  as  consumers  have  legal  rights.  Under  current  law,  it  is  sometimes  possible 
to  press  consumer  claims  either  as  beneficiaries  of  a  constructive  trust  or  as  buyers 
under  the  Uniform  Commercial  Code.  Often,  however,  present  law  has  proved 
insufficient  to  prevent  consumers  from  bearing  large  losses  in  the  bankruptcy 
court.  NAAG's  remaining  two  proposals — a  consumer  priority  and  a  consumer 
lien — are  intended  to  prevent  these  losses  where  possible. 

The  basic  aim  of  federal  bankruptcy  law  is  that  the  proceeds  of  a  debtor's 
assets  should  be  fairly  distributed  to  its  creditors.  In  general,  fair  distribution  has 
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meant  equal,  pro-rata  distribution;  but  for  sound  reasons  of  public  policy  certain 
exceptions  are  mandated  by  statute. 

The  current  draft  of  S2266  (§507)  recognizes  six  priorities  in  distribution  of 
insolvent  estates.  The  first  two  provide  for  payment  of  administrative  expenses 
of  the  estate  and  for  claims  arising  during  the  period  between  the  filing  of  an  in- 
voluntary petition  and  an  adjudication  of  bankruptcy.  The  justification  for  these 
priorities  arises  from  the  fact  that  they  facilitate  the  efficient  handling  of  a  bank- 
rupt estate. 

The  remaining  four  priorities — wages,  certain  employee  benefits,  certain  state 
and  federal  taxes  and  consumer  claims — reflect  the  fact  that  these  claims  do  not 
represent  extensions  of  credit  in  the  ordinary  sense. 

The  state  attorneys  general  are  glad  that  the  current  draft  of  S2266  recognizes 
the  wisdom  of  giving  consumers  a  priority.  However,  we  are  concerned  that  the 
position  of  this  priority  in  sixth  rather  than  fifth  place  will  result  in  non-payment 
of  consumer  claims  in  a  number  of  cases  where  a  large  state  and  federal  tax  bill 
will  swallow  up  the  entire  estate.  I  hope  that  some  reflection  upon  the  way  in 
which  consumer  claims  arise  will  convince  you  that  they  should  be  paid  wherever 
possible. 

Consumers  do  not  extend  credit  to  their  sellers.  Typically  they  make  deposits 
with  the  expectation  that  the  money  will  be  used  for  a  specific  purpose,  benefitting 
them.  Little  do  they  realize  that  their  money  is  mingled  with  the  general  funds  of 
the  business  and  that  if  insolvency  interferes  with  the  performance  of  their  con- 
tracts, their  money  is  not  directly  recoverable. 

Nor  is  the  consumer  problem  limited  to  deposits  on  merchandise.  Typically  a 
retail  merchant  will  hold  consumer  money  in  a  variety  of  forms.  In  addition  to 
merchandise  deposits,  these  include  prepaid  mail  orders,  lay-aways,  merchandise 
credits,  and  gift  certificates.  The  business  may  also  hold  consumer  goods  left  for 
repair  or  adjustment.  In  general,  none  of  the  consumers  will  have  considered  the 
credit  aspects  of  their  transactions.  None  will  have  had  any  idea  of  the  financial 
condition  of  the  business  when  they  made  their  deposits.  Clearly  their  position 
sharply  contrasts  with  that  of  a  business  creditor.  The  business  creditor  will  take 
steps  to  protect  himself  as  the  unpaid  balance  on  his  account  mounts.  He  will 
watch  the  situation  carefully,  attempt  to  negotiate  with  the  debtor  to  improve  his 
position  and,  finally  when  all  else  fails,  file  a  state  or  federal  insolvency  petition 
against  the  debtor.  While  the  supplier  negotiates  for  payment  or  security,  the 
business  continues  to  operate  and  receive  consumer  money.  Indeed  a  business 
which  is  squeezed  by  its  suppliers  for  cash  and  prepayment  of  orders  will  typically 
demand  larger  and  larger  deposits  on  consumer  transactions.  Thus  as  a  business 
becomes  more  and  more  involvent,  the  consumer  money  it  is  holding  may  double 
or  triple  in  amount. 

In  a  number  of  recent  cases,  the  Consumer  Protection  Division  of  the  Massa- 
chusetts Office  of  the  Attorney  General  has  witnessed  the  potentially  disastrous 
financial  impact  of  a  business  bankruptcy  upon  consumer  buyers.  One  such  case 
involved  a  business  selling  "up-country"  land  on  an  installment  basis.  Under  its 
sales  contracts  the  company  promised  to  refund  deposits  if  a  purchaser  changed 
his  mind  within  a  stated  time.  Additionally  the  company  promised  to  deliver 
good  title  to  the  land  when  payments  were  complete.  When  a  Chapter  XI  pro- 
ceeding threatened  to  erase  forever  the  consumer's  claims  for  clear  title  or  a 
refund,  consumers  (even  consumers  who  had  been  represented  by  attorneys) 
were  astonished  to  learn  that  they  were  creditors  of  the  seller  and  not  vice  versa . 
It  was  only  by  threatening  action  against  third  parties  that  our  office  was  able  to 
obtain  return  of  $400,000  in  deposits  and  clear  title  to  $1,000,000  worth  of  land. 

Similarly  a  recent  health  spa  bankruptcy  involved  8000  consumers.  It  is  in 
the  nature  of  the  health  spa  business  that  consumers  prepay  for  extended  member- 
ships. Since  the  spas  use  these  funds  immediately  with  the  expectation  that  many 
consumers  will  "drop-out,"  the  consumer  provides  much  of  the  financing  for  the 
spa's  operations.  This  "fact  of  life"  was  never  disclosed  to  consumers  and,  conse- 
quently, they  had  never  conceived  of  themselves  as  financiers  or  creditors.  Yet 
their  claims  would  have  been  totally  lost  had  not  a  successor  spa  agreed  to  honor 
their  contracts. 

Finally,  the  problem  frequently  arises  with  respect  to  tenant  security  deposits. 
This  is  well  illustrated  by  In  re  Colonial  Realty  Investment  Company,  Consolidated 
Debtor,  No:  74-1557-G  (D.  Mass.  Petitions  filed  November  1,  1974.)  Documents 
on  file  with  the  Court  in  that  case  indicate  that  the  debtor  was  holding  $1,125,029 
in  tenant  security  deposits  when  it  filed  a  petition  under  Chapter  Xlt  of  the 
Bankruptcy  Act.  Although  the  debtor  has  now  been  "successfully"  reorganized, 
many  of  its  tenants  will  receive  only  a  small  percentage  of  their  deposits. 
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These  examples  plainly  show  that  there  are  three  main  differences  between 
consumers  and  other  creditors  of  a  bankrupt  debtor. 

1.  Bargaining  power. — The  rights  of  creditors  in  bankruptcy  are  determined  to  a 
large  extent  by  negotiations  with  the  debtor  prior  to  his  insolvency.  A  creditor  who 
advances  money  or  goods  with  expectations  of  repayment  will  usually  have  much 
greater  bargaining  power  with  the  debtor  than  a  consumer  who  advances  a  smaller 
sum  in  exchange  for  future  delivery  of  goods  or  services.  In  a  typical  situation, 
whatever  small  bargaining  power  the  consumer  has  is  not  exercised  because  of  his 
ignorance  that  these  pre-bankruptcy  negotiations  will  determine  his  share  in  the 
event  of  liquidation. 

2.  A  consumer's  lack  of  intent  to  become  a  creditor. — Closely  related  to  the  above 
is  the  fact  that  a  consumer  typically  makes  no  conscious  decision  to  become  a 
creditor  of  the  seller.  Even  if  the  consumer  did  suspect  that  such  was  the  case,  he 
does  not  possess  and  probably  would  not  be  able  to  acquire  any  of  the  information 
which  would  normally  be  considered  relevant  in  deciding  to  make  a  loan. 

3.  Other  creditors  are  compensated  for  their  risk. — While  professional  lenders 
extract  either  interest  or  other  concessions  for  extending  credit,  the  consumer 
often  does  not  pay  less  for  the  desired  items  because  he  has  contracted  to  pay  in 
advance. 

In  addition  to  these  differences,  the  consumer  differs  from  a  general  creditor  in 
that  a  loss  caused  by  an  insolvent  business  is  felt  more  keenly.  The  goal  of  bank- 
ruptcy administration  ought  to  be  to  minimize  the  impact  of  business  failure  upon 
the  community.  Clearly  one  way  to  accomplish  this  is  to  put  the  burden  of  loss 
on  those  in  the  best  position  to  spread  the  risk.  Thus  the  prices  of  a  trade  creditor 
will  reflect  the  fact  that  some  of  his  accounts  prove  to  be  uncollectable.  This  fact 
similarly  influences  the  interest  rates  charged  by  lenders.  Because  of  this,  bad  debt 
losses  become  another  item  of  overhead,  a  cost  of  doing  business.  In  contrast, 
when  a  consumer  loses  money  due  to  bankruptcy  there  is  no  "bad  debt  reserve"  to 
which  the  loss  can  be  charged.  The  consumer  is  simply  deprived  of  the  goods  or 
services  for  which  he  bargained.  For  this  reason,  the  consumer  like  the  wage  earner 
should  be  given  a  priority. 

While  the  idea  that  consumers  should  receive  special  consideration  in  a  bank- 
tuptcy  context  is  of  relatively  recent  origin,  the  equities  of  protecting  a  bankrupt's 
buyers  from  his  creditors  has  long  been  recognized  by  the  Supreme  Court  and  in 
certain  cases  by  state  legislatures.  But  the  ability  of  state  legislatures  to  act  in  this 
area  is  severely  constrained  by  the  federal  constitution's  grant  to  Congress  of 
authority  to  write  uniform  laws  on  the  subject  of  bankruptcy.  Once  this  authority 
is  exercised  and  a  statutory  scheme  of  priorities  is  adopted,  the  field  is  preempted 
and  state  attempts  to  prefer  certain  classes  of  consumers  will  be  struck  down. 

For  the  reasons  I've  stated,  there  can  be  little  doubt  that  consumers  should 
be  given  a  federal  priority.  S.  2336  wisely  recognizes  the  need  for  this  priority 
but  relegates  it  to  a  sixth  position  behind  federal  and  state  taxes.  Because  tax 
claims  are  frequently  very  large  in  relation  to  the  estate,  this  placement  will 
result  in  non-payment  of  consumers  in  many  cases.  The  House  version  (HR  7330) 
avoids  this  result  by  placing  consumers  in  fifth  place  ahead  of  federal  and  state 
taxes. 

As  state  officers,  the  various  state  Attorneys  General  support  the  idea  that  tax 
claims  should  be  paid  prior  to  general  distribution  of  the  estate.  Treating  tax 
claims  as  general  unsecured  debt  would  be  in  effect  subsidizing  the  lending  indus- 
try. Each  solvent  tax  payer  would  have  to  pay  more  on  their  taxes  so  that  creditor 
dividends  could  be  increased. 

There  is,  however,  one  established  limit  on  the  strong  policy  of  favoring  the 
public  purse  over  private  interests.  This  limit  is  found  in  the  principle  that  only 
the  person  who  actually  owes  the  tax  should  be  asked  to  pay  it.  Thus,  for  example, 
property  held  in  trust  for  third  parties  may  not  be  seized  to  pay  the  personal 
taxes  of  a  trustee.  Similarly  the  demands  of  IRS  give  way  to  valid  mortgages 
and  perfected  security  interests.  As  I  stated  earlier  a  consumer  gives  money  to 
a  merchant  expecting  it  will  be  used  for  the  consumer's  benefit.  There  is  no  intent 
in  this  transaction  that  the  deposit  will  be  treated  as  an  extension  of  credit. 
Consequently  the  relationship  between  the  consumer  and  his  merchant  more 
nearly  resembles  a  trust  relationship  rather  than  a  debtor-creditor  relationship. 

Further,  the  priority  for  taxes  must  also  be  considered  in  the  context  of  other 
stronger  remedies  given  to  the  Internal  Revenue  Service.  Under  federal  statute, 
the  Internal  Revenue  Service  is  permitted  to  file  a  lien  on  all  the  taxpayers  prop- 
erty once  taxes  are  assessed  and  not  paid.  In  addition,  most  tax  debts  are  not 
dischargeable  so  that  if  IRS  is  not  paid  in  the  bankruptcy  proceeding,  it  can  still 
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pursue  its  claim.  Since  IRS  is  in  a  better  position  to  protect  itself  from  the  begin- 
ning and  since  the  proceedings  do  not  operate  to  discharge  its  claim,  I  urge  you 
to  place  the  consumer  priority  ahead  of  tax  claims.  Indeed  it  appears  from  several 
studies  that  this  arrangement  of  priorities  would  greatly  benefit  consumers  at 
little  cost  to  the  federal  government.  In  this  regard  I  call  your  attention  to  the 
fact  that  in  1964  the  Brookings  Institute  projected  that  the  federal  government 
would  receive  less  than  $6  million  through  its  priority.  At  the  same  time,  it  was 
receiving  one  third  of  all  distributions  to  unsecured  creditors  of  bankruptcy 
estates.  Thus  the  fifth  priority  for  federal  taxes  will  result  in  significant  losses 
to  consumers  while  providing  the  federal  government  with  much  less  than  0.005 
percent  of  its  revenues. 

In  addition  to  a  fifth  priority  for  consumers,  this  office  and  NAAG  also  propose 
that  consumers  be  given  a  lien  on  certain  assets  of  the  debtor's  estate. 

The  proposed  text  of  this  is  contained  in  my  written  testimony  previously  filed. 

The  effect  of  this  lien  would  be  twofold.  First,  a  consumer  would  get  first 
priority  in  the  subject  matter  of  his  contract.  Thus,  under  our  proposal  a  con- 
sumer who  had  made  a  deposit  on  a  car  would  have  his  claim  secured  by  that  car. 
Secondly,  the  ability  of  a  creditor  under  the  Uniform  Commercial  Code,  Article 
9,  to  take  a  security  interest  in  nearly  every  asset  possessed  by  the  debtor  means 
in  certain  cases  that  consumer  creditors  will  not  be  paid  in  bankruptcy  regardless 
of  the  priority  given  to  their  claims.  Thus,  our  proposal  would  give  the  consumer 
a  first  priority  in  collateral  secured  to  a  third  party  if  that  third  party  had  security 
interests  covering  more  than  half  of  the  debtor's  property. 

This  lien  is  an  attempt  to  protect  consumers  without  unduly  hampering  secured 
creditors.  Thus,  the  lien  only  arises  with  respect  to  a  certain  class  of  consumer 
claims,  i.e.  those  which  are  for  repayment  of  amounts  paid  to  the  debtor  in  con- 
nection with  unperformed  contracts.  The  amount  of  such  claims  at  any  given 
time  will  be  a  definite  sum,  and  the  total  potential  liability  under  this  section  is 
readily  calculated  by  interested  creditors  with  the  cooperation  of  the  debtor.  In 
addition,  the  lien  only  affects  the  interests  of  certain  creditors.  The  mortgagee 
of  a  residential  apartment  building,  the  inventory  financier  of  a  retail  seller,  and 
the  major  creditor  of  any  particular  debtor  will  have  reason  to  consider  potential 
claims  under  this  subsection.  The  interests  of  other  creditors,  e.g.  suppliers  and 
other  minor  lenders,  are  not  affected.  Secured  creditors  of  a  large  number  of 
businesses  which  do  not  ordinarily  do  business  with  consumers  also  remain 
unaffected. 

The  secured  creditor  whose  rights  are  affected  should  be  able  to  estimate  the 
potential  liability  arising  under  this  section  and  to  protect  himself  in  various 
ways.  Briefly,  the  lien  would  force  secured  lenders  to  police  their  collateral  more 
carefully  or  to  compel  their  debtors  to  segregate  consumer  deposits.  I  have  in- 
cluded in  my  written  testimony  a  more  detailed  discussion  of  the  various  ways 
in  which  secured  creditors  could  protect  their  interests.  Since  the  most  likely 
effect  of  the  lien  would  be  to  eliminate  consumers  entirely  from  the  bankruptcy 
proceedings,  I  urge  you  to  support  the  lien  as  well  as  the  priority. 

In  conclusion,  I'd  like  to  thank  you  for  the  opportunity  to  expiess  the  views 
of  Attorney  General  Bellotti  and  the  National  Association  of  Attorneys  General 
on  these  matters  and  to  urge  you  to  include  these  consumer  proposals  in  the  new 
bankruptcy  act. 

Ms.  Gold.  I  appreciate  this  opportunity  to  discuss  the  problems 
encountered  by  State  attorneys  general  in  representing  consumer 
creditors  of  a  bankrupt  business. 

This  committee  now  has  before  it  S.  2266.  Without  a  doubt,  this 
bill  will  be  the  most  significant  piece  of  bankruptcy  legislation  of 
this  century.  The  issues  it  presents  are  difficult  and  complex  and  the 
committee  is  to  be  praised  for  its  perseverance  in  working  on  bank- 
ruptcy reform. 

One  issue — the  bill's  proposed  treatment  of  consumer  claims  in 
bankruptcy — is  of  tremendous  interest  to  Attorney  General 
Bellotti  and  to  virtually  every  State  attorney  general  in  the  country. 

Forty-nine  States  now  have  State  unfair  trade  practices  acts  which 
confer  responsibility  upon  the  State  attorney  general — or  a  similar 
State  agency — to  protect  consumers  from  unfair  or  deceptive  business 
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practices.  Typically  these  statutes  authorize  the  attorney  general  to 
file  suit  to  enjoin  these  practices  and  to  recover  restitution  for 
consumers. 

In  Massachusetts,  and  in  other  States  as  well,  complaints  from  the 
public  concerning  insolvent  or  marginal  businesses  have  led  us  fre- 
quently to  the  bankruptcy  court.  The  problems  encountered  in 
attempting  to  represent  consumer  interests  in  bankruptcy  court  have 
prompted  the  National  Association  of  Attorneys  General,  NAAG,  to 
adopt  a  resolution  strongly  urging  the  Congress  to  include  protection 
of  consumers  along  the  major  bankruptcy  reforms  now  being 
considered. 

The  NAAG  proposals  deal  with  the  consumer  as  a  creditor  of  a 
bankrupt  business  and  not  with  the  problems  of  a  consumer  who  is 
himself  in  bankruptcy. 

Briefly,  these  proposals  include : 

One:  An  exception  to  the  exclusive  jurisdiction  of  the  Bankruptcy 
Court  for  civil  law  enforcement  actions  against  operating  businesses; 

Two:  Standing  for  State  attorneys  general  in  bankruptcy  court  to 
protect  consumer  interests ; 

Three:  A  priority  for  consumer  creditors;  and 

Four:  Alien  for  consumer  creditors  effective  against  secured  creditors 
of  the  bankrupt. 

The  current  draft  of  the  new  bankruptcy  act  adequately  deals 
with  the  problem  of  exclusive  jurisdiction. 

A  recent  Boston  bankruptcy  dramatizes  the  appropriateness  of 
conferring  standing  on  State  attorneys  general.  One  of  the  largest 
furniture  stores  in  the  Boston  area  suddenly  closed  its  doors  and 
went  into  bankruptcy.  Within  one  day,  this  office  received  100  calls 
from  consumers  concerned  about  their  deposits. 

In  response  to  these  calls,  we  immediately  commenced  negotiations 
with  the  bankrupt  and  the  liquidator  who  was  to  sell  off  the  mer- 
chandise. The  result  of  these  negotiations  was  that  loss  of  most 
consumer  deposits  was  prevented.  However,  had  negotiations  failed, 
hundreds  of  consumers  would  have  expected  us  to  pursue  their  rights 
in  the  bankruptcy  court. 

Under  present  law,  a  bankruptcy  judge  has  discretion  to  allow 
intervention  by  an  attorney  general  under  rule  24  of  the  Federal 
Rules  of  Civil  Procedure.  In  Boston,  two  of  our  three  judges  routinely 
allow  intervention  by  this  office.  Unfortunately,  the  third  judge  just  as 
routinely  denies  it  even  in  cases  where  many  consumers  are  involved. 

Thus,  I  join  in  NAAG's  strong  recommendation  that  either  this 
act  or  the  rules  promulgated  under  this  act  explicitly  confer  upon 
State  attorneys  general  a  right  to  intervene  on  behalf  of  consumers. 

It  must  be  remembered,  however,  that  the  right  of  intervention  is 
only  useful  insofar  as  consumers  have  legal  rights.  Under  current  law, 
it  is  sometimes  possible  to  press  consumer  claims  either  as  beneficiaries 
of  a  constructive  trust  or  as  buyers  under  the  Uniform  Commercial 
Code. 

Often,  however,  present  law  has  proved  insufficient  to  prevent 
consumers  from  bearing  large  losses  in  the  bankruptcy  court.  NAAG's 
remaining  two  proposals — a  consumer  priority  and  a  consumer 
lien — are  intended  to  prevent  these  losses  where  possible. 

The  basic  aim  of  Federal  bankruptcy  law  is  that  the  proceeds  of  a 
debtor's  assets  should  be  fairly  distributed  to  its  creditors.  In  general, 
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fair  distribution  has  meant  equal,  pro-rata  distribution;  but  for  sound 
reasons  of  public  policy,  certain  exceptions  are  mandated  by  statute. 

The  current  draft  of  S.  2266,  section  507,  recognizes  six  priorities 
in  distribution  of  insolvent  estates.  The  first  two  provide  for  payment 
of  administrative  expenses  of  the  estate  and  for  claims  arising  during 
the  period  between  the  filing  of  an  involuntary  petition  and  an  ad- 
judication of  bankruptcy.  The  justification  for  these  priorities  arises 
from  the  fact  that  they  facilitate  the  efficient  handling  of  a  bankrupt 
estate. 

The  remaining  four  priorities — wages,  certain  employee  benefits, 
certain  State  and  Federal  taxes  and  consumer  claims — reflect  the  fact 
that  these  claims  do  not  represent  extensions  of  credit  in  the  ordinary 
sense. 

The  State  attorneys  general  are  glad  that  the  current  draft  of  S. 
2266  recognizes  the  wisdom  of  giving  consumers  a  priority.  However, 
we  are  concerned  that  the  position  of  this  priority  in  sixth  rather  than 
fifth  place  will  result  in  nonpayment  of  consumer  claims  in  a  number 
of  cases  where  a  large  State  and  Federal  tax  bill  will  swallow  up  the 
entire  estate. 

I  hope  that  some  reflection  upon  the  way  in  which  consumer  claims 
arise  will  convince  you  that  they  should  be  paid  wherever  possible. 

Consumers  do  not  extend  credit  to  their  sellers.  Typically  they  make 
deposits  with  the  expectation  that  the  money  will  be  used  for  a 
specific  purpose,  benefitting  them.  Little  do  they  realize  that  their 
money  is  mingled  with  the  general  funds  of  the  business  and  that  if 
insolvency  interferes  with  the  performance  of  their  contracts,  their 
money  is  not  directly  recoverable. 

Nor  is  the  consumer  problem  limited  to  deposits  on  merchandise. 
Typically  a  retail  merchant  will  hold  consumer  money  is  a  variety  of 
forms. 

In  addition  to  merchandise  deposits,  these  include  prepaid  mail 
orders,  layaways,  merchandise  credits,  and  gift  certificates.  The 
business  may  also  hold  consumer  goods  left  for  repair  or  adjustment. 

In  general,  none  of  the  consumers  will  have  considered  the  credit 
aspects  of  their  transactions.  None  will  have  had  any  idea  of  the 
financial  condition  of  the  business  when  they  made  their  deposits. 
Clearly  their  position  sharply  contrasts  with  that  of  a  business 
creditor. 

The  business  creditor  will  take  steps  to  protect  himself  as  the 
unpaid  balance  on  his  account  mounts.  He  will  watch  the  situation 
carefully,  attempt  to  negotiate  with  the  debtor  to  improve  his  position 
and,  finally,  when  all  else  fails,  file  a  State  or  Federal  insolvency 
petition  against  the  debtor. 

While  the  supplier  negotiates  for  payment  or  security,  the  business 
continues  to  operate  and  receive  consumer  money.  Indeed,  a  business 
which  is  squeezed  by  its  suppliers  for  cash  and  prepayment  of  orders 
will  typically  demand  larger  and  larger  deposits  on  consumer  trans- 
actions. Thus,  as  a  business  becomes  more  and  more  insolvent,  the 
consumer  money  it  is  holding  may  double  or  triple  in  amount. 

In  a  number  of  recent  cases,  the  Consumer  Protection  Division  of 
the  Massachusetts  Office  of  the  Attorney  General  has  witnessed  the 
potentially  disastrous  financial  impact  of  a  business  bankruptcy  upon 
consumer  buyers. 
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One  such  case  involved  a  business  selling  "up-country"  land  on  an 
installment  basis.  Under  its  sales  contracts  the  company  promised  to 
refund  deposits  if  a  purchaser  changed  his  mind  within  a  stated  time. 
Additionally,  the  company  promised  to  deliver  good  title  to  the  land 
when  payments  were  complete. 

When  Chapter  XI  proceedings  threatened  to  erase  forever  the 
consumer's  claims  for  clear  title  or  a  refund,  consumers — even 
consumers  who  had  been  represented  by  attorneys — were  astonished 
to  learn  that  they  were  creditors  of  the  seller  and  not  vice  versa. 

It  was  only  by  threating  action  against  third  parties  that  our  office 
was  able  to  obtain  return  of  $400,000  in  deposits  and  clear  title  to  $1 
million  worth  of  land. 

Similarly,  a  recent  health  spa  bankruptcy  involved  8,000  consumers. 
It  is  in  the  nature  of  the  health  spa  business  that  consumers  prepay 
for  extended  memberships.  Since  the  spas  use  these  funds  immediately 
with  the  expectation  that  many  consumers  will  "drop  out,"  the 
consumer  provides  much  of  the  financing  for  the  spa's  operations. 

This  "fact  of  life"  was  never  disclosed  to  consumers  and,  conse- 
quently, they  had  never  conceived  of  themselves  as  financiers  or 
creditors.  Yet,  their  claims  would  have  been  totally  lost  had  not  a 
successor  spa  agreed  to  honor  their  contracts. 

Finally,  the  problem  frequently  arises  with  respect  to  tenant  security 
deposits.  This  is  well  illustrated  by  In  re  Colonial  Realty  Investment 
Company,  Consolidated  Debtor,  No:  74-1557-G-D.  Mass.  Petitions 
filed  November  1,  1974. 

Documents  on  file  with  the  court  in  that  case  indicate  that  the 
debtor  was  holding  $1,125,029  in  tenant  security  deposits  when  it 
filed  a  petition  under  chapter  XII  of  the  Bankruptcy  Act.  Although 
the  debtor  has  now  been  "successfully"  reorganized,  many  of  its  ten- 
ants will  recieve  only  a  small  percentage  of  their  deposits. 

These  examples  plainly  show  that  there  are  three  main  differences 
between  consumers  and  other  creditors  of  a  bankrupt  debtor. 

One,  bargaining  power. 

The  rights  of  creditors  in  bankruptcy  are  determined  to  a  large  ex- 
tent by  negotiations  with  the  debtor  prior  to  his  insolvency.  A  creditor 
who  advances  money  or  goods  with  expectations  of  repayment  will 
usually  have  much  greater  bargaining  power  with  the  debtor  than  a 
consumer  who  advances  a  smaller  sum  in  exchange  for  future  delivery 
of  goods  or  services. 

In  a  typical  situation,  whatever  small  bargaining  power  the  con- 
sumer has  is  not  exercised  because  of  his  ignorance  that  these  pre- 
bankruptcy  negotiations  will  determine  his  share  in  the  event  of 
liquidation. 

Two,  a  consumer's  lack  of  intent  to  become  a  creditor. 

Closely  related  to  the  above  is  the  fact  that  a  consumer  typically 
makes  no  conscious  decision  to  become  a  creditor  of  the  seller.  Even 
if  the  consumer  did  suspect  that  such  was  the  case,  he  does  not  pos- 
sess and  probably  would  not  be  able  to  acquire  any  of  the  information 
which  would  normally  be  considered  relevant  in  deciding  to  make  a 
loan. 

Three,  other  creditors  are  compensated  for  their  risk. 

While  professional  lenders  extract  either  interest  or  other  conces- 
sions for  extending  credit,  the  consumer  often  does  not  pay  less  for  the 
desired  items  because  he  has  contracted  to  pay  in  advance. 
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In  addition  to  these  differences,  the  consumer  differs  from  a  general 
creditor  in  that  a  loss  caused  by  an  insolvent  business  is  felt  more 
keenly.  The  goal  of  bankruptcy  administration  ought  to  be  to  minimize 
the  impact  of  business  failure  upon  the  community. 

Clearly  one  way  to  accomplish  this  is  to  put  the  burden  of  loss  on 
those  in  the  best  position  to  spread  the  risk.  Thus,  the  prices  of  a  trade 
creditor  will  reflect  the  fact  that  some  of  his  accounts  prove  to  be 
uncoil  ectable. 

This  fact  similarly  influences  the  interest  rates  charged  by  lenders. 
Because  of  this,  bad  debt  losses  become  another  item  of  overhead, 
a  cost  of  doing  business. 

In  contrast,  when  a  consumer  loses  money  due  to  bankruptcy, 
there  is  no  "bad  debt  reserve"  to  which  the  loss  can  be  charged.  The 
consumer  is  simply  deprived  of  the  goods  or  services  for  which  he 
bargained. 

For  this  reason,  the  consumer,  like  the  wage  earner,  should  be  given 
a  priority. 

While  the  idea  that  consumers  should  receive  special  consideration 
in  a  bankruptcy  context  is  of  relatively  recent  origin,  the  equities  of 
protecting  a  bankrupt's  buyers  from  his  creditors  has  long  been  recog- 
nized by  the  Supreme  Court  and,  in  certain  cases,  by  State  legislatures. 

But  the  ability  of  State  legislatures  to  act  in  this  area  is  severely 
constrained  by  the  Federal  constitution's  grant  to  Congress  of  au- 
thority to  write  uniform  laws  on  the  subject  of  bankruptcy. 

Once  this  authority  is  exercised  and  a  statutory  scheme  of  priorities 
is  adopted,  the  field  is  preempted  and  State  attempts  to  prefer  certain 
classes  of  consumers  will  be  struck  down. 

For  the  reasons  I  have  stated,  there  can  be  little  doubt  that  con- 
sumers should  be  given  a  Federal  priority.  S.2336  wisely  recognizes 
the  need  for  this  priority,  but  relegates  it  to  a  sixth  position  behind 
Federal  and  State  taxes. 

Because  tax  claims  are  frequently  very  large  in  relation  to  the  estate, 
this  placement  will  result  in  nonpayment  of  consumers  in  many 
cases. 

The  House  version — H.R.  7330 — avoids  this  result  by  placing 
consumers  in  fifth  place  ahead  of  Federal  and  State  taxes. 

As  State  officers,  the  various  State  attorneys  general  support  the 
idea  that  tax  claims  should  be  paid  prior  to  general  distribution  of 
the  estate.  Treating  tax  claims  as  general  unsecured  debt  would  be, 
in  effect,  subsidizing  the  lending  industry.  Each  solvent  taxpayer 
would  have  to  pay  more  on  their  taxes  so  that  creditor  dividends  could 
be  increased. 

There  is,  however,  one  established  limit  on  the  strong  policy  of 
favoring  the  public  purse  over  private  interests.  This  limit  is  found 
in  the  principle  that  only  the  person  who  actually  owes  the  tax  should 
be  asked  to  pay  it. 

Thus,  for  example,  property  held  in  trust  for  third  parties  may  not 
be  seized  to  pay  the  personal  taxes  of  a  trustee.  Similarly,  the  demands 
of  IRS  give  way  to  valid  mortgages  and  perfected  security  interests. 

As  I  stated  earlier,  a  consumer  gives  money  to  a  merchant  expecting 
it  will  be  used  for  the  consumer's  benefit.  There  is  no  intent  in  this 
transaction  that  the  deposit  will  be  treated  as  an  extension  of  credit. 
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Consequently,  the  relationship  between  the  consumer  and  his  mer- 
chant more  nearly  resembles  a  trust  relationship  rather  than  a  debtor- 
creditor  relationship. 

Further,  the  priority  for  taxes  also  must  be  considered  in  the  con- 
text of  other  stronger  remedies  given  to  the  Internal  Revenue  Service. 
Under  Federal  statute,  the  Internal  Revenue  Service  is  permitted  to 
file  a  lien  on  all  the  taxpayer's  property  once  taxes  are  assessed  and  not 
paid. 

In  addition,  most  tax  debts  are  not  dischargeable  so  that  if  IRS 
is  not  paid  in  the  bankruptcy  proceeding,  it  can  still  pursue  its  claim. 
Since  IRS  is  in  a  better  position  to  protect  itself  from  the  beginning, 
and  since  the  proceedings  do  not  operate  to  discharge  its  claim,  I 
urge  you  to  place  the  consumer  priority  ahead  of  tax  claims. 

Indeed,  it  appears  from  several  studies  that  this  arrangement  of 
priorities  would  greatly  benefit  consumers  at  little  cost  to  the  Federal 
Government. 

In  this  regard,  I  call  your  attention  to  the  fact  that  in  1964  the 
Brookings  Institution  projected  that  the  Federal  Government  would 
receive  less  than  $6  million  through  its  priority.  At  the  same  time, 
it  was  receiving  one-third  of  all  distributions  to  unsecured  creditors 
of  bankruptcy  estates. 

Thus,  the  fifth  priority  for  Federal  taxes  will  result  in  significant 
losses  to  consumers  while  providing  the  Federal  Government  with 
much  less  than  0.005  percent  of  its  revenues. 

In  addition  to  a  fifth  priority  for  consumers,  this  office  and  NAAG 
also  propose  that  consumers  be  given  a  lien  on  certain  assets  of  the 
debtor's  estate. 

The  proposed  text  of  this  is  contained  in  my  written  testimony 
previously  filed. 

The  effect  of  this  lien  would  be  two-fold.  First,  a  consumer  would 
get  first  priority  in  the  subject  matter  of  his  contract.  Thus,  under 
our  proposal  a  consumer  who  had  made  a  deposit  on  a  car  would 
have  his  claim  secured  by  that  car. 

Second,  the  ability  of  a  creditor  under  the  Uniform  Commercial 
Code,  Article  9,  to  take  a  security  interest  in  nearly  every  asset  pos- 
sessed by  the  debtor  means,  in  certain  cases,  that  consumer  creditors 
will  not  be  paid  in  bankruptcy  regardless  of  the  priority  given  to  their 
claims. 

Thus,  our  proposal  would  give  the  consumer  a  first  priority  in  col- 
lateral secured  to  a  third  party  if  that  third  party  had  security  inter- 
ests covering  more  than  half  of  the  debtor's  property. 

This  lien  is  an  attempt  to  protect  consumers  without  unduly  ham- 
pering secured  creditors.  Thus,  the  lien  only  arises  with  respect  to  a 
certain  class  of  consumer  claims,  that  is,  those  which  are  for  repay- 
ment of  amounts  paid  to  the  debtor  in  connection  with  unperformed 
contracts. 

The  amount  of  such  claims  at  any  given  time  will  be  a  definite  sum, 
and  the  total  potential  liability  under  his  section  is  readily  calculated 
by  interested  creditors  with  the  cooperation  of  the  debtor. 

In  addition,  the  lien  only  affects  the  interests  of  certain  creditors. 
The  mortgagee  of  a  residential  apartment  building,  the  inventory 
financier  of  a  retail  seller,  and  the  major  creditor  of  any  particular 
debtor  will  have  reason  to  consider  potential  claims  under  this  sub- 
section. 
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The  interests  of  other  creditors,  such  as  suppliers  and  other  minor 
lenders,  are  not  affected.  Secured  creditors  of  a  large  number  of 
businesses  which  do  not  ordinarily  do  business  with  consumers  also 
remain  unaffected. 

The  secured  creditor  whose  rights  are  affected  should  be  able  to 
estimate  the  potential  liability  arising  under  this  section  and  to  pro- 
tect himself  in  various  ways.  Briefly,  the  lien  would  force  secured 
lenders  to  police  their  collateral  more  carefully  or  to  compel  their 
debtors  to  segregate  consumer  deposits. 

I  have  included  in  my  written  testimony  a  more  detailed  discussion 
of  the  various  ways  in  which  secured  creditors  could  protect  their 
interests. 

Since  the  most  likely  effect  of  the  lien  would  be  to  eliminate  con- 
sumers entirely  from  the  bankruptcy  proceedings,  I  urge  you  to  sup- 
port the  lien  as  well  as  the  priority. 

In  conclusion,  I  would  like  to  thank  you  for  the  opportunity  to 
express  the  views  of  Attorney  General  Bellotti  and  the  National 
Association  of  Attorneys  General  on  these  matters  and  to  urge  you 
to  include  these  consumer  proposals  in  the  new  bankruptcy  act. 

Senator  DeConcini.  Mr.  Siner? 

STATEMENT  OF  JOHN  SINER,  ASSISTANT  ATTORNEY  GENERAL, 

STATE  OF  WISCONSIN 

Mr.  Siner.  Mr.  Chairman,  I  have  a  short  statement. 

My  name  is  John  Siner.  I  am  an  assistant  attorney  general  for  the 
State  of  Wisconsin  and  director  of  the  office  of  consumer  protection 
in  Milwaukee. 

I  am  speaking  today  on  behalf  of  Bronson  La  Follette  who  is  the 
attorney  general  of  the  State  of  Wisconsin. 

We  have  submitted  a  formal  statement  for  the  record.  I  will  not 
read  the  whole  statement.  I  ask  that  it  be  introduced  into  the  record. 

Senator  DeConcini.  Without  objection,  so  ordered. 

[The  prepared  statement  of  Bronson  C.  La  Follette  follows:] 

Statement  of  Bronson  C.  La  Follette,  Attorney  General  of  the  State  of 

Wisconsin 

My  name  is  Bronson  C.  La  Follette,  Attorney  General  of  the  State  of  Wisconsin. 
I  wish  to  thank  the  members  of  the  Subcommittee  for  inviting  me  to  testify  today 
on  what  my  office  has  considered  to  be  a  subject  of  high  priority  in  the  burgeoning 
area  of  consumer  protection,  that  being  the  creation  and  enforcement  of  consumers' 
rights  in  bankruptcy  and  related  federal  insolvency  proceedings. 

The  Department  of  Justice  in  Wisconsin  has  established  and  maintained  for  over 
a  decade  a  very  strong  consumer  protection  office  which  has  vigorously  and  success- 
fully prosecuted  all  forms  of  consumer  fraud  within  and  without  the  State.  How- 
ever, a  very  frustrating  obstacle  to  the  effective  enforcement  of  consumer  protec- 
tion laws  by  my  office  has  been  the  merchant  who  defrauds  the  public  and  then 
declares  bankruptcy  or  files  a  reorganization  petition  in  bankruptcy  court,  thus 
taking  refuge  behind  the  protective  provisions  of  the  Federal  bankruptcy  law. 
The  device  which  is  most  often  utilized  is  quite  simple  and  very  effective.  Take  a 
large  amount  of  money  from  the  consuming  public,  promising  products  and 
services  in  return,  and  then  go  bankrupt  after  siphoning  the  cash  into  prearranged 
channels.  Although  there  are  countless  variations  on  this  theme,  several  very  vivid 
examples  have  occurred  in  Wisconsin,  costing  our  citizens  millions  of  dollars. 

1.  Kennedy  &  Cohen,  a  Florida-based  retail  appliance  chain,  left  Wisconsin 
citizens  holding  about  $400,000  worth  of  unfulfilled  service  contracts  and  lay-away 
obligations  when  it  filed  a  Chapter  XI  petition  in  Bankruptcy  Court  in  Florida 
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and  subsequently  was  declared  bankrupt.  Current  evidence  strongly  suggests  that 
although  Kennedy  &  Cohen  knew  about  its  serious  financial  difficulties,  it  con- 
tinued'to  sell  long-term  service  and  lay-away  contracts  up  to  the  point  of  its  filing 
in  the  Bankruptcy  Court,  primarily  as  a  means  to  acquire  quick  cash  to  pay  its 
most  demanding  creditors. 

2.  Koscot  Interplanetary,  owned  by  Glenn  W.  Turner,  filed  for  bankruptcy  in 
1973  after  grossing  over  $100  million  nationally.  The  Florida  bankruptcy  court 
stayed  further  state  actions  for  recovery  of  illegally  obtained  investments.  Unfor- 
tunately, when  our  office  then  made  claim  in  the  bankruptcy  court  on  behalf  of 
Wisconsin  citizens,  in  the  amount  of  $400,000,  the  claim  was  expunged  with  the 
directive  that  each  creditor  must  make  his  or  her  own  claim. 

3.  The  W.  T.  Grant  Company,  after  selling  millions  of  dollars  worth  of  coupon 
books  redeemable  in  Grant's  merchandise  in  violation  of  the  usury  laws  of  Wiscon- 
sin and  several  other  states,  went  bankrupt.  Purchasers  of  these  books  were  often 
low  income  customers,  least  able  to  afford  the  loss. 

4.  In  1974,  a  number  of  "silver  exchanges"  set  up  business  in  several  western 
states.  They  solicited  the  purchase  of  silver  bars  and  ingots.  The  appeal  was  made 
primarily  on  the  basis  that  the  economy  was  collapsing.  Their  customers  were 
frequently  low  income  persons,  of  an  eastern  European  heritage,  that  had  previ- 
ously experienced  the  rampant  inflation  and  collapse  of  currencies  that  occurred 
prior  to  World  War  II.  One  Milwaukee  individual  paid  $19,000  for  silver  that 
was  never  delivered  because  of  the  seller's  bankruptcy.  These  companies  were  in 
existence  for  less  than  one  year.  All  evidence  points  to  the  fact  that  bankruptcy 
was  part  of  a  planned  scheme  to  take  money  from  the  public. 

5.  The  Market  Development  Corporation,  in  1975,  left  over  99,000  mail  order 
customers,  having  individual  claims  averaging  $15,  with  nothing  to  show  for  their 
investments.  Its  bankruptcy  was  one  of  the  moving  factors  that  caused  Repre- 
sentative Millicent  Fenwick  to  introduce  bankruptcy  reform  legislation  in  1975 
(H.R.  8333). 

6.  Earlier  this  month  in  Wisconsin,  Greenwood  Homes,  a  mobile  home  manu- 
facturer, filed  a  Chapter  XI  petition  and  left  150  consumers  with  effectively  worth- 
less one  year  warranties  on  their  new  mobile  homes.  Although  the  assets  of  the 
company  were  transferred  to  another  mobile  home  dealer  for  continuation  of  the 
business,  the  warranty  obligations  were  not  and  the  consumers  were  left  merely 
as  general  creditors  with  little  or  no  practical  relief. 

In  all  of  these  cases  affecting  Wisconsin  citizens,  the  limitations  of  the  Bank- 
ruptcy Law  and  the  impracticality  of  Bankruptcy  procedures  effectively  precluded 
our  consumers  from  obtaining  any  relief  which  would  normally  be  available  to 
other  creditors  or  wage  earners  in  bankruptcy.  First  and  foremost,  the  bankruptcy 
laws  do  not  recognize  such  consumers  as  "creditors"  in  the  sense  of  the  term  in 
referring  to  persons  who  have  loaned  a  merchant  money.  In  most  cases,  the  bank- 
rupt does  not  even  list  the  consumers  to  whom  he  owes  services  or  merchandise 
as  a  creditor  on  the  bankruptcy  petition.  Thus,  consumers  have  become  the 
forgotten  class  who  have  effectively  been  excluded  from  the  protections  afforded 
by  the  bankruptcy  laws. 

Secondly,  in  most  of  the  bankruptcies  that  I  referred  to,  and  in  most  bank- 
ruptcies involving  multi-state  sales  operations,  the  bankruptcy  petition  is  not 
filed  in  the  federal  district  court  where  the  consumer  resides,  but  usually  at  a 
location  nowhere  near  the  consumer's  place  of  residence.  For  example,  W.  T. 
Grant  Company  filed  bankruptcy  in  New  York  and  Kennedy  &  Cohen  fileb  in 
Florida,  both  far-away  from  the  State  of  Wisconsin.  This  factor  further  inhibits 
the  ability  of  a  consumer  to  either  be  knowledgeable  about  the  bankruptcy 
pioceedings  affecting  him  or  to  hire  counsel  to  protect  his  interests,  as  both  be- 
come prohibitively  expensive  when  proceedings  are  in  another  part  of  the  country. 
Furthermore,  since  the  consumer  is  normally  not  even  notified  of  his  right  to  file 
a  simple  claim  as  a  general  creditor  in  bankruptcy,  he  has  no  way  of  knowing  the 
status  of  the  bankruptcy  or  how  or  when  to  protect  his  interests. 

Finally,  the  silence  of  the  Rules  of  Bankruptcy  Procedure  to  give  the  state 
attorneys  general  the  right  to  intervene  in  bankruptcy  on  behalf  of  consumers  in 
their  states  prevents  even  this  remedy  from  being  utilized  except  in  the  most 
extraordinary  cases.  If  thousands  of  consumers  are  defrauded  by  a  single  bank- 
rupt, it  would  be  both  practical  and  efficient  for  a  state  Attorney  General's 
Office  to  be  able  to  intervene  in  bankruptcy  proceedings  on  behalf  of  all  affected 
consumers  in  the  state,  since  the  issues  would  most  likely  be  similar  and  grouped 
together  in  one  litigatable  form. 
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The  failure  to  include  consumers  as  a  creditor  class  denies  the  existence  of  the 
sole  definable  group  without  which  no  business  could  exist.  To  bar  consumers  from 
priority  status  yet  grant  it  to  trade  suppliers  is  gross  discrimination.  Not  only 
does  this  discrepancy  allow  the  types  of  abuses  previously  mentioned,  it  also 
encourages  trade  creditors  to  either  actively  or  passively  assist  in  the  fraud  since 
consumer  dollars  are  a  ready  source  of  cash  to  make  sure  that  the  bankrupt's 
estate  has  enough  to  pay  their  preferred  claims.  Furthermore,  consumer  claims 
are  usually  small  in  individual  amount,  but  very  large  in  aggregate.  The  Attorney 
General  is  often  the  only  one  who  can  effectively  present  these  claims  to  a  remote 
bankruptcy  court  and  afford  to  litigate  the  question  of  fraudulent  transfers,  etc. 
The  elimination  of  a  valid  consumer  claim  in  many  bankruptcies  means  a  windfall 
for  other  preferred  creditors,  who  will  often  reap  their  profits  fiom  the  bankrupt's 
estate. 

I  therefore  urge  you  to  adopt  several  provisions  which  my  office  and  the  National 
Association  of  Attorneys  General  have  proposed  to  afford  some  reasonable  relief 
to  consumers  who  have  prepaid  for  undelivered  merchandise  or  services.  These 
basic  protections  include: 

1.  A  consumer  priority  which  precedes  tax  claims. — Section  507  of  S.  2206 
currently  places  the  consumer  behind  tax  claims,  and  further  limits  this  status 
to  $600  per  individual.  The  House  of  Representatives  version  of  the  Bankruptcy 
Bill,  H.R.  7330,  which  was  favorably  reported  out  of  the  House  Judiciary  Com- 
mittee earlier  this  3rear,  provides  for  a  consumer  priority  ahead  of  tax  claims  and 
directly  behind  the  wage  claim  priority.  The  House  version  is  further  realistically 
extended  to  $2400  per  individual.  We  urge  the  Senate  to  substitute  the  House 
version  of  the  consumer  priority  into  S.  2266.  The  prepayment  claims  of  con- 
sumers, although  of  prime  importance  to  consumers,  would  have  virtually  no 
effect  on  the  ability  of  the  federal  government  to  collect  taxes.  This  rationale  has 
been  demonstrated  for  yeai  s  for  wage  earners'  claims  and  should  apply  as  well  to 
consumers. 

2.  A  consumer  lien  in  bankruptcy. — Since  the  major  secured  creditors  of  a  mer- 
chant often  take  a  perfected  security  interest  on  all  the  inventory  of  a  seller,  a 
consumer  priority  in  these  cases  would  be  of  no  value  as  the  secured  creditors' 
claims  would  exhaust  a  bankrupt  estate.  A  consumer  lien  status  would  put  a 
consumer  who  pays  in  advance  for  undelivered  merchandise  or  unperformed 
service  contracts  on  an  equal  standing  with  those  secured  creditors  and  would 
tend  to  have  a  policing  effect  on  the  secured  creditors  to  induce  them,  for  their 
own  protection,  to  require  bonds  or  escrow  accounts  of  the  debtor  for  any  pre- 
payments received  from  consumers.  Since  in  many  of  the  large  bankruptcies  we 
have  encountered  the  secured  creditors  have  encumbered  all  the  assets,  there  is 
no  protection  for  any  unsecured  creditors,  with  or  without  a  priority.  A  consumer 
lien  would  protect  the  consumers  in  these  instances. 

3.  The  authorization  for  State  Attorneys  General  to  intervene  in  bankruptcy 
proceedings  on  behalf  of  consumers.- — The  House.  Subcommittee  on  Civil  and 
Constitutional  Right's  Report  on  H7330  advocated  that  such  intervention 
authority  be  included  in  the  new  rules  of  Bankruptcy  Procedure  to  be  promulgated 
after  a  Bankruptcy  Reform  Act  is  passed  by  Congress.  We  concur  in  this  recom- 
mendation. 

Again  I  wish  to  thank  you  for  allowing  me  to  testify  today  and  I  hope  our 
recommendations  concerning  some  basic  protections  for  consumer  creditors  in 
bankruptcy  will  be  favorably  acted  upon  by  your  Subcommittee,  the  Judiciary 
Committee  and  the   Senate. 

Mr.  Siner.  There  are  some  points  that  we  would  like  to  briefly 
emphasize  in  that  statement. 

Consumers  in  Wisconsin  and  elsewhere  in  the  country,  who  prepay 
for  service  policies  and  for  layaway  merchandise,  have  become 
inadvertently  invisible  creditors  of  large  retail  enterprises  and  other 
debtors  in  distress. 

They  have  no  intent  to  lend  money  to  anyone.  Thejr  do  not  file 
any  liens,  but,  in  fact,  when  a  debtor  is  going  under,  when  he  is  having 
problems,  when  his  secured  creditors  are  putting  pressure  on  him  to 
pay  out  or  get  pushed  out  of  business,  the  easiest  source  of  money  is 
to  sell  service  policies  or  to  sell  merchandise  which  would  be  delivered 
sometime  in  the  future  and  get  the  money  up  front. 
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In  bankruptcy,  under  existing  bankruptcy  laws,  consumers  in  this 
situation  have  become  the  forgotten  class.  Even  though  they  pay 
money  up  front  for  goods  or  services,  very  often  they  are  not  even 
listed  as  creditors  by  a  bankrupt  or  a  debtor  in  a  bankruptcy  or 
chapter  XI  proceeding.  They  are  not  listed  as  creditors  and  no  notice 
is  ever  sent  out  to  the  consumers  that  they  have  any  rights  in  bank- 
ruptcy courts. 

Most  consumers,  having  no  sophistication  in  bankruptcy  at  all, 
do  not  know  that  they  can  even  file  a  claim  in  bankruptcy  court. 
In  many  cases  where  a  national  retailer  or  seller  is  involved,  the 
bankruptcy  proceedings  are  not  even  in  their  home  State. 

If  a  claim  is  nevertheless  filed  b}r  a  creditor,  he  is  then  considered  a 
general  creditor  in  bankruptcy,  even  though,  as  I  stated,  there  is  no 
intent  on  behalf  of  the  consumer  to  finance  any  part  of  the  operations 
of  a  debtor. 

In  Wisconsin,  we  had  a  national  retailer  called  Kennedy  and  Cohen 
who  was  doing  business  in  our  State  as  well  as  seven  other  States. 
Kennedy  and  Cohen,  for  a  year  and  a  half  before  going  out  of  business, 
was  subjected  to  immense  pressure  by  their  secured  creditors.  One 
was  one  of  the  largest  banks  in  the  country  and  one  was  one  of  the 
largest  retail  finaneers  in  the  country. 

Kennedy  and  Cohen  went  on  an  advertising  and  sales  technique 
where  they  started  to  sell  appliances,  mainly  televisions,  for  mere  cost. 
Along  with  their  sales  technique  they  sold  long-term  service  contracts 
for  5  years,  costing  up  to  $500  apiece. 

Consumers  bought  these  long-term  service  contracts,  which  were 
good  only  at  Kennedy  and  Cohen  retail  outlets.  Kennedy  and  Cohen 
was  subsequently  pushed  into  a  chapter  XI  proceeding,  and  within 
months  after  into  bankruptcy  by  the  secured  creditors. 

Our  office,  within  a  space  of  a  week,  received  over  4,000  complaints 
from  the  consumers  who  said  they  had  paid  hundreds  of  dollars  for 
long-term  service  contracts  and  that  they  were  no  good.  They  wanted 
to  know  what  they  could  do  about  it. 

Our  only  response  was  that  we  would  try  to  file  a  claim  in  bank- 
ruptcy court,  but  under  the  existing  laws,  they  had  no  relief  other 
than  to  be  classified  as  the  general  creditors  since  the  secured  creditors 
had  essentially  taken  liens  on  all  the  inventory  and  merchandise  of  this 
large  retailer. 

So,  there  was  no  money  left  for  the  unsecured  creditors. 

Our  consumer  protection  proposals  would  give  consumers  in  this 
type  of  situation  some  rights  in  bankruptcy  court.  It  would  give  them 
some  rights  to  be  able  to  get  money  back  which  they  pay  in  advance  to 
retailers. 

Similar  to  a  wage  earner,  who  gives  labor  to  a  retailer  and  expects  to 
get  money  in  return,  the  Bankruptcy  Act  has  given  a  priority.  Similar 
to  wage  earners,  consumers  who  pay  money  up  front  are  noncommer- 
cial creditors.  That  is  the  distinction.  They  are  noncommercial 
creditors.  They  should  be  treated  differently  than  commercial  cred- 
itors. They  should  be  given  a  priority  over  commercial  creditors  and 
they  should  be  given  a  priority  over  tax  liens  because  the  commercial 
creditor  and  the  tax  people  know  how  to  get  their  money.  They  are 
sophisticated  enough  to  file  liens  and  to  take  steps  to  protect  them- 
selves.  Consumers  are  not.  Consumers  solely  are  purchasing  mer- 
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chandise  or  service.  They  should  be  given  some  additional  protection 
in  bankruptcy. 

We  ask  that  these  provisions  be  enacted  into  law. 

I  thank  you  for  letting  me  speak  today  on  behalf  of  Mr.  La  Follette 
of  the  State  of  Wisconsin. 

Senator  DeConcini.  We  thank  you  very  much  for  your  testimony 
and  your  statements.  We  appreciate  the  interest  of  the  National 
Association  of  Attorneys  General.  I  am  aware  of  the  consumer  fraud 
routes  and  protection  agencies  that  your  offices  command. 

I  wish  you  would  please  extend  my  thanks  to  your  attorneys  general 
for  taking  the  time  in  having  you  come  to  make  these  presentations 
today  and  also  speaking  for  the  entire  National  Association  of  At- 
torneys General. 

We  have  attempted  to  reach  out  to  have  consumer  groups  testify 
in  support  or  opposition,  as  the  case  may  be.  You  were  one  of  the  few 
groups  that  responded  in  coming  to  us.  We  received  no  answers  from 
some  of  the  other  groups.  We  appreciate  your  presence.  We  appreci- 
ate your  putting  forth  the  time  and  your  suggestions  will  be  highly 
considered. 

We  thank  you  very  much. 

Our  next  group  of  witnesses  are  representing  the  Independent 
Bankers  Association  of  America;  the  Mortgage  Bankers  Association  of 
America;  the  National  Association  of  Mutual  Savings  Banks;  the  Na- 
tional Association  of  Real  Estate  Investment  Trusts,  Inc.;  and  the 
United  States  League  of  Savings  Associations. 

Mr.  Kulik,  we  welcome  you. 

STATEMENT  OF  EDWARD  J.  KULIK,  SENIOR  VICE  PRESIDENT, 
REAL  ESTATE  DIVISION,  MASSACHUSETTS  MUTUAL  LIFE  INSUR- 
ANCE CO.,  ACCOMPANIED  BY  ROBERT  E.  O'MALLEY,  ATTORNEY, 
COVINGTON  &  BURLING 

Mr.  Kulik.  Thank  you,  Mr.  Chairman. 

My  name  is  Edward  J.  Kulik.  I  am  senior  vice  president,  real 
estate  division,  of  the  Massachusetts  Mutual  Life  Insurance  Co. 

I  appear  before  you  today  on  behalf  of:  The  Independent  Bankers 
Association  of  America ;  The  Mortgage  Bankers  Association  of  America ; 
The  National  Association  of  Mutual  Savings  Banks;  The  National 
Association  of  Real  Estate  Investment  Trusts ;  and  The  United  States 
League  of  Savings  Associations. 

Appearing  with  me  is  Mr.  Robert  E.  O'Malley  of  the  law  firm  of 
Covington  &  Burling  of  Washington,  D.C. 

We  appreciate  the  opportunity  to  testify  regarding  comprehensive 
revision  of  the  Federal  bankruptcy  laws,  as  proposed  in  S.  2266  and 
H.R.  8200.  We  are  particularly  interested  in  the  impact  of  any  pro- 
posed revisions  on  the  secured  real  estate  lender. 

I  should  like  to  make  clear  at  the  outset  that  I  am  not  an  expert  in 
the  field  of  bankruptcy  and  I  shall  not  attempt  a  detailed  technical 
discussion  of  the  various  issues  before  your  committee. 

However,  I  do  have  19  years  experience  in  secured  real  estate  trans- 
actions and  I  am  very  familiar  with  the  effect  of  bankruptcy  law  and 
decisions  on  the  real  estate  and  mortgage  lending  industries. 
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On  behalf  of  the  various  associations  for  which  I  am  appearing 
today,  I  should  like  to  request  an  opportunity  for  each  of  them  to  file 
technical  statements  addressing  various  provisions  and  aspects  of  the 
two  bills  at  a  later  time  for  inclusion  in  the  hearing  record. 

Senator  DeConcini.  Without  objection,  so  ordered. 

[The  prepared  statement  of  Edward  Kulik  follows:] 

Prepared  Statement  of  Edward  J.  Kulik 

Mr.  Chairman,  my  name  is  Edward  J.  Kulik,  I  am  Senior  Vice  President,  Real 
Estate  Division,  of  the  Massachusetts  Mutual  Life  Insurance  Company.  I  appear 
before  you  today  on  behalf  of:  The  Independent  Bankers  Association  of  America; 
The  Mortgage  Bankers  Association  of  America;  The  National  Association  of 
Mutual  Savings  Banks;  The  National  Association  of  Real  Estate  Investment 
Trust ;  and  the  United  States  League  of  Savings  Associations. 

Appearing  with  me  is  Mr.  Robert  E.  O'Malley  of  the  law  firm  of  Covington  and 
Burling  of  Washington,  D.C. 

We  appreciate  the  opportunity  to  testify  regarding  comprehensive  revision  of 
the  federal  bankruptcy  laws,  as  proposed  in  S.  2266  and  H.R.  8200.  We  are 
particularly  interested  in  the  impact  of  any  proposed  revisions  on  the  secured  real 
estate  lender.  I  should  like  to  make  clear  at  the  outset  that  I  am  not  an  expert  in 
the  field  of  bankruptcy  and  I  shall  not  attempt  a  detailed  technical  discussion  of 
the  various  issues  before  your  committee,  However,  I  do  have  19  years  experience 
in  secured  real  estate  transactions  and  I  am  very  familiar  with  the  effect  of  bank- 
ruptcy law  and  decisions  on  the  real  estate  and  mortgage  lending  industries. 

On  the  behalf  of  the  various  associations  for  whom  I  am  appearing  today,  I 
should  like  to  request  an  opportunity  for  each  of  them  to  file  technical  statements 
addressing  various  provisions  and  aspects  of  the  two  Bills  at  a  later  time  for  in- 
clusion in  the  Hearing  record. 

I  should  like  to  call  the  Subcommittee's  attention  in  a  more  general  way  to  the 
areas  in  the  Bills  of  crucial  interest  and  concern  to  those  of  us  in  the  real  estate 
lending  industry,  as  well  as  to  express  our  appreciation  for  the  careful  and  com- 
prehensive work  which  the  Senate  and  House  Judiciary  Committees  have  done  in 
bankruptcy  area  over  the  last  several  years.  Certainly  simplification  and  stream- 
lining of  the  bankruptcy  laws  are  long  overdue.  Consolidation  of  the  present 
bankruptcy  reorganization  Chapters  would  help  eliminate  time-consuming  and 
costly  delays  caused  by  various  parties  contesting  the  appropriate  reorganization 
Chapter  under  which  to  proceed.  The  expansion  of  the  "adequate  protection" 
concept,  which  permeates  the  two  Bills  is  most  welcome. 

"cram-down"  provisions 

As  I  suggested,  however,  there  are  a  number  of  areas  dealt  with  in  S.  2266  and 
H.R.  8200  about  which  secured  real  estate  lenders  are  greatly  concerned.  One  of 
those  areas  is  that  of  the  so-called  "cram-down"  under  Chapters  X  and  XII  of  the 
present  Bankruptcy  Act.  Under  the  "cram-down"  provisions,  a  secured  creditor's 
legal  rights  can  be  altered  and  modified,  despite  the  fact  that  the  creditor  has  not 
assented  to  the  proposed  plan. 

We  are  particularly  concerned  about  "cram-downs"  under  Chapter  XII  of 
the  current  Act.  For  many  years,  Chapter  XII  was  used  infiequently.  However, 
in  recent  years  large  numbers  of  debtors  have  sought  its  protection  for  a  number 
of  reasons.  First,  as  a  result  of  changes  in  the  Bankruptcy  Rules  in  1975,  a  plan 
of  arrangement  in  Chapter  XII  need  no  longer  be  filed  with  a  petition.  Second, 
since  the  1975  changes,  during  the  bankruptcy  proceedings,  the  debtor  is  generally 
allowed  to  remain  in  possession  although  previously  a  trustee  was  usually  ap- 
pointed immediately.  As  a  result  of  the  bankrupt  remaining  in  possession,  there 
is  a  very  real  possibility  that  the  income  earned  by  the  property  will  be  diverted. 
This  could  lead  to  the  deterioration  of  the  property  and  the  creation  of  real 
estate  tax  liens.  Third,  filing  a  Chapter  XII  petition  is  attractive  to  many  large 
real  estate  debtors  because  such  filing  acts  as  an  automatic  stay  of  foreclosure 
proceedings,  leading  to  the  abuses  just  mentioned. 

In  many  instances,  the  automatic  stay  has  been  used  by  syndicated  partner- 
ships which  originally  entered  into  real  estate  transactions  primarily  for  the  pur- 
pose of  realizing  substantial  tax  benefits.  Foreclosure  results  in  the  individual 
partners  becoming  subject  to  recapture  of  substantial  amounts  of  accelerated 
depreciation  taken  earlier  as  deductions  against  ordinary  income. 
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These  factors  encourage  Chapter  XII  filings  even  though  there  's  often  no 
realistic  prospect  for  recovery.  These  filings,  I  should  emphasize,  are  made  by- 
large  complex  commercial  real  estate  enterprises  which  were  organized  by  sup- 
posedly experienced  and  sophisticated  investors.  The  financial  difficulties  of  such 
enterprises  have  caused  the  explosive  growth  in  the  use  of  Chapter  XII.  We  are 
most  definitely  not  talking  about  the  small  investor  or  the  so-called  "man  in  the 
street." 

Secured  real  estate  lenders  are  greatly  concerned  about  this  sudden  large 
increase  in  the  volume  of  Chapter  XII  reorganizations  in  part  as  a  consequence 
of  the  now  well-known  Pine  Gate  case.1  In  Pine  Gate,  "value"  of  the  non-assenting 
secured  creditor's  debt  was  found  to  be  the  appraised  value  of  the  security,  at  a 
time  of  substantially  depressed  real  estate  market  conditions.  When  a  plan  is 
"crammed-down"  in  such  a  manner,  and  under  Section  461(11)  (c)  of  the  present 
Act  the  secured  creditor  is  paid  only  the  depressed  "appraised  value"  of  the 
property  (even  though  it  is  substantially  less  than  the  principal  balance  of  the 
debt),  the  secured  creditor  loses  any  possibility  of  recovering  the  full  debt  if  the 
real  estate  market  returns  to  more  normal  conditions.  Hence  the  creditor  is  in 
substantial  part  denied  its  security  and  its  contract  rights. 

While  the  Pine  Gate  case  and  the  other  cases  which  have  imposed  delays  and 
losses  upon  lenders  are  harmful  in  themselves,  the  disruption  which  they  have 
caused  has  spread  throughout  the  secured  lending  industry.  Managers  of  loan 
portfolios  secured  by  real  estate  have  been  subjected  to  the  threat  of  bankruptcy 
proceedings  by  debtors  wishing  to  renegotiate  loans  or  otherwise  delay  the  lenders' 
payments.  In  view  of  the  recent  developments  in  bankruptcy  law,  these  threats 
are  not  empty  ones  and  lending  institutions  are  under  great  pressure  to  capitu- 
late. The  pervasive  threat  of  bankruptcy  proceedings  has  had  a  deleterious  impact 
on  the  real  estate  lending  community.  Unless  this  situation  is  changed,  the  flow 
of  funds  into  new  mortgages  will  be  greatly  reduced. 

Any  legislation  which  codifies  the  Pine  Gate  results  or  makes  the  situation 
worse,  would  have  the  gravest  consequences  for  the  real  estate  lending  industry 
which  annually  pumps  in  excess  of  $86  billion  a  year  into  the  economy.  For 
example,  if  "value"  of  the  security  is  to  be  determined  under  a  revised  Bankruptcy 
Act  in  a  way  which  permits  use  of  depressed  real  estate  market  appraisals  of  prop- 
erties of  the  security  for  debts,  or  permits  the  "value"  to  be  determined  by  apprais- 
al of  physically  abused  or  mismanaged  properties,  lenders  contemplating  new 
real  estate  loans  would  be  faced  with  intolerable  uncertainty. 

I  should  like  to  emphasize  that  the  matter  of  how  secured  interests  are  to  be 
"valued"  is  of  course  a  crucial  one  as  to  any  number  of  proposed  amendments  to 
the  bankruptcy  laws,  since  it  affects  the  dollar  amount  of  secured  claims,"  the 
interest  that  must  be  "adequately  protected,"  etc.  We  hope  that  the  closest 
attention  will  be  given  by  the  Congress  to  appropriate  valuation  methods.  We 
respectfully  urge  that  Congress  require  that  appropriate  appraisal  methods  are 
used  to  arrive  at  "value"  and  that  appraisers  appointed  by  the  Courts  understand 
that  a  secured  creditor  has  the  staying  power  and  financial  resources  to  restore 
distressed  properties  to  their  earlier  value  once  the  creditor  has  title. 

With  respect  to  "cram-downs,"  although  the  "absolute  priority"  rule  of  present 
Chapter  X  has  been  partially  incorporated  in  the  revised  reorganization  provisions, 
this  does  not  cure  the  problem,  since  the  secured  lender  has  only  a  "secured 
claim"  for  the  possibly  depressed  "appraisal  value"  of  the  security. 

In  addition,  at  least  at  present,  under  Section  461(ll)(c),  if  a  plan  is  "crammed- 
down,"  a  lender  receives  the  appraised  value  of  the  security  in  cash.  Under  the 
two  Bills,  however,  should  the  normal  confirmation  procedure  not  go  forward 
under  Section  1129(a)  of  H.R.  8200  and  Section  1130(a)  of  S.  2266,  the  secured 
creditor  is  subject  to  a  "cram-down"  pursuant  to  Section  1129(b)  and  Section 
1130(1.-))  &  (c)  and  is  forced  to  accept  property  which  might  include  securities  of 
the  debtor  in  place  of  cash  payment. 

We  are  of  course  aware  of  the  permissive  language  regarding  "cram-downs" 
contained  in  S.  2266  as  contrasted  to  the  mandatory  language  of  H.R.  8200. 
This  is  a  distinct  improvement  from  our  perspective.  However,  if  the  intent  is 
to  limit  the  situations  where  "cram  downs"  are  to  be  permitted,  we  think  it 
crucial  that  such  limitations  be  spelled  out  carefully  in  the  new  legislation. 

For  example,  as  indicated  above,  the  type  of  bankruptcy  that  is  particularly 
troublesome  and  unfair  to  secured  lenders  involves  limited  partnerships  composed 


1  In   Re  Pine  Gate  Associates,  Ltd.,  Debtor,  Case  No.  B75-4345A,  U.S.D.Ct,  N.D.   Ga., 
Atlanta  Div.  (1976). 
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of  wealthy  individuals  seeking  tax  shelter.  Those  partnerships  generally  are  formed 
to  purchase  a  single  piece  of  real  estate.  Typically,  the  loan  documents  provide 
that  the  lender  is  only  able  to  look  to  the  asset  in  satisfaction  of  the  indebtedness 
and  cannot  proceed  against  the  partners  personally.  Therefore,  the  public  policy 
implicit  in  the  bankruptcy  laws  favoring  reorganization  does  not  apply  in  this 
situation. 

In  our  view,  all  the  equities  suggest  that  the  secured  lender  in  the  single  asset, 
non-recourse  loan  bankruptcy  should  be  permitted  to  take  physical  possession  of 
the  security.  We  recommend  that  Congress  consider  most  carefully  whether  the 
"cram  down"  and  substitution  of  security  provisions  of  Section  1130  of  S.  2266 
and  Section  1129  of  H.R.  8200  should  apply  at  all  in  such  bankruptcies.  Should 
not  the  secured  creditor  be  able  to  take  back  its  security,  in  which  no  one  else, 
including  the  debtor,  has  any  equity? 

ADEQUATE    PROTECTION 

With  respect  to  "adequate  protection"  under  Section  301  of  the  two  Bills, 
which  relates  to  Sections  362-364,  dealing  with  automatic  stays,  use,  sale  or 
lease  of  property,  and  obtaining  credit,  respectively,  we  greatly  prefer  the  approach 
contained  in  S.  2266,  which  limits  the  means  by  which  "adequate  protection" 
can  be  afforded  to  secured  creditors  to  two:  periodic  cash  payments  to  a  creditor 
made  by  a  trustee  and  an  additional  or  replacement  lien  to  protect  against  decrease 
in  the  value  of  a  creditor's  interest  in  property.  We  believe  that  the  additional 
alternative  "adequate  protection"  provisions  in  H.R.  8200  are  unnecessary  and 
increase  the  risk  to  the  secured  creditor. 

However,  we  think  that  a  provision  should  be  added  to  Section  361  requiring 
that  any  income  from  rental  properties  be  reserved  to  the  extent  necessary  for 
operation  and  maintenance  of  the  property  and  for  real  estate  taxes,  and  that 
payment  be  made  into  a  court  supervised  account  of  any  remaining  amounts 
available  for  debt  service. 

AUTOMATIC    STAYS 

With  regard  to  Section  362  of  the  two  Bills  concerning  automatic  stays,  we 
believe  that  in  certain  respects  these  provisions  would  be  substantial  improve- 
ments over  current  law.  Particularly,  the  provision  of  Section  362(d)  authorizing 
the  court  to  grant  relief  from  a  stay  upon  a  showing  of  cause,  when  combined 
with  Section  362(e),  providing  that  a  stay  shall  automatically  terminate  with 
respect  to  the  party  requesting  relief  within  30  days  of  the  request,  unless  the 
court  extends  the  stay,  is  an  important  change.  Absent  an  automatic  termination 
provision,  a  court  can  effectively  deny  relief  from  a  stay  merely  by  delaying 
decision.  Section  362(g),  providing  that  the  party  supporting  the  stay  bears  the 
burden  of  proof  on  the  question  of  whether  or  not  "adequate  protection"  of  a 
creditor's  interest  has  been  provided,  is  also  important. 

As  for  differences  between  the  two  Bills,  the  provision  in  Section  362(d)  in 
S.  2266,  which  does  not  appear  in  H.R.  8200,  that  the  court  shall  grant  relief 
from  a  stay  if  the  court  finds  that  the  debtor  has  no  equity  in  the  property  in 
question,  is  one  which  we  endorse. 

However,  there  are  some  additional  changes  in  the  stay  provisions  which  we 
strongly  urge  the  Subcommittee  to  consider.  First,  there  would  seem  to  be  no 
apparent  reason  why  stays  should  not  be  limited  to  enjoin  only  execution  of  a 
secured  creditor's  judgment,  while  permitting  a  creditor,  following  appropriate 
notice,  to  prosecute  a  claim  to  judgment  in  local  courts.  Such  modification  of  the 
stay  provisions  would,  without  harming  the  debtor  or  conflicting  with  the  goals 
of  bankruptcy,  significantly  aide  secured  creditors  by  reducing  the  substantial 
overall  time  necessary  to  foreclose  in  the  majority  of  states. 

Second,  in  our  opinion  stay  provisions  should  not  apply  with  respect  to  property 
developed  or  held  for  sale  or  investment  where  such  property  is  not  necessary  for 
continuation  of  the  debtor's  primary  business.  This  limitation  on  stays,  by  its 
very  nature,  would  not  conflict  with  the  goal  of  debtor  rehabilitation. 

Third,  stays  should  be  limited  in  the  context  of  single  project  leal  estate  entities 
where  experience  shows  that  inept  management  or  a  poor  market,  or  a  combina- 
tion of  both,  is  usually  the  cause  of  insolvency,  making  rehabilitation  unlikely 
to  succeed.  In  such  cases,  the  automatic  stay  should  terminate  after  a  fixed  period, 
e.g.,  60  days,  unless  the  debtor  can  successfully  show  that  reorganization  is 
reasonably  likely  to  succeed. 


706 

USE,    SALE    OR    LEASE    OF    PROPERTY 

Section  363  in  both  Bills  provides  for  the  use,  sale  or  lease  of  property  of  the 
estate  by  the  trustee.  We  support  the  changes  from  H.R.  8200  in  Section  363 
which  are  found  in  S.  2266.  Specifically,  the  inclusion  of  "rents"  within  the 
definition  of  "soft  collateral"  contained  in  Section  363(a),  the  addition  of  language 
in  Section  363(e)  regarding  bidding  by  a  creditor  at  a  proposed  sale  of  property 
by  the  trustee  and  set  off  against  the  purchase  price  of  the  property  of  up  to  the 
amount  of  the  creditor's  claim,  and  the  addition  in  Section  363(f)  of  language 
concerning  sale  of  an  interest  in  property  at  no  less  than  a  "fair  upset  price"  on 
at  least  30  days'  notice  to  creditors  with  such  interest  in  the  property,  are  all 
desirable  changes. 

We  would  suggest  additional  changes  in  Section  363  as  follows: 

(a)  Adequate  protection  of  the  secured  creditor  should  be  a  precondition  to  use, 
sale  or  lease  of  property,  instead  of  requiring  that  a  creditor  must  take  the  initiative 
to  request  protection; 

(b)  Consideration  should  be  given  to  tightening  procedures  for  segregating, 
and  perhaps  paying  to  the  secured  creditor,  during  the  period  of  trustee  use,  any 
rent  or  other  income  from  real  property  on  which  a  secured  creditor  has  a  lien ; 

(c)  Authorization  granted  by  the  bankruptcy  judge  to  use,  sell  or  lease  property 
should  be  stayed  for  a  period  sufficient  to  permit  the  filing  of  an  appeal,  e.g.,  10 
days,  and  for  the  pendency  of  any  appeal  taken;  and 

(d)  There  should  be  more  specific  protection  against  use  of  "soft  collateral" 
that  consists  of  proceeds  of  sale  of  "hard  collateral." 

OBTAINING  CREDIT 

Section  364  of  both  Bills  provides  in  subsection  (d)  that  if  the  trustee  cannot 
obtain  unsecured  credit,  or  secured  credit  which  does  not  affect  the  priority  of 
existing  lien  holders,  then  the  court  may  authorize  obtaining  of  credit,  after  notice 
and  hearing,  secured  by  a  lien  on  the  property  of  the  estate  which  is  senior  or 
equal  to  existing  liens,  so  long  as  the  existing  lien  holders'  interests  are  "adequately 
protected."  Here,  as  in  the  earlier  Sections  noted,  one  of  the  key  considerations  is 
the  specificity  with  which  "adequate  protection"  will  be  defined  and  circumscribed. 
It  would  also  be  desirable  to  add  a  provision  to  Section  364  staying  the  imposition 
of  any  equal  or  senior  lien  for  a  period  sufficient  to  permit  the  filing  of  an  appeal, 
e.g.,  10  days,  and  for  the  pendency  of  any  appeals  so  taken,  from  an  order  of  the 
bankruptcy  court. 

EXECUTORY  CONTRACTS  AND  UNEXPIRED  LEASES 

Section  365(a)  of  the  two  Bills  provides  that  a  trustee  may  either  assume  or 
reject  an  executory  contract  or  unexpired  lease  of  the  debtor,  subject  to  the  pro- 
visions of  Section' 365(b)  to  the  effect  that  if  there  has  been  a  default  by  the 
debtor,  a  trustee  may  assume  a  contract  or  lease  only  if  he  (a)  cures,  or  provides 
"adequate  assurance"  that  he  will  promptly  cure,  such  default  and  (b)  compen- 
sates, or  provides  "adequate  assurance"  that  he  will  promptly  compensate,  the 
other  party  to  the  contract  or  lease  for  any  actual  loss  as  a  result  of  default  and 
(c)  provides  adequate  assurance  of  future  performance  under  the  contract  or 
lease. 

Obviously,  the  addition  of  Section  365(b)  (3)  to  S.  2266,  which  does  not  appear  in 
H.R.  8200,  is  of  considerable  value  and  importance  to  lendeis,  providing  as  it 
does  for  termination  of  a  lease  pursuant  to  provisions  in  the  lease  (a)  in  straight 
bankruptcy  cases,  (b)  wheie  the  lease  was  entered  into  before  the  effective  date  of 
the  bankruptcy  law  amendments,  (c)  where  the  property  leased  is  not  essential  to 
the  debtor's  business,  or  (d)  where  the  rent  payable  pursuant  to  the  lease  is 
substantially  less  than  the  "fair  rental  value"  of  the  property  leased.  Although 
obviously  enforceability  of  termination  clauses  in  leases,  regardless  of  when  they 
were  entered  into,  is  preferable  from  the  secured  lender's  point  of  view  to  the  new 
language  in  S.  2266,  the  importance  of  the  changes  already  incorporated  in  the 
Senate  Bill  can  perhaps  be  illustrated  by  the  example  of  shopping  centers,  which 
typically  involve  complex,  long-term  interrelated  leases  and  are  financed  under 
long-term  loan  agreements. 

If  the  shopping  center  owner  does  not  have  the  right  to  terminate  a  lease  in  the 
event  of  bankruptcy,  there  is  no  effective  way  in  which  a  shopping  center  lender 
can  protect  against  a  disruption  of  tenant  mix  through  undesirable  assignments 
by  the  trustee  in  bankruptcy.  Also,  since  percentage  rentals  are  very  important  in 
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the  shopping  center  business,  continuation  of  the  same  business  by  the  trustee  of 
a  major  lessee  on  a  substantially  reduced  basis  would  have  most  adverse  conse- 
quences for  the  lessor,  greatly  lessening  his  cash  flow  and  perhaps  threatening 
his  own  financial  position  vis-a-vis  his  lenders^ 

Therefore,  to  continue  the  shopping  center  example,  if  termination  clauses 
contained  in  leases  are  not  to  be  enforceable  in  all  circumstances,  in  those  cases 
in  which  a  trustee  is  permitted  either  to  assume  or  assign  a  lease,  we  would  recom- 
mend that  additional  language  be  added  to  Section  365  on  such  questions  was 
what  would  constitute  "adequate  assurance"  (a)  as  to  the  source  of  rental  pay- 
ments due  under  the  lease,  (b)  that  percentage  rents  would  not  decline  substan- 
tially; (c)  that  assignment  or  assumption  would  not  valid  breach  restrictive 
clauses  in  other  leases  or  agreements,  and  (d)  that  tenant  mix  will  not  be  disrupted 
by  assumption  or  assignment.  Similar  considerations  as  to  what  might  constitute 
"adequate  assurance"  would  apply  in  case  of  a  number  of  other  executory  con- 
tract or  lease  situations. 

NATIONAL    HOUSING    ACT    EXEMPTION 

There  are  prohibitions  in  the  Bankruptcy  Act  at  present,  in  Chapter  X  (Sec- 
tion 263)  and  Chapter  XII  (Section  517)  which  provide  that  nothing  in  those 
Chapters  shall  be  deemed  to  affect  or  apply  to  the  creditors  of  any  corporation 
under  a  mortgage  insured  pursuant  to  the  National  Housing  Act  and  amend- 
ments thereto.  The  Chapter  XII  provision  also  prohibits  "extension  or  impair- 
ment of  any  secured  obligation  held  by  Home  Owners'  Loan  Corporation  or  any 
Federal  Home  Loan  Bank  or  member  thereof." 

These  exemptions  are  not  contained  in  either  of  the  Bills,  and  there  is  no  refer- 
ence in  the  House  Judiciary  Committee  Report  on  II. R.  8200  to  the  exemptions 
in  the  existing  law  or  the  reasons  why  the  exemptions  do  not  survive  in  the  Bills. 
Insofar  as  we  have  been  able  to  determine,  the  omission  of  these  exemptions  in 
H.R.  8200  and  S.  2266  was  merely  an  oversight.  In  any  event,  these  long-standing 
exemptions  are  just  as  important  today  as  they  have  been  in  the  past,  and  we 
strongly  suggest  that  the  exemptions  be  retained  so  that  the  home  financing 
roles  performed  by  the  FHA  insurance  program  and  the  Federal  Home  Loan 
Bank  system,  which  have  produced  over  the  years  shelter  for  millions  of  low  and 
moderate  income  families,  will  not  be  diminished. 

In  the  Chapter  X  contest,  this  prohibition  has  been  construed  to  exempt  an 
FHA-insured  mortgage  issued  pursuant  to  the  National  Housing  Act  from  even 
a  temporary  stay  of  foreclosure  proceedings  brought  by  the  lender.  No  such 
exemption  is  contained  in  either  of  the  Bills.  There  is  no  reference  in  the  House 
Judiciary  Committee  Report  on  H.R.  8200  to  the  exemption  in  the  existing  law 
or  the  reasons  why  the  exemption  does  not  survive  in  the  Bill.  The  omission  of 
the  exemption  in  H.R.  8200  may  be  merely  an  oversight.  We  think  that  it  is 
important  that  the  exemption  be  retained  so  that  the  risk-reducing  function  of 
the  FHA  insurance  program  not  be  diminished. 

CHAPTER   13    (INDIVIDUAL   WITH    REGULAR    INCOME) 

The  proposed  Chapter  13  in  both  Bills,  providing  for  the  adjustment  of  debts 
of  an  individual  with  regular  income,  includes  two  fairly  significant  changes, 
compared  to  existing  law,  that  may  have  the  unintended  effect  of  restricting  the 
flow  of  home  mortgage  money.  First,  similar  to  the  situation  discussed  previously 
in  the  commercial  context,  the  holder  of  a  mortgage  on  real  estate  may  be  forced 
to  give  up  its  specific  security  in  return  for  some  other  property  of  uncertain  value. 
Second,  the  stay  of  actions  lay  the  creditor  protects  not  only  the  individual  debtor 
under  Chapter  13  but  any  guarantor  or  other  codebtor  as  well.  These  provisions 
may  cause  residential  mortgage  lenders  to  be  extraordinarily  conservative  in 
making  loans  in  cases  where  the  general  financial  resources  of  the  individual 
borrower  are  not  paiticularly  strong.  Serious  consideration  should  be  given  to 
modifying  both  Bills  so  that,  at  the  least,  (i)  a  mortgage  on  the  real  property 
other  than  investment  property  be  modified,  and  (ii)  providing  that  the  stay  of 
actions  against  a  guarantor  or  other  codebtor  is  applicable  only  to  guarantees 
executed  after  the  effective  date  of  the  new  legislation. 

INVESTMENT  OF  FUNDS  OF  THE  ESTATE 

Section  345  both  Bills  is  undesiiably  narrow  in  the  sense  that  unbonded  or 
unsecured  deposits  are  permitted  to  be  made  in  banks  and  savings  and  loan  associ- 
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ations  only  to  the  extent  that  the  deposit  is  federally  insured.  The  current  limit 
on  federal  insurance  is  $40,000  per  account,  which  obviously  means  that  deposits 
in  savings  and  loan  associations  and  certain  banks  will  be  seriously  discouraged. 
We  respectfully  suggest  that  the  Bill  contain  a  provision  permitting  the  unbonded, 
unsecured  deposit  of  the  estate's  funds  in  savings  and  loan  associations,  and  banks, 
and  providing  further  that  such  funds  aie  deemed  to  be  insured  as  public  funds 
within  the  meaning  of  the  FSLIC  and  FDIC  statutes. 

OTHER    PROVISIONS    OF   THE    BILLS 

Although  a  number  of  the  associations  on  whose  behalf  I  am  appearing  also 
have  comments  and  recommendations  regarding  other  provisions  of  the  two  Bills, 
such  as  those  regarding  preferences,  set-off  rights,  and  the  service  of  secured 
creditors  either  on  the  estate's  main  creditors'  committee  or  on  a  separate  com- 
mittee of  secured  creditors,  any  such  recommendations  will  be  filed  with  the 
Subcommittee  separately  before  the  record  closes.  At  this  time,  Mr.  Chairman,  I 
should  like  again  to  express  our  appreciation  for  the  opportunity  to  appear  before 
the  Subcommittee  on  this  matter  of  the  greatest  interest  and  concern  to  the  real 
estate  lending  industry.  Thank  you. 

Mr.  Kulik.  I  should  like  to  call  the  subcommittee's  attention  in  a 
more  general  way  to  the  areas  in  the  bills  of  crucial  interest  and  con- 
cern to  those  of  us  in  the  real  estate  lending  industry,  as  well  as  to 
express  our  appreciation  for  the  careful  and  comprehensive  work  which 
the  Senate  and  House  Judiciary  Committees  have  done  in  the  bank- 
ruptcy area  over  the  last  several  years. 

Certainly,  simplification  and  streamlining  of  the  bankruptcy  laws 
are  long  overdue.  Consolidation  of  the  present  bankruptcy  reorgani- 
zation chapters  would  help  eliminate  time  consuming  and  costly  de- 
lays caused  by  various  parties  contesting  the  appropriate  reorganiza- 
tion chapter  under  which  to  proceed.  The  expansion  of  the  "adequate 
protection"  concept,  which  permeates  the  two  bills,  is  most  welcome. 

I  turn  now  to  the  "cram-down"  provisions. 

As  I  suggested,  however,  there  are  a  number  of  areas  dealt  with 
in  S.  2266  and  H.R.  8200  about  which  secured  real  estate  lenders  are 
greatly  concerned.  One  of  those  areas  is  that  of  the  so-called  "cram- 
down"  under  chapters  X  and  XII  of  the  present  Bankruptcy  Act. 

Under  the  "cram-down"  provisions,  a  secured  creditor's  legal  rights 
can  be  altered  and  modified,  despite  the  fact  that  the  creditor  has  not 
assented  to  the  proposed  plan. 

We  are  particularly  concerned  about  "cram-downs"  under  chapter 
XII  of  the  current  act.  For  many  years,  chapter  XII  was  used  infre- 
quently. However,  in  recent  years,  large  numbers  of  debtors  have 
sought  its  protection  for  a  number  of  reasons. 

First,  as  a  result  of  changes  in  the  bankruptcy  rules  in  1975,  a  plan 
of  arrangement  in  chapter  XII  need  no  longer  be  filed  with  a  petition. 
Second,  since  the  1975  changes,  during  the  bankruptcy  proceedings, 
the  debtor  is  generally  allowed  to  remain  in  possession  although  pre- 
viously a  trustee  was  usually  appointed  immediately. 

As  a  result  of  the  bankrupt  remaining  in  possession,  there  is  a  very 
real  possibility  that  the  income  earned  by  the  property  will  be  diverted. 
This  could  lead  to  the  deterioration  of  the  property  and  the  creation 
of  real  estate  tax  liens. 

Third,  filing  a  chapter  XII  petition  is  attractive  to  many  large  real 
estate  debtors  because  such  filing  acts  as  an  automatic  stay  of  fore- 
closure proceedings,  leading  to  the  abuses  just  mentioned. 

In  many  instances,  the  automatic  stay  has  been  used  by  syndicated 
partnerships  which   originally  entered  into  real  estate  transactions 
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primarily  for  the  purpose  of  realizing  substantial  tax  benefits.  Fore- 
closure results  in  the  individual  partners  becoming  subject  to  recapture 
of  substantial  amounts  of  accelerated  depreciation  taken  earlier  as 
deductions  against  ordinary  income. 

These  factors  encourage  chapter  XII  filings  even  though  there  is 
often  no  realistic  prospect  for  recover}^  These  filings,  I  should  empha- 
size, are  made  by  large  complex  commercial  real  estate  enterprises 
which  were  organized  by  supposedly  experienced  and  sophisticated 
investors. 

The  financial  difficulties  of  such  enterprises  have  caused  the  explo- 
sive growth  in  the  use  of  chapter  XII.  We  are  most  definitely  not 
talking  about  the  small  investor  or  the  so-called  "man  in  the  street." 

Secured  real  estate  lenders  are  greatly  concerned  about  this  sudden 
large  increase  in  the  volume  of  chapter  XII  reorganizations,  in  part 
as  a  consequence  of  the  now  well-known  Pine  Gate  case.  I  refer  to  In 
Re  Pine  Gate  Associates,  Ltd.,  Debtor,  Case  No.  B75-4345A,  U.S.  D.  Ct., 
N.D.  Ga.,  Atlanta  Div.  (1976). 

In  Pine  Gate,  the  "value"  of  the  nonassenting  secured  creditor's 
debt  was  found  to  be  the  appraised  value  of  the  security,  at  a  time  of 
substantially  depressed  real  estate  market  conditions. 

When  a  plan  is  "crammed-down"  in  such  a  manner,  and  under 
section  461(ll)(c)  of  the  present  act,  the  secured  creditor  is  paid  only 
the  depressed  "appraised  value"  of  the  property — even  though  it  is 
substantially  less  than  the  principal  balance  of  the  debt — the  secured 
creditor  loses  any  possibility  of  recovering  the  full  debt  if  the  real 
estate  market  returns  to  more  normal  conditions.  Hence,  the  creditor 
is,  in  substantial  part,  denied  its  security  and  its  contract  rights. 

While  the  Pine  Gate  case  and  the  other  cases  which  have  imposed 
delays  and  losses  upon  lenders  are  harmful  in  themselves,  the  disrup- 
tion which  they  have  caused  has  spread  throughout  the  secured 
lending  industry. 

Managers  of  loan  portfolios  secured  by  real  estate,  including  myself, 
have  been  subjected  to  the  threat  of  bankruptcy  proceedings  by 
debtors  wishing  to  renegotiate  loans  or  otherwise  delay  the  lenders' 
payments. 

In  view  of  the  recent  developments  in  bankruptcy  law,  these 
threats  are  not  empty  ones  and  lending  institutions  are  under  great 
pressure  to  capitulate.  The  pervasive  threat  of  bankruptcy  proceed- 
ings has  had  a  serious  adverse  impact  on  the  real  estate  lending  com- 
munity. Unless  this  situation  is  changed,  the  flow  of  funds  into  new 
mortgages  will  be  greatly  reduced. 

Any  legislation  which  codifies  the  Pine  Gate  result,  or  makes  the 
situation  worse,  would  have  the  gravest  consequences  for  the  real 
estate  lending  industry,  which  annually  pumps  in  excess  of  $86  billion 
into  the  economy. 

For  example,  if  "value"  of  the  security  is  to  be  determined  under  a 
revised  Bankruptcy  Act  in  a  way  which  permits  use  of  depressed  real 
eatate  market  appraisals  of  properties  which  are  security  for  debts,  or 
permits  the  "value"  to  be  determined  by  appraisal  of  physically 
abused  or  mismanaged  properties,  lenders  contemplating  new  real 
estate  loans  would  be  faced  with  intolerable  uncertainty. 

I  should  like  to  emphasize  that  the  matter  of  how  secured  interests 
are  to  be  "valued"  is,  of  course,  a  crucial  one  as  to  any  number  of 
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proposed  amendments  to  the  bankruptcy  laws.  The  determination  of 
"value"  affects  the  dollar  amount  of  "secured  claims,"  the  interest 
that  must  be  "adequately  protected,"  and  other  issues. 

We  hope  that  the  closest  attention  will  be  given  b}r  the  Congress  to 
appropriate  valuation  methods.  We  respectfully  urge  that  Congress 
require  that  appropriate  appraisal  methods  are  used  to  arrive  at 
"value"  and  that  appriasers  appointed  by  the  courts  understand  that 
a  secured  creditor  has  the  staying  power  and  financial  resources  to 
restore  distressed  properties  to  their  earlier  value  once  the  creditor 
has  title. 

With  respect  to  "cram-downs,"  although  the  "absolute  priority" 
rule  of  present  chapter  X  has  been  partially  incorporated  in  the 
revised  reorganization  provisions,  this  does  not  cure  the  problem, 
since  the  secured  lender  has  only  a  "secured  claim"  for  the  possibly 
depressed  "appraised  value"  of  the  security. 

In  addition,  at  least  at  present,  under  section  461  (11) (c)  if  a  plan  is 
"crammed-down,"  a  lender  receives  the  appraised  value  of  the  secu- 
rity in  cash.  Under  the  two  bills,  however,  if  the  normal  confirmation 
procedure  does  not  go  forward  under  section  1129(a)  of  H.R.  8200 
and  section  1130(a)  of  S.  2266,  the  secured  creditor  is  subject  to  a 
"cram-down"  pursuant  to  sections  1129(b)  and  1130(b)  and  (c)  and 
is  forced  to  accept  property  which  might  include  securities  of  the 
debtor  in  place  of  cash  payment. 

We  are,  of  course,  aware  of  the  permissive  language  regarding 
"cram-downs"  contained  in  S.  2266  as  contrasted  to  the  mandatory 
language  of  H.R.  8200.  This  is  a  distinct  improvement  from  our 
perspective. 

However,  if  the  intent  is  to  limit  the  situations  where  "cram-downs" 
are  to  be  permitted,  we  think  it  crucial  that  such  limitations  be  spelled 
out  carefully  in  the  new  legislation. 

For  example,  as  indicated  above,  the  type  of  bankruptcy  that  is 
particularly  troublesome  and  unfair  to  secured  lenders  involves 
limited  partnerships  composed  of  wealthy  individuals  seeking  tax 
shelter.  These  partnerships  generally  are  formed  to  purchase  a  single 
piece  of  real  estate.  Typically,  the  loan  documents  provide  that  the 
lender  is  only  able  to  look  to  the  asset  in  satisfaction  of  the  indebtness 
and  cannot  proceed  against  the  partners  personally. 

Therefore,  the  public  policy  implicit  in  the  bankruptcy  laws  favor- 
ing reorganization  does  not  apply  in  this  situation. 

In  all  fairness,  the  secured  lender  in  the  single  asset,  nonrecourse 
loan  bankruptcy  should  be  permitted  to  enforce  fully  its  contract 
rights. 

We  recommend  that  Congress  consider  most  carefully  whether  the 
"cram-down"  and  substitution  of  security  provisions  of  section  1130 
of  S.  2266  and  section  1129  of  H.R.  8200  should  apply  at  all  in  such 
bankruptcies. 

With  respect  to  "adequate  protection"  under  section  361  of  the  two 
bills,  which  relates  to  sections  362-364,  dealing  with  automatic  stays 
use,  sale,  or  lease  of  property,  and  obtaining  credit,  respectively,  we 
greatly  prefer  the  approach  contained  in  S.  2266,  which  limits  the 
means  by  which  "adequate  protection"  can  be  afforded  to  secured 
creditors  to  two:  periodic  cash  payments  to  a  creditor  made  by  a 
trustee,  and  an  additional  or  replacement  lien  to  protect  against 
decrease  in  the  value  of  a  creditor's  interest  in  property. 
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We  believe  that  the  additional  alternative  "adequate  protection" 
provisions  in  H.R.  8200  arc  unnecessary  and  increase  the  risk  to  the 
secured  creditor. 

However,  we  think  that  a  provision  should  be  added  to  section  361 
requiring  that  any  income  from  rental  properties  be  reserved  to  the 
extent  necessary  for  operation  and  maintenance  of  the  property  and 
for  real  estate  taxes,  and  that  payment  be  made  into  a  court  supervised 
account  of  any  remaining  amounts  available  for  debt  service. 

With  regard  to  section  362  of  the  two  bills  concerning  automatic 
stays,  we  believe  that  in  certain  respects  these  provisions  would  be 
substantial  improvements  over  current  law.  Particularly,  the  provision 
of  section  362(d)  authorizing  the  court  to  grant  relief  from  a  stay  upon 
a  showing  of  cause,  when  combined  with  section  362(e),  providing 
that  a  stay  shall  automatically  terminate  with  respect  to  the  party 
requesting  relief  within  30  days  of  the  request,  unless  the  court 
extends  the  stay,  is  an  important  change. 

Absent  an  automatic  termination  provision,  a  court  can  effectively 
deny  relief  from  a  stay  merely  by  delaying  decision.  Section  362(g), 
providing  that  the  party  supporting  the  stay  bears  the  burden  of  proof 
on  the  question  of  whether  or  not  "adequate  protection"  of  a  creditor's 
interest  has  been  provided  is  also  important. 

As  for  differences  between  the  two  bills,  the  provision  in  section 
362(d)  in  S.  2266,  which  does  not  appear  in  H.R. 8200,  that  the  court 
shall  grant  relief  from  a  stay  if  the  court  finds  that  the  debtor  has  no 
equity  in  the  property  in  question,  is  one  which  we  endorse. 

However,  there  are  some  additional  changes  in  the  stay  provisions 
which  we  strongly  urge  the  subcommittee  to  consider. 

First,  there  would  seem  to  be  no  apparent  reason  why  stays  should 
not  be  limited  to  enjoin  only  execution  of  a  secured  creditor's  judg- 
ment, while  permitting  a  creditor,  following  appropriate  notice,  to 
prosecute  a  claim  to  judgment  in  local  courts. 

Such  modification  of  the  stay  provisions  would,  without  harming 
the  debtor  or  conflicting  with  the  goals  of  bankruptcy,  significantly 
aid  secured  creditors  by  reducing  the  substantial  overall  time  necessary 
to  foreclose  in  the  majority  of  States. 

Second,  in  our  opinion,  stay  provisions  should  not  apply  with  respect 
to  property  developed  or  held  for  sale  or  investment  where  such 
property  is  not  necessary  for  continuation  of  the  debtor's  primary 
business.  This  limitation  on  stays,  by  its  very  nature,  would  not 
conflict  with  the  goal  of  debtor  rehabilitation. 

Third,  stays  should  be  limited  in  the  context  of  single  project 
real  estate  entities  where  experience  shows  that  inept  management 
or  a  poor  market,  or  a  combination  of  both,  is  usually  the  cause  of 
insolvency,  making  rehabilitation  unlikely  to  succeed. 

In  such  cases,  the  automatic  stay  should  terminate  after  a  fixed 
period,  such  as  60  days,  unless  the  debtor  can  successfully  show  that 
reorganization  is  reasonably  likely  to  succeed. 

I  turn  now  to  use,  sale,  or  lease  of  property. 

Section  363  in  both  bills  provides  for  the  use,  sale  or  lease  of 
property  of  the  estate  by  the  trustee.  We  support  the  changes  from 
H.R.  8200  in  section  363  which  are  found  in  S.  2266. 

Specifically,  the  inclusion  of  "rents"  within  the  definition  of  "soft 
collateral"  contained  in  section  363(a),  the  addition  of  language  in 
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section  363(e)  regarding  bidding  by  a  creditor  at  a  proposed  sale  of 
property  by  the  trustee  and  set  off  against  the  purchase  price  of  the 
property  of  up  to  the  amount  of  the  creditor's  claim,  and  the  addition 
in  section  363(f)  of  language  concerning  sale  of  an  interest  in  property 
at  no  less  then  a  "fair  upset  price"  on  at  least  30  days'  notice  to 
creditors  with  an  interest  in  the  property,  are  all  desirable  changes. 

We  would  suggest  additional  changes  in  section  363  as  follows: 

One :  Adequate  protection  of  the  secured  creditor  should  be  a  pre- 
condition to  use,  sale  or  lease  of  property,  instead  of  requiring  that  • 
creditor  must  take  the  initiative  to  request  protection; 

Two :  Consideration  should  be  given  to  tightening  procedures  for 
segregating,  and  perhaps  paying  to  the  secured  creditor,  during  the 
period  of  trustee  use,  any  rent  or  other  income  from  real  property 
on  which  a  secured  creditor  has  a  lien ; 

Three:  Authorization  granted  by  the  bankruptcy  judge  to  use,  sell 
or  lease  property  should  be  stayed  for  a  period  sufficient  to  permit  the 
filing  of  an  appeal,  for  example,  10  days,  and  for  the  pendency  of  any 
appeal  taken;  and 

Four:  There  should  be  more  specific  protection  against  use  of  "soft 
collateral"   that   consists   of  proceeds   of  sale  of   "hard   collateral." 

As  for  obtaining  credit,  section  364  of  both  bills  provides  in  sub- 
section (d)  that  if  the  trustee  cannot  obtain  unsecured  credit,  or 
secured  credit  which  does  not  affect  the  priority  of  existing  lien 
holders,  then  the  court  may  authorize  obtaining  of  credit,  after  notice 
and  hearing,  secured  by  a  lien  on  the  property  of  the  estate  which  is 
senior  or  equal  to  existing  liens,  so  long  as  the  existing  lienholders' 
interests  are  "adequately  protected." 

Here,  as  in  the  earlier  sections  noted,  one  of  the  key  considerations 
is  the  specificity  with  which  "adequate  protection"  will  be  defined 
and  circumscribed.  It  would  also  be  desirable  to  add  a  provision  to 
section  364  staying  the  imposition  of  any  equal  or  senior  lien  for  a 
period  sufficient  to  permit  the  filing  of  an  appeal,  for  example,  ten 
days,  and  for  the  pendency  of  any  appeal  so  taken,  from  an  order  of 
the  bankruptcy  court. 

As  for  executory  contracts  and  unexpired  leases,  section  365(a) 
of  the  two  bills,  provides  that  a  trustee  may  either  assume  or  reject 
an  executory  contract  or  unexpired  lease  of  the  debtor,  subject  to 
the  provisions  of  section  365(b)  to  the  effect  that  if  there  has  been  a 
default  by  the  debtor,  a  trustee  may  assume  a  contract  or  lease  only  if 
he:  (1)  Cures,  or  provides  "adequate  assurance"  that  he  will  promptly 
cure,  such  default  and  (2)  compensates,  or  provides  "adequate 
assurance"  that  he  will  promptly  compensate,  the  other  party  to  the 
contract  or  lease  for  any  actual  loss  as  a  result  of  default  and  (3) 
provides  adequate  assurance  of  future  performance  under  the  con- 
tract or  lease. 

Obviously,  the  addition  to  section  365(b)(3)  to  S.  2266,  which  does 
not  appear  in  H.R.  8200,  is  of  considerable  value  and  importance  to 
lenders,  providing  as  it  does  for  termination  of  a  lease  pursuant  to 
provisions  in  the  lease:  (1)  In  straight  bankruptcy  cases;  (2)  where  the 
lease  was  entered  into  before  the  effective  date  of  the  bankruptcy  law 
amendments;  (3)  where  the  property  leased  is  not  essential  to  the 
debtor's  business;  or,  (4)  where  the  rent  payable  pursuant  to  the  lease 
is  substantially  less  than  the  "fair  rental  value"  of  the  property  leased. 
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Although  obviously  enforceability  of  termination  clauses  in  leases, 
regardless  of  when  they  were  entered  into,  is  preferable  from  the 
secured  lender's  point  of  view  to  the  new  language  in  S.  2266,  the 
importance  of  the  changes  already  incorporated  in  the  Senate  bill 
can  perhaps  be  illustrated  by  the  example  of  shopping  centers,  which 
typically  involve  complex,  long-term  interrelated  leases  and  are 
financed  under  long-term  loan  agreements. 

If  the  shopping  center  owner  does  not  have  the  right  to  terminate  a 
lease  in  the  event  of  a  tennant's  bankruptcy,  there  is  no  effective  way 
in  which  a  shopping  center  lender  can  protect  against  a  disruption  of 
tenant  mix  through  undesirable  assignments  by  the  trustee  in  bank- 
ruptcy. 

Also,  since  percentage  rentals  are  very  important  in  the  shopping 
center  business,  continuation  of  the  same  business  by  the  trustee  of  a 
major  lessee  on  a  substantially  reduced  basis  would  have  most  adverse 
consequences  for  the  lessor,  greatly  lessening  his  cash  flow  and  perhaps 
threatening  his  own  financial  position  vis-a-vis  his  lenders. 

Therefore,  to  continue  the  shopping  center  example,  if  termination 
clauses  contained  in  leases  are  not  to  be  enforceable  in  all  circum- 
stances, in  those  cases  in  which  a  trustee  is  permitted  either  to  assume 
or  assign  a  lease,  we  would  recommend  that  additional  language  be 
added  to  section  365  on  such  questions  as  what  would  constitute 
"adequate  assurance": 

One,  as  to  the  source  of  rental  payments  due  under  the  lease;  two, 
that  percentage  rents  would  not  decline  substantially;  three,  that 
assignment  or  assumption  would  not  breach  valid  restrictive  clauses  in 
other  leases  or  agreements;  and  four,  that  tenant  mix  will  not  be  dis- 
rupted by  assumption  or  assignment. 

Similar  considerations  as  to  what  might  constitute  "adequate  as- 
surance" would  apply  in  case  of  a  number  of  other  executory  contract 
or  lease  situations. 

I  turn  now  to  the  National  Housing  Act  exemption. 

There  are  prohibitions  in  the  Bankruptcy  Act  at  present,  in  chapter 
X — section  263,  and  chapter  XII — section  517 — which  provide  that 
nothing  in  those  chapters  shall  be  deemed  to  affect  or  apply  to  the 
creditors  of  any  corporation  under  a  mortage  insured  pursuant  to  the 
National  Housing  Act  and  amendments  thereto. 

The  chapter  XII  provision  also  prohibits  "extension  or  impairment 
of  any  secured  obligation  held  by  Home  Owners'  Loan  Corporation  or 
any  Federal  Home  Loan  Bank  or  member  thereof." 

These  exemptions  are  not  contained  in  either  of  the  bills,  and  there 
is  no  reference  in  the  House  Judiciary  Committee  Report  on  H.R. 
8200  to  the  exemptions  in  the  existing  law  or  the  reasons  why  the 
exemptions  do  not  survive  in  the  bills. 

Insofar  as  we  have  been  able  to  determine,  the  omission  of  these 
exemptions  in  H.R.  8200  and  S.  2266  was  merely  an  oversight.  In  any 
event,  these  longstanding  exemptions  are  just  as  important  today  as 
they  have  been  in  the  past,  and  we  strongly  suggest  that  the  exemp- 
tions be  retained  so  that  the  home  financing  roles  performed  by  the 
FHA  insurance  program  and  the  Federal  Home  Loan  Bank  system, 
which  have  produced,  over  the  jears,  shelter  for  millions  of  low  and 
moderate-income  families,  will  not  be  diminished. 

I  turn  now  to  chapter  13,  individual  with  regular  income. 
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The  proposed  chapter  13  in  both  bills,  providing  for  the  adjustment 
of  debts  of  an  individual  with  regular  income,  includes  two  fairly 
significant  changes,  compared  to  existing  law,  that  may  have  the  un- 
intended effect  of  restricting  the  flow  of  home  mortgage  money. 

First,  similar  to  the  situation  discussed  previously  in  the  commercial 
context,  the  holder  of  a  mortgage  on  real  estate  may  be  forced  to  give 
up  its  specific  security  in  return  for  some  other  property  of  uncertain 
value. 

Second,  the  stay  of  actions  by  the  creditor  protects  not  only  the 
individual  debtor  under  chapter  13  but  any  guarantor  or  other  co- 
debtor  as  well. 

These  provisions  may  cause  residential  mortgage  lenders  to  be 
extraordinarily  conservative  in  making  loans  in  cases  where  the  gen- 
eral financial  resources  of  the  individual  borrower  are  not  particularly 
strong. 

Serious  consideration  should  be  given  to  modif}'ing  both  bills  so 
that,  at  the  least :  One,  a  mortgage  on  real  property  other  than  invest- 
ment property  may  not  be  modified,  and  two,  providing  that  the  stay 
of  actions  against  a  guarantor  or  other  codebtor  is  applicable  only  to 
guarantees  executed  after  the  effective  date  of  the  new  legislation. 

As  for  investment  of  funds  of  the  estate,  section  345  of  both  bills  is 
undesirably  narrow  in  the  sense  that  unbonded  or  unsecured  deposits 
are  permitted  to  be  made  in  banks  and  savings  and  loan  associations 
only  to  the  extent  that  the  deposit  is  federally  insured.  The  current 
limit  on  Federal  insurance  is  $40,000  per  account,  which  obviously 
means  that  deposits  in  savings  and  loan  associations  and  certain  banks 
will  be  seriously  discouraged. 

We  respectfully  suggest  that  the  bill  contain  a  provision  permitting 
the  unbonded,  unsecured  deposit  of  the  estate's  funds  in  savings  and 
loan  associations,  and  banks,  and  providing  further  that  such  funds 
are  deemed  to  be  insured  as  public  funds  within  the  meaning  of  the 
FSLIC  and  FDIC  statutes. 

As  for  other  provisions  of  the  bills,  although  a  number  of  the  as- 
sociations on  whose  behalf  I  am  appearing  also  have  comments  and 
recommendations  regarding  other  provisions  of  the  two  bills,  such  as 
those  regarding  preferences,  setoff  rights,  and  the  service  of  secured 
creditors,  either  on  the  estate's  main  creditors'  committee  or  on  a 
separate  committee  of  secured  creditors,  any  such  recommendations 
will  be  filed  with  the  subcommittee  separately  before  the  record  closes. 

At  this  time,  Mr.  Chairman,  I  should  like  again  to  express  our  ap- 
preciation for  the  opportunity  to  appear  before  the  subcommittee  on 
this  matter  of  the  greatest  interest  and  concern  to  the  real  estate 
lending  industry  which  greatly  needs  relief  from  the  existing  bank- 
ruptcy laws  before  it  is  forced  to  consider  alternative  investments 
with  its  funds. 

Thank  }Tou  very  much. 

Senator  DeConcini.  Thank  you,  Mr.  Kulik. 

Your  last  statement  there  interests  me  a  great  deal,  having  been 
associated  with  a  savings  and  loan.  What  other  investments  would  a 
savings  and  loan  look  to? 

Mr.  Kulik.  Mr.  Chairman,  I  would  like  to  reply  in  this  manner.  In 
order  to  avoid  the  "cram-down,"  we  have,  on  occasion,  gone  back  to 
the  executive  committee  of  our  Board,   which  has  to  approve  any 
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forebearance  on  existing;  mortgages.  Invariably  the  question  lias  been 
raised  by  Board  members  that  if  we  cannot  enforce  our  first  lien  and 
if  it  really  does  not  mean  anything;  under  existing;  bankruptcy  laws, 
then  why  do  we  continue  to  make  mortgages. 

Senator  DeConcini.  What  is  your  answer? 

Mr.  Kulik.  My  answer  has  been  that  there  is  consideration  to 
reform  the  existing;  bank  laws.  I  am  hopeful  that  will  cure  this  problem. 

Senator  DeConcini.  If  it  did  not  change,  you  do  not  really  suggest 
that  savings  and  loans  and  mortgage  bankers  will  stop  lending  money, 
do  you? 

Mr.  Kulik.  Mr.  Chairman,  I  would  have  to  speak  for  the  life  insur- 
ance industry.  I  think  we  would  channel  more  of  our  funds  into  direct 
placements  and  bond  purchases  and  stay  away  from  mortgages,  par- 
ticularly where  limited  partnerships  are  the  borrowers. 

Senator  DeConcini.  But  not  as  to  individuals? 

Mr.  Kulik.  Let  me  ask  counsel,  but  I  believe  individuals  are  in  the 
same  category  as  limited  partnerships. 

Counsel  tells  me  it  is  not  as  serious  for  individuals. 

Senator  DeConcini.  But  notwithstanding,  there  have  been  times 
that  savings  and  loan  associations  in  Arizona  have  really  been  anxious 
to  loan  money,  notwithstanding  the  present  law.  That  happens  to  be 
the  case  right  now.  That  has  not  always  been  the  case. 

So,  I  wonder  what  really  detrimental  effect  there  is.  The  last  part  of 
your  statement  left  me  with  the  indication  that  this  is  so  severe  that  if 
we  do  not  do  something,  it  will  severely  strangle  the  home  loan  mort- 
gage business.  I  realize  the  severity  of  your  problem. 

Your  statement  is  excellent,  but  I  challenge  the  fact  that  it  is  as 
severe  as  you  left  me  with  on  the  last  closing  statement  that  3^011  made. 

Mr.  Kulik.  Mr.  Chairman,  counsel  has  asked  to  reply. 

Mr.  O'Malley.  Mr.  Chairman,  would  you  indulge  me  to  speak  to 
that  point? 

Senator  DeConcini.  Certainly. 

Mr.  O'Malley.  With  respect  to  the  savings  and  loans,  in  particular, 
and  the  future  prospects  for  loans  to  individuals  under  the  proposed 
bills,  there  is  really  only  one  basic  problem.  That  is,  the  provision  in 
both  bills  that  provides  for  modification  of  the  rights  of  the  secured 
creditor  on  residential  mortgages,  a  provision  that  is  not  contained  in 
present  law. 

I  think  the  answer  to  your  question  is  that,  of  course,  savings  and 
loans  will  continue  to  make  loans  to  individual  homeowners,  but  they 
will  tend  to  be,  I  believe,  extraordinarily  conservative  and  more  con- 
servative than  they  are  now  in  the  flow  of  credit. 

It  seems  to  me  they  will  have  to  recognize  that  there  is  an  additional 
business  risk  presented  by  either  or  both  of  these  two  bills  if  the 
Congress  enacts  chapter  XIII  in  the  form  proposed,  thus  providing  for 
the  possibility  of  modification  of  the  rights  of  the  secured  creditor 
in  the  residential  mortgage  area. 

I  think  the  answer  is  that  they  will  be  much  more  conservative  than 
they  have  been  in  the  past. 

Senator  DeConcini.  Thank  you  very  much,  gentlemen. 

Mr.  Kulik.  I  thank  you,  sir. 

Senator  DeConcini.  We  appreciate  your  testimony  and  any 
supplemental  statements  that  you  would  like  to  submit  for  the  record 
will  be  inserted  at  this  point.  Without  objection,  so  ordered. 

22-510— 7S— 46 


716 

[The  supplemental  statement  of  the  National  Association  of  Real 
Estate  Investment  Trusts  follows:] 

Memorandum  of  the  National  Association  of  Real  Estate  Investment 

Trusts 

This  Memorandum  is  a  supplement  to  and  extension  of  testimony  offered  by 
Edward  J.  Kulik,  Senior  Vice  President  of  the  Massachusetts  Mutual  Life  Insur- 
ance Company,  before  this  Committee  on  November  29,  1977  on  behalf  of  The 
National  Association  of  Real  Estate  Investment  Trusts  (hereinafter  "NAREIT") 
and  several  other  organizations  of  real  estate  lenders. 

We  appreciate  the  opportunity  to  offer  additional  comments  on  S.  2266  on 
certain  areas  of  interest  to  the  real  estate  lending  and  investment  industry. 

We  will  concentate  our  comments  on  three  general  topics  of  great  concern: 
(1)  Automatic  stays,  use  of  collateral  and  financing  [sections  361-364];  (2)  Execu- 
tory contracts  [section  365];  and  (3)  Alteration  or  modification  of  the  rights  of 
secured  creditors  in  business  rehabilitation  cases  [sections  1124,  1130].  Obviously 
there  are  other  aspects  of  the  pending  legislation  that  are  also  of  concern  to  the 
members  of  NAREIT  but  we  believe  that  these  three  general  subjects  are  the 
most  significant. 

1.  AUTOMATIC  STAYS,  USE  OF  COLLATERAL  AND  FINANCING  [361-364] 

While  it  is  necessary  that  there  be  a  "breathing  space"  at  the  start  of  any 
bankruptcy  proceeding  which  in  turn  necessitates  a  stay  of  creditor  action,  we 
believe  that  bankruptcy  legislation  should  lecognize  that  not  every  business  or 
real  estate  venture  can  be  rehabilitated  and  that  there  is  no  proper  purpose  to  be 
served  by  prolonging  hopeless  cases  at  the  expense  of  creditors.  S.  2266  and  H.R. 
8200  both  contain  recognition  of  the  right  of  secured  creditors  to  receive  "adequate 
protection"  for  their  interest  in  the  debtor's  property,  which  is  in  our  view  a 
substantial  improvement  from  the  present  Bankruptcy  Act.  We  are,  however, 
still  concerned  by  certain  aspects  of  the  stay  provisions  which  unless  remedied 
could  lead  to  serious  abuses  by  debtors. 

a.  Priority 

Although  the  matter  could  possibly  be  covered  in  the  new  Rules  of  Bankruptcy 
Procedure,  we  believe  that  it  would  be  more  appropriate  to  provide  by  statute 
that:  (i)  requests  for  relief  under  section  362  and  section  363  be  given  a  calendar 
priority;  (ii)  counterclaims  and  offsets  seeking  money  damages  may  not  be 
asserted  in  response  to  requests  for  relief;  and  (iii)  the  court  be  required  to  act 
upon  such  request  within  thirty  (30)  days  after  the  hearing.  These  three  changes, 
if  implemented,  would  go  a  long  way  toward  guaranteeing  prompt  relief  to  credi- 
tors in  cases  where  damage  is  most  likely  to  occur.  With  respect  to  the  question  of 
counter  claims  and  offsets,  the  Bankruptcy  Court,  if  there  is  to  be  expanded  and 
pervasive  jurisdiction,  could  ultimately  hear  the  matters  raised,  but  the  debtor 
or  trustee  should  not  be  able  to  force  upon  the  secured  creditor  the  Hobson's 
choice  of  either  trying  major  lawsuits  in  a  brief  period  of  time  or  foregoing  the 
prompt  hearing  offered  by  the  statute.  We  note  that  it  is  recognized  in  the  Report 
of  the  House  Judiciarv  Committee  concerning  Bankruptcy  Law  Revision  (H.  Rep. 
95-595,  95th  Cong.  1st  Sess.,  Sept.  8,  1977)  (hereinafter  the  "House  Report") 
at  p.  344  that  the  expedited  hearing  "will  not  be  the  appropriate  time  at  which  to 
bring  in  other  issues,  such  as  counterclaims  against  the  debtor  on  largely  unrelated 
issues."  This  matter  is  simply  too  important  to  be  left  to  legislative  history  and 
should  be  incorporated  in  the  statute.  Accordingly,  we  suggest  the  following: 
(i)  Section  362(d)  and  section  363(e)  should  each  be  amended  by  adding 
an  additional  sentence  reading  as  follows: 

"The  hearing  of  such  motion  shall  take  precedence  over  all  matters  except 
older  matters  of  the  same  character." 

(ii)  Where  the  word  "request"  is  used  in  section  362  (d)  and  (e)  and  in 
section  363(e)  the  word  "motion"  should  be  substituted. 

(iii)  The  first  sentence  of  section  362(d)  should  be  amended  to  read: 
"On  motion  of  a  party  in  interest,  after  notice  and  a  hearing,  and  for  cause, 
including  the  lack  of  adequate  protection  of  an  interest  in  property  of  such 
party  in  interest  the  court  shall  within  thirty  days  of  such  hearing  grant 
relief  from  the  stay  provided  under  subsection  (a)  of  this  section,  such  as  by 
terminating,  annulling,  modifying  or  conditioning  such  stay." 
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b-  Soft  collateral 

It  is  a  matter  of  great  concern  to  the  members  of  NAREIT  that  section  363(c)  (2) 
permits  a  debtor  to  use  and  consume  "soft  collateral"  for  five  days  after  the  filing 
of  a  bankruptcy  petition  without  the  consent  of  the  secured  creditor  and  without 
court  authority  as  long  as  notice  is  given,  which,  we  assume,  means  deposited  in 
the  mails.  "Soft  collateral"  under  section  363(a)  includes  rents  from  real  property. 
While  the  needs  of  the  debtor  at  the  outset  of  a  proceeding  may  suggest  such  an 
approach,  the  risk  and,  in  fact,  near  certainty  of  irreparable  harm  to  a  secured 
creditor  is  quite  obvious.  We  suggest  that  the  only  type  of  "soft  collateral"  that 
should  be  used  without  a  prior  noticed  hearing  is  inventory  and  that  section 
363(c)  (2)  be  so  amended.  While  it  is  possible  that  the  needs  of  a  particular  debtor 
may  require  the  use  of  rents,  cash  or  other  "soft  collateral"  during  the  five-day 
period,  we  see  no  reason  why  use  of  this  sort  should  not  be  conditioned  on  a  prior 
noticed  hearing  which,  of  course,  could  be  held  on  shortened  notice  during  the 
five-day  period.  This  is  the  way  that  emergencies  of  this  sort  are  presently  han- 
dled. The  wording  of  the  existing  section  363  in  S.  2266  and  H.R.  8220  simply 
gives  the  debtor  a  license  to  dissipate  a  wide  range  of  "soft  collateral"  over  a 
five-day  period  without  any  restriction  other  than  the  requirement  that  it  be  done 
in  the  ordinary  course  of  business.  It  is  entirely  possible  that  this  broad  mandate 
is  unwise  and  violates  the  recognized  property  rights  of  secured  creditors  under 
the  takings  clause  of  the  Fifth  Amendment  to  the  Constitution.  We  suggest  that 
section  363(c)  should  be  amended  to  read  in  part  as  follows: 

"(2)  Before  the  trustee  may  use,  sell,  or  lease  inventory,  the  trustee  shal 
transmit  notice  of  such  use,  sale,  or  lease  to  the  entity  that  has  an  interest  in 
such  inventory.  The  trustee  may  not  so  use,  sell,  or  lease  such  inventory  for  more 
than  five  days  after  transmittal  of  such  notice,  unless  the  court,  after  notice  and 
a  hearing,  authorizes  such  use,  sale,  or  lease  in  accordance  with  the  provisions 
of  this  section.  A  hearing  under  this  paragraph  may  be  a  preliminary  hearing,  or 
may  be  consolidated  with  a  hearing  under  subsection  (e)  of  this  section.  If  the 
hearing  under  this  paragraph  is  a  preliminary  hearing,  the  court  may  authorize 
such  use,  sale,  or  lease  only  if  there  is  a  reasonable  likelihood  that  the  trustee 
will  prevail  at  the  final  hearing  under  subsection  (e)  of  this  section. 

"(3)  The  trustee  may  not  use,  sell,  or  lease  soft  collateral  other  than  inventory, 
unless  the  court,  after  notice  and  a  hearing,  authorizes  such  use,  sale,  or  lease  in 
accordance  with  the  provisions  of  this  section.  A  hearing  under  this  paragraph 
may  be  a  preliminary  hearing,  or  may  be  consolidated  with  a  hearing  under  sub- 
section (e)  of  this  section.  If  the  hearing  under  this  paragraph  is  a  preliminary 
hearing,  the  court  may  authorize  such  use,  sale,  or  lease  only  if  there  is  a  reason- 
able likelihood  that  the  trustee  will  prevail  at  the  final  hearing  under  subsection 
(e)  of  this  section." 

c.  Changes  from  H.R.  8200 

There  are  three  significant  changes  from  H.R.  8200  contained  in  S.  2266  with 
respect  to  stays  and  use  of  collateral.  The  first,  in  Section  361,  is  the  deletion  of 
the  giving  of  a  priority  or  some  other  form  of  relief  as  adequate  protection.  We 
have  significant  doubts  about  the  wisdom  of  the  giving  of  a  priority  as  a  means 
of  adequately  protecting  the  secured  creditor,  and  for  this  reason  would  support 
the  deletion  of  both  Section  361(3)  and  (4)  from  H.R.  8200.  The  second  change 
is  in  Section  362  where  S.  2266  would  require  the  giving  of  relief  from  the  stay 
based  upon  a  finding  of  no  "equity"  in  the  collateral.  We  strongly  support  this 
change,  particularly  in  the  context  of  liquidating  bankruptcy  and  in  Chapter  11 
proceedings  that  are  in  the  nature  of  a  liquidation  or  in  any  case  where  the  debtor 
has  no  real  need  for  the  property.  Finally,  we  support  the  new  language  in  Section 
363(e)  which  provides  that  an  entity  that  has  an  interest  in  property  being  sold 
may  bid  at  the  sale  and  set  off  its  claim.  The  latter  provision  is  particularly  impor- 
tant and  should  operate  without  regard  to  prior  determinations  of  value  under 
Section  506(a). 

d.  Obtaining  credit 

Section  364  of  both  Bills  provides  in  subsection  (d)  that  if  the  trustee  cannot 
obtain  unsecured  credit  or  secured  credit  without  disturbing  the  piiority  of  exist- 
ing liens,  then  the  court  may  after  notice  and  hearing  authorize  the  obtaining  of 
credit  secured  by  a  lien  on  property  of  the  estate  which  is  senior  or  equal  to 
existing  liens.  The  only  requirement  is  that  the  secured  creditor  be  "adequately 
protected"  as  defined  in  Section  361.  Due  to  the  unique  nature  of  real  estate, 
NAREIT  suggests  that  a  lien  prior  or  equal  to  an  existing  lien  be  authorized 
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only  where  there  will  be  a  demonstrated  equity  in  the  property  after  imposition 
of  the  new  lien  or  where  the  proceeds  of  the  new  credit  will  be  solely  used  for  the 
betterment  of  the  property.  We  suggest  that  Section  364(d)  should  be  amended 
to  read: 

"(d)(1)  The  court,  after  notice  and  a  hearing,  may  authorize  the  obtaining  of 
credit  or  the  incurring  of  debt  secured  by  a  senior  or  equal  lien  on  property  of  the 
estate  that  is  subject  to  a  lien  only  if — 

"(A)  the  trustee  is  unable  to  obtain  such  credit  otherwise;  and 
"(B)  there  is  adequate  protection  of  the  interest  of  the  holder  of  the  lien 
on  the  property  of  the  estate  on  which  such  senior  or  equal  lien  is  proposed 
to  be  granted;  and 

"(C)  where  the  property  of  the  estate  on  which  such  senior  or  equal  lien  is 
proposed  to  be  granted  is  real  property  or  a  leasehold  interest  in  real  property, 
the  value  of  such  property  after  imposition  of  such  senior  or  equal  lien  will 
be  greater  than  all  liens  thereon  and  the  proceeds  of  the  credit  are  used  for 
the  maintenance,  improvement  or  betterment  of  that  property. 
"(2)  In  any  hearing  under  paragraph  (1)  of  this  subsection,  the  trustee  has 
the  burden  of  proof  on  the  issue  of  adequate  protection." 

e.  Dismissal  or  conversion 

NAREIT  supports  the  wording  of  section  1112(b)  of  S.  2266  which  would  permit 
a  Chapter  11  proceeding  to  be  dismissed  where  continuing  losses  are  likely  or 
where  there  is  no  reasonable  possibility  of  rehabilitation.  This  change  is  consistent 
with  existing  law  which  would  permit  such  matters  to  be  raised  at  a  "good  faith" 
hearing  in  Chapter  X  or  an  "indemnity"  hearing  in  Chapter  XI. 

2.    EXECUTORY   CONTRACTS   [§365] 

It  is  well  recognized  that  so  called  "ipso  facto"  termination  clauses  in  leases  can 
frustrate  legitimate  rehabilitative  efforts  under  existing  law  and,  therefore,  we  can 
understand  the  necessity  for  many  of  the  changes  in  section  365  concerning  execu- 
tory contracts.  However,  there  are  many  aspects  of  section  365  that  are  of  concern 
to  NAREIT  in  both  Bills,  although  in  several  respects  the  S.  2266  version  is 
preferable. 

a.  Asstimption  of  loan  commitments 

It  is  possible  to  read  section  365  as  permitting  a  trustee  or  debtor  to  force  a 
lender  to  lend  money  to  him  or  even  to  his  assignee  based  upon  a  pre-filing  commit- 
ment. The  House  Report  makes  it  clear  that  section  365(e)  is  intended  to  prevent 
a  trustee  from  assuming  contracts  such  as  loan  commitments  but  NAREIT  be- 
lieves that  this  issue  is  too  important  to  be  left  to  coverage  in  legislative  history 
and  reference  to  non-bankruptcy  law.  The  statute  should  be  amended  to  clearly 
preclude  any  suggestion  that  extensions  of  new  credit  to  a  debtor  or  trustee  could 
be  required",  whether  in  the  form  of  loans,  securities  purchases,  or  equipment 
deliveries.  An  area  of  particular  concern  to  NAREIT  is  that  of  construction  loans, 
most  of  which  are  made  on  the  basis  of  takeout  commitments  from  insurance 
companies  or  other  institutional  lenders.  The  risk  that  this  commitment  may  be 
assumed  or  assigned  by  a  trustee  or  debtor  in  a  bankruptcy  proceeding  will  have 
a  chilling  effect  on  the  ability  of  all  but  the  most  financially  sound  developers  to 
obtain  takeout  commitments. 

To  resolve  this  critical  problem  NAREIT  suggests  that  Section  365(b)  and 
Section  365(e)  should  be  amended  as  follows: 

(i)  by  adding  a  new  paragraph  (4)  to  Section  365(b)  as  follows: 

"(4)    Notwithstanding   anything  to   the   contrary   contained   in  this 

section,  the  trustee  may  not  assume  an  executory  contract  to  make  a 

loan  or  deliver  equipment  to  or  to  issue  a  security  of  the  debtor." 

(ii)  by  adding  "(1)"  immediately  after  the  subsection  designation  "(e)"  in 

section  365(e),  and  adding  a  new  paragraph  (2)  to  section  365(e)  as  follows: 

"(2)  Paragraph  (1)  of  this  subsection  shall  not  prevent  termination  of 

a  contract  to  make  a  loan  or  deliver  equipment  to,  or  purchase  a  security 

of,  the  debtor  pursuant  to  the  provisions  of  such  a  contract." 

1).  Termination  of  leases 

NAREIT  generally  supports  the  approach  taken  in  S.  2266  with  respect  to  a 
limited  right  of  lessors  to  teiminate  leases  upon  the  bankiuptcy  of  a  lessee. 
Section  365(b)  (3)  would  permit  termination  in  four  situations: 

(i)  In  liquidation  cases  under  Chapter  7  where  there  is  no  rehabilitative 
purpose  to  be  served; 
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(ii)  Where  the  lease  was  entered  into  before  the  effective  date  of  the  new- 
bankruptcy  act; 

(iii)  Where  the  property  leaped  is  not  essential  in  the  business  of  a  debtor; 

(iv)  Where  the  rent  payable  under  the  lease  is  substantially  less  than  the 

fair  rental  value. 

It  should  be  noted  that  the  practical  effect  of  these  changes  is  to  preserve  to 

debtor/lessees  who  have  been  rehabiitated  under  the  Bankruptcy  Act  the  benefit 

of  their  leases  but  to  preclude  trafficking  in  leases  by  debtors  or  trustees.  We  believe 

that  with  two  changes  this  would  be  a  fair  resolution  of  the  problem.   First, 

section  365(b)(3)(A)  should  be  amended  to  include  Chapter  11  cases  where  the 

plan  contemplates  a  liquidation  of  the  major  part  of  the  debtor's  assets.  We  suggest 

that  section  365(b)(3)(A)  should  be  amended  to  read: 

"(A)  in  a  case  under  Chapter  7  of  this  title  or  under  Chapter  11  of  this  title 

where  the  plan  of  reorganization  will  involve  a  substantial  liquidation  of  the 

assets  of  the  debtor;" 

Secondly,  the  requirement  of  adequate  assurance  of  future  performance  under 

section  365  (b)(3)  (c)  should  be  expanded  to  provide  that  any  ient  based  upon  a 

percentage  of  sales  or  the  like  be  maintained  in  an  amount  substantially  consistent 

with  the  original   expectations   of  the  parties.  In  this  regard   we   suggest   the 

following: 

In  section  365(b)(3)  delete  the  word  "or"  from  subparagraph  (C)  and 
insert  it  at  the  end  of  subparagraph  (D)  and  add  a  new  subparagraph  (E) 
which  reads : 

"(E)  where  the  lease  contains  provisions  for  rent  contingent  upon  the 
lessee's  profits  or  sales  and  the  rent  otherwise  set  forth  in  the  lease  was 
substantially  less  than  the  fair  rental  value  of  the  property  at  the  time 
the  lease  was  entered  into." 
Shopping  centers  raise  a  unique  problem  in  that  they  are  invariably  a  carefully 
constructed  arrangement  of  leases  wherein  "tenant  mix"  and  restrictive  clauses 
in  certain  leases  are  important.  Section  365(c)  should  be  amended  in  the  following 
manner  to  preclude  assignments  where  the  effect  of  the  assignment  will  be  to 
place  the  lessor  in  default  under  valid  restrictive  clauses  in  other  leases  or  agree- 
ments, or  where  the  "tenant  mix"  of  a  shopping  center  or  other  business  ventures 
with  multiple  leases  will  be  disrupted  in  a  mannei  that  will  result  in  material  harm 
to  the  lessor: 

In  section  365(c)    delete    the  word   "and"   from  subparagraph   (1),  insert  it 

at  the  end  of  subparagraph  (2)  and  add  a  new  subparagraph  (3)  which  reads: 

"(3)  such  assignment  would  cause  such  party  to  be  in  material  default 

under    contractual    airangements    with    third    parties    or    would    otherwise 

cause  material  loss  or  harm  to  such  party." 

c.  Evidences  of  indebtedness  and  loan  agreements  should  be  clearly  subject  to  accelera- 

tion 

While  the  House  Report  attempts  to  meet  this  problem  by  assuming  that  a 
"note  is  not  usually  an  executory  contract"  (at  p.  347),  NAREIT  believes  that, 
in  light  of  the  extreme  importance  of  the  issue,  section  365(e)  should  be 
amended  by  adding  an  additional  sentence  reading  as  follows: 

"This  subsection  shall  not  affect  the  right  of  the  holder  of  any  indebtedness 
of  the  debtor  to  accelerate  payment  of  such  indebtedness  after  the  occurrence 
of  any  default." 

d.  Bankrupt  landlord 

Section  365(h),  dealing  with  the  bankruptc3r  of  lessors,  is  unclear  with  respect 
to  renewal  terms.  Although  the  matter  is  discussed  in  the  House  Report,  NAREIT 
again  believes  that  this  matter  is  too  important  to  be  left  to  legislative  history 
and  suggests  that  after  the  word  "term"  in  paragraphs  (1)  and  (2)  of  section 
365(h)   the  following  be  added: 

",  including  any  term  or  terms  which  may  be  provided  by  otherwise 
enforceable  options  of  renewal  or  extension." 

3.  ALTERATION    OR   MODIFICATION   OF  THE   RIGHTS   OF   SECURED   CREDITORS  [§§  506;a) 

1124,  1130] 

S.  2266  largely  follows  the  approach  of  H.R.  8200  in  dealing  with  the  question 
of  when  the  substantive  rights  of  a  creditor  may  be  altered  or  modified  without 
that  creditor's  consent.  Two  somewhat  different  concepts  are  involved.  These 
are  non-impairment  [see  paragraph  1124(3) (A)],  and  "cram-down"  [see  section 
1130(a)(8)]. 
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At  the  outset  u  should  be  noted  that  the  lending  industry  has  become  most 
alarmed  by  recent,  well-publicized  cases  in  which  the  rights  of  secured  creditors 
have  been  affected  in  certain  cases  under  Chapter  XII  of  the  present  Bankruptcy 
Act.  The  particular  area  of  concern  is  section  461(ll)(c)  of  Chapter  XII  which 
appears  to  permit  appraisal  and  payment  in  cash,  and  section  461(11)  (d)  which 
may  permit  other,  even  less  favorable  results.  Simply  stated,  the  concern  that 
creditors  have  is  that  the  cram-down  language  is  being  used,  through  appraisal, 
as  a  device  to  divert  values  to  junior  interests  in  situations  where  the  only  bene- 
ficiary is  the  party  that  originally  executed  the  note  and  mortgage  and  where  the 
collateral  consist-  of  property  acquired  for  investment  in  a  speculative  venture, 
often  for  tax  reasons. 

a.  Valuation 

Preliminarily,  it  must  be  borne  in  mind  that  valuation  and  division  of  claims 
into  their  secured  and  unsecured  portions  is  at  the  heart  of  this  legislation.  (See 
the  House  Report  at  pp.  180-181.)  Notwithstanding  its  in  portance,  the  matter 
is  dealt  with  only  indirectly  in  section  506(a)  and  nothing  is  said  there  about 
how  the  valuation  is  to  occur  or  what  valuation  standard  should  apply.  At  a 
minimum,  if  the  rights  of  secured  creditors  are  to  be  abrogated  as  a  part  of  a 
rehabilitation  process,  the  valuation  of  secured  creditors'  collateral  should  be  on 
the  higher  of  a  going  concern  or  fair  market  value  basis.  We  note  that  the  House 
Report  (p.  356)  takes  no  position  on  which  valuation  approach  is  to  be  utilized, 
preferring  to  leave  the  matter  to  case-by-case  development  by  the  courts.  What 
section  506(a)  suggests  to  us  in  its  present  form  is  that  much  of  the  discussion 
of  cram-down  is  irrelevant  in  that  protection,  such  as,  for  example,  that  provided 
by  an  absolute  priority  rule,  would  extend  only  to  the  secured  claim  aspect  of  a 
claim  previously  "valued"  under  section  506(a)  and  split  into  a  secured  claim 
and  an  unsecured  claim.  We  think  that  the  better  approach  would  be  to  have  the 
valuation  under  section  506(a)  be  for  limited  purposes,  such  as  voting  and  ade- 
quate protection  under  section  361,  and  to  preserve  until  confirmation  the  question 
of  whether  a  secured  creditor  is  to  ultimately  be  denied  access  to  its  collateral. 
We  suggest  that  section  506(a)  should  be  amended  to  read: 

"(a)  An  allowed  claim  of  a  creditor  secured  by  a  lien  upon  property  of  the 
estate  is  a  secured  claim  to  the  extent  of  the  value  of  such  property  and  is  an 
unsecured  claim  to  the  extent  that  such  value  is  less  than  the  amount  cf  such 
allowed  claim.  For  purposes  of  this  subsection  "value"  of  property  of  the 
estate  means  fair  market  value  or  liquidation  value,  whichever  is  greater.  In 
any  case  under  Chapter  11  of  this  title  determination  of  the  secured  status  of 
any  claim  shall  be  made  at  the  hearing  on  confirmation  of  the  plan  unV— 
such  determination  shall  be  necessary  under  Sections  361,  362,  363  or  364  of 
this  title." 

b.  Cash  payment 

Both  S.  2266  and  H.R.  8200  seem  to  suggest  in  section  1124  that  a  secured 
creditor  may  be  paid  with  cash  or  "property,  other  than  a  security  of  the  debtor" 
which,  based  on  the  definition  of  "security"  in  section  101(35),  would  not  preclude 
payment  with  a  commercial  note.  At  a  minimum,  prompt  cash  paj  ment  should  be 
required  if  a  creditor's  rights  are  to  be  deemed  "unimpaired". 

c.  Bidding  at  sale 

An  important  right  of  secured  creditors  is  to  bid  at  any  sale  of  their  collateral. 
As  indicated  above,  NAREIT  approves  the  approach  taken  in  section  363(e)  of 
S.  2266  and  would  suggest  that  a  similar  right  to  bid  the  entire  amount  of  their 
debt  be  preserved  in  the  event  of  any  sale  at  the  time  of  or  in  connection  with 
confirmation.  We  suggest  that  a  new  subsection  (d)  should  be  added  to  section 
1123  which  would  read: 

"(d)  Notwithstanding  the  foregoing  or  any  determination  under  section 
506(a)  of  this  title,  an  entity  that  has  a  claim  secured  by  an  interest  in  the 
property  of  the  estate  to  be'sold  under  the  plan  may  bid  at  the  sale  thereof 
and  set  off  against  the  purchase  price  thereof  up  to  the  full  amount  of  such 
entity's  allowed  claim." 

d.  Xon-recourse  loans 

A  unique  problem  is  presented  by  the  real  estate  financing  device  known  as  the 
"exculpatory"  or  "drv"  loan.  In  loans  of  this  sort  it  is  agreed  by  contract  that  the 
lender's  only  recourse  will  be  to  the  real  estate  collateral.  A  similar  situation  may 
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exist  under  the  law  of  certain  states  for  purchase-money  real  estate  obligations. 

[See,  e.g.  California  Code  of  Civil  Procedure  Section  580(b)].  In  both  situations 

the  real  estate  lender's  only  source  of  payment  is  the  collateral  and,  if  on  the  basis 

of  cram-down,  valuation  or  adequate  protection  such  recourse  is  to  be  denied, 

then  the  lender  should  have  the  balance  of  its  debt  allowed  as  a  general  unsecured 

claim.  The  voting  rights  inherent  in  such  claim  may  permit  the  creditor  to  at 

least  partially  protect  itself  against  value  diversion  to  junior  or  equity  interests. 

We  suggest  that  section  502  be  amended  to  add  a  new  subsection  (j)  which  reads: 

"(j)  A  claim  secured  by  an  interest  enforceable  against  property  of  the 

estate  which  is  by  law  or  by  contract  unenforceable  against  the  debtor  shall 

be  allowed  under  subsection  (d)  or  (e)  of  this  section  if  the  holder  of  such 

claim  shall  be  precluded  for  any  reason  under  this  title  from  enforcing  such 

claim  against  such  property." 

e.  "Property" 

Finally,  it  appears  that  under  section  1130(c)  (1)(B)  (iii)  whatever  protection 
that  might  exist  in  terms  of  requiring  cash  payment  under  section  1124  or  section 
1130(a)  is  abrogated  by  permitting  confirmation  over  the  objection  of  any  class 
member  or,  for  that  matter,  any  class,  as  long  as  they  receive  "property"  of  a 
value  equal  to  the  allowed  amount  of  their  claims.  The  "property"  could  be  any- 
thing— notes,  stock,  bonds  or  the  like.  Indeed,  it  appears  that  if  the  debtor  is 
solvent  it  need  not  obtain  any  votes  in  favor  of  the  plan  since  all  of  its  creditors 
could,  in  one  fashion  or  another,  be  covered  under  section  1 124,  section  1130(a)  (8), 
or  section  1230(c).  This  section  should  be  amended  to  be  consistent  with  the 
rest  of  S.  2266  and  in  particular  confirmation  should  not  be  permitted  in  situations 
where  no  class  of  affected  creditors  has  voted  for  the  plan.  Consideration  should 
also  be  given  to  affording  secured  creditors  the  same  absolute  priority  protection 
given  to  unsecured  creditors  under  section  1130(c)  (2)  (B)  (iv),  although  as  we  have 
discussed  above  the  valuation  process  may  render  such  protection  illusory.  We 
suggest  the  following: 

(i)  Add  a  new  subparagraph  (12)  to  section  1130(a)  which  would  read: 

"(2)  At  least  one  class  of  claims  has  accepted  the  plan,  such  determination 
to  be  made  without  including  any  claims  held  by  insiders  for  purposes  of 
number  or  amount." 

(ii)  Add  a  new  subparagraph  (iv)  to  section  1130(c)(1)(B)  which  would  read 
same  as  section  1130(c)  (2)  (B)(iv). 

f.  Should  Cram-Down  Be  Available  in  all  Cases? 

The  members  of  NAREIT  are  deeply  concerned  about  the  cram-down  problem 
in  single  asset  real  estate  cases  and  suggest  that  careful  consideration  be  given  to 
limiting  the  use  of  such  provisions  to  situations  involving  the  public  interest  and 
restricting  its  use  as  a  device  to  second-guess  lenders  in  a  cyclincal  real  estate 
market.  We  strongly  recommend  that  the  Bankruptcy  Act  preclude  cram-down 
on  a  direct  or  indirect  (valuation)  basis  where  the  collateral  concerned  was 
acquired  or  is  being  held  simply  for  investment  purposes  (acquired  for  resale  or 
for  income  producing  purposes)  and  is  not  an  integral  part  of  a  bona  fide  operat- 
ing business.  What  has  been  particularly  offensive  in  recent  cram-down  cases  is 
the  use  by  speculators  of  cram-down  as  a  device  to  shift  equity  risk  to  parties 
who  entered  into  the  transaction  on  a  credit  basis.  W'e  note  that  a  similar  con- 
sideration was  behind  the  decision  of  the  draftsmen  of  both  Bills  to  automatically 
subordinate  securities  rescission  claims  to  debt  claims  (see  section  510(a)(2)  and 
the  House  Report  at  p.  359). 

Finally,  in  cases  where  the  debtor  is  to  retain  the  property,  there  is  no  good 
reason  why  in  all  but  the  most  exceptional  circumstances  affecting  the  public 
interest  a  creditor  should  be  denied  the  option  of  retaining  its  entire  lien  against 
the  property  until  a  most  careful  determination  has  been  made  that  the  property 
is  not  of  sufficient  value  at  the  time  of  confirmation  and  will  not  achieve  such 
value  in  the  reasonably  foreseeable  future.  A  most  disturbing  aspect  of  recent 
cram-down  cases  has  been  the  apparent  refusal  of  certain  courts  to  recognize  the 
apprecaition  potential  of  properties  in  a  cyclical  market  and  to  inquire  why  if 
the  property  is  only  worth,  as  an  example,  $1,000,000  (the  amount  that  would 
be  paid  to  the  creditor  being  crammed-down),  the  debtor  is  so  eager  to  keep  it. 

NAREIT  appreciates  this  opportunity  to  offer  additional  views  and  looks 
forward  to  working  with  this  Committee  and  its  Staff  on  this  important  legislation 
and  to  submitting  additional  information  in  the  future. 
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Senator  DeConcini.  Our  next  witness  is  Mr.  Sylvan  Cohen, 
representing  the  International  Council  of  Shopping  Centers. 

I  am  sorry  to  keep  you  so  late.  Time  is  limited. 

I  would  be  glad  to  spend  another  10  to  15  minutes  here,  but  I  will 
have  to  leave. 

Are  you  in  Washington? 

Mr.  Cohen.  No,  sir,  but  you  do  not  have  to  be  concerned  with  the 
10  or  15  minutes. 

Senator  DeConcini.  I  would  offer  to  have  you  be  the  first  witnesses 
on  Thursday  morning  if  you  wanted  to  have  more  time  to  present 
your  case. 

Mr.  Cohen.  I  appreciate  it. 

Senator  DeConcini.  You  might  want  to  have  someone  come  that 
morning. 

Mr.  Cohen.  I  do  not  think  that  will  be  necessary. 

Senator  DeConcini.  Go  right  ahead. 

STATEMENT  OF  SYLVAN  M.  COHEN,  PRESIDENT,  PENNSYLVANIA 
REAL  ESTATE  INVESTMENT  TRUST,  ACCOMPANIED  BY  DEAN  L. 
OVERMAN,  ATTORNEY,  WINSTON  &  STRAWN 

Mr.  Cohen.  Mr.  Chairman,  my  name  is  Sylvan  M.  Cohen,  and 
I  am  president  of  the  Pennsylvania  Real  Estate  Trust,  and  Equity 
Trust,  which  owns  approximately  18  shopping  centers,  among  other 
pieces  of  real  estate,  throughout  the  country. 

I  am  the  immediate  past  president  of  the  International  Council  of 
Shopping  Centers.  I  will  be  brief.  I  am  not  reading  from  a  statement, 
which  has  already  been  presented  to  you  and  your  staff.  I  see  no 
reason  to  read  from  it. 

Senator  DeConcini.  Without  objection,  that  will  be  made  a  part 
of  the  record  at  this  point. 

[The  prepared  statement  of  Sylvan  Cohen  follows:] 

Statement  of  Sylvan  M.  Cohen  on  Behalf  of  The  International  Council 

of  Shopping  Centers  (ICSC) 

I.  INTRODUCTION 

Mr.  Chairman  and  members  of  the  committee,  My  name  is  Sylvan  M.  Cohen, 
and  I  am  President  of  the  Pennsylvania  Real  Estate  Investment  Trust,  Wyncote, 
Pennsylvania,  which  owns  eighteen  shopping  centers.  Also,  I  am  a  partner  in  the 
law  firm  of  Cohen,  Shapiro,  Polisher,  Shriekman  and  Cohen,  Philadelphia, 
Pennsylvania. 

I  am  immediate  Past  President  of  the  International  Council  of  Shopping 
Centers  (ICSC),  and  I  currently  serve  on  the  Executive  Committee  and  the 
Board  of  Trustees  of  ICSC.  I  appear  today  on  behalf  of  the  members  of  the 
International  Council  of  Shopping  Centers,  The  ICSC  is  a  business  association  of 
more  than  5,000  members.  About  60  percent  of  our  members  develop  and/or  own 
shopping  centers.  About  15  percent  are  retail  companies,  the  major  share  of  whose 
stores  are  operated  in  shopping  centers.  Most  of  our  developer-owner  members 
own  from  two  to  four  shopping  centers  each,  and  collectively  represent  a  major 
share  of  the  estimated  16,000  shopping  centers  in  the  United  States. 

New  shopping  center  construction  requires  a  total  annual  investment  of  over 
$6.6  billion  per  year  for  buildings,  stores,  fixtures,  and  equipment.  It  is  estimated 
that  shopping  centers  provide  regular  employment  for  more  than  5  million  sales 
and  store  personnel  and  that  several  hundred  thousand  more  are  engaged  in  the 
construction  end  of  the  business.  The  rippling  affect  on  employment  and  related 
businesses,  among  them  display  advertising,  maintenance  and  cleaning,  legal  and 
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accounting,  and  the  manufacture  of  goods  sold  in  the  centers,  is  considerable. 
We  have  a  significant  influence  on  the  total  United  States  economy.  Previously, 
retail  trade  was  concentrated  in  individual  stores  and  center  business  districts. 
But,  by  1970,  36.3  percent  of  all  retail  trade  amounting  to  $217  billion  was  con- 
ducted in  17,523  shopping  centers.  It  is  estimated  that  in  the  1977-78  period  80 
percent  of  total  new  retail  square  footage  construction  will  be  in  shopping  centers. 
In  the  same  period  88  percent  of  new  department  stores  square  footage  will  be 
consti  ucted  in  shopping  centers. 

II.    SHOPPING    CENTERS 

After  World  War  II,  the  changes  in  the  patterns  of  American  life  produced  by 
the  advent  of  the  automobile  were  accelerated  and  nowhere  were  these  changes 
more  evident  than  in  the  retail  industry.  Previously,  retail  trade  was  concentrated 
in  individual  stores  in  central  business  districts,  but  by  1976,  36.3  percent  of  all 
retail  trade  amounting  to  217  billion  dollars  was  conducted  in  17,523  shopping 
centers.  It  is  estimated  that  in  the  1977-78  period  80  percent  of  total  new  retail 
square  footage  constructed  will  be  in  shopping  centers.  In  the  same  period  88 
percent  of  new  department  store  square  footage  will  be  constructed  in  shopping 
centers. 

A  leading  expert  in  the  field  has  defined  today's  shopping  center  as  "a  group 
of  retail  stores  and  related  business  facilities,  the  whole  planned,  developed,  op- 
erated, and  managed  as  a  unit,  with  commensurate  on-site  parking,  and  generally 
related  in  size  and  type  of  shops  to  the  trade  area  intended  to  be  served." 

What  makes  this  type  of  operation  possible  is  the  understanding  by  all  concerned 
that  the  commerical  success  of  the  enterprise  depends  on  the  finished  product 
functioning  as  a  unit,  presenting  to  the  public  a  single  face. 

What  makes  this  type  of  operation  desirable  is  the  fact  that  experience  has 
shown  that  a  combination  of  tenants  ("tenant  mix")  that  Is  well  designed  to  serve 
the  "trade  area"  of  a  shopping  center  will  have  a  symbiotic  effect  on  business  in 
the  center  that  will  benefit  all  of  the  tenants.  It  is  for  this  reason  that  businesses 
are  willing  to  pay  a  premium  to  directly  compete  with  each  other  in  close  proxi- 
mity in  a  shopping  center. 

The  joint  effort  of  a  shopping  center  is  cemented  by  a  series  of  master  agree- 
ments, entered  into  by  all  the  parties  involved  in  a  shopping  center,  that  set  forth 
in  precise  terms  the  rights  and  obligations  of  each  party. 

When  a  center  includes  major  department  stores,  it  is  common  (but  not  uni- 
versal) practice  for  the  department  stores  to  own  their  own  buildings  and  also 
usually  (but  again,  not  always)  some  part  of  the  land  within  the  center's  perimeter. 

With  the  department  stores  each  owning  a  share  of  the  site  and  the  developer 
owning  the  portion  occupied  by  the  satellite  stores,  and  with  the  structures  all 
physically  tied  together,  a  shopping  center  can  become  a  complicated  endeavor. 
To  further  complicate  matters,  each  party  finances  its  investment  with  a  separate 
mortgage.  The  result  is  a  real  estate  development  in  which  numerous  entities 
hold  long-term,  effectively  inseparable  interests. 

The  standard  pattern  has  always  been  for  the  tenants  to  pay  rent  on  the  basis 
of  a  percentage  of  their  sales  volume  or  a  guaranteed  minimum  amount,  whichever 
is  greater.  Exceptions  to  the  pattern  have  become  progressively  fewer ;  today  they 
are  rare  and  are  confined  to  special  situations. 

As  shopping  centers  have  developed,  they  have  become  larger  and  more  sophisti- 
cated in  design,  construction  and  concept,  and  they  involve  tens  of  millions  of 
dollars  of  investments  by  the  developer,  the  tenants  and  financial  institutions. 

In  addition,  because  of  their  size  and  impact  on  development  patterns  the  con- 
struction of  a  shopping  center  often  involves  the  expenditure  of  millions  of  dollars 
of  public  money  on  infrastructure  such  a  s  roads,  traffic  control  and  water  and 
sewage  facilities.  Of  course,  these  expenditures  are  returned  to  the  governments 
involved  through  taxes  on  the  business  activity  generated  by  the  shopping  center. 

Thus,  a  shopping  center,  if  successful,  is  the  product  of  considerable  sophisti- 
cated planning  and  consists  of  a  delicate  balance  of  merchants.  Tenants  are  chosen 
on  the  basis  of  their  business  use,  their  type  of  operation,  the  market  they  will 
cater  to  (age  grouping,  financial  status,  etc.)  financial  viability  and  business 
experience.  The  choosing  of  types  of  tenants,  takes  into  consideration  the  needs 
of  the  surrounding  community  and  the  appeal  of  the  stores,  as  a  whole,  to  a  broad 
segment  of  the  population.  A  well  planned  project  will  have  a  precentage  of  ready- 
to-wear  merchants,  shoe  stores,  food  establishments,  gift  shops,  book  stores, 
service  establishments,  etc.  A  center  so  planned  is  protective  of  the  tenants,  the 
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landlord,  as  well  as  satisfying  the  needs  of  the  community  to  which  it  usually 
contributes  considerable  tax  dollars. 

This  is  true  not  only  for  large  shopping  centers,  but  also  for  small  centers  where 
independent  merchants  depend  upon  one  another  to  attract  customers  from  whom 
they  mutually  benifit. 

Shopping  center  leases  are  necessarily  made  on  a  long-term  basis  considering 
the  large  investment  unsually  made  by  tenants  in  preparing  their  establishments 
for  the  contemplated  business.  These  long-term  lease  agreements  granting  to 
tenants  the  use  of  the  landlord's  propery  for  such  long  periods  of  time  puts  the 
landlord  into  a  position  unlike  a  merchandise  creditor  or  a  financial  institutional 
lender.  Such  suppliers  or  lenders  can  make  periodic  reviews  of  the  financial  con- 
dition of  their  customer  and  can,  freely,  stop  credit  or  loans  at  such  time  as  they, 
in  their  discretion  feel  that  the  credit  of  their  customer  is  impaired.  A  landlord, 
under  a  long-term  agreement  cannot  do  so. 

Moreover,  shopping  center  leases  frequently  contain  "anchor"  clauses  which 
commit  a  given  tenant  to  a  lease  term  only  so  long  as  another  designated  tenant 
remains  a  tenant  in  the  shopping  center.  These  provisions  further  manifest  the 
symbiotic,  interdependent  nature  of  a  shopping  center. 

III.    PRESENT    LAW 

In  the  context  of  the  modern  shopping  center,  the  insolvency  of  one  tenant  has 
serious  implications  for  all  of  the  parties  involved  in  a  shopping  center  that  do 
not  exist  in  the  usual  landlord-tenant  relationship. 

While  the  shopping  center  as  a  form  of  retail  trade  is  relatively  new,  the  present 
provisions  of  the  bankruptcy  act  calculated  to  protect  the  bankrupt  seem  to  work 
well.  While  landlords  certainly  have  not  been  made  whole,  and  there  are  problems, 
the  operation  of  the  law  has  not  been  overly  traumatic. 

IV.    S.    2250,    PROPOSED    AMENDMENTS   TO    THE    BANKRUPTCY    LAW 

Some  of  the  proposed  changes  in  the  bankruptcy  law  in  S.  2266  will  have  an 
adverse  effect  in  the  context  of  the  development  and  operation  of  shopping  centers. 
These  provisions  are  as  follows : 

A.  Section  365,  executory  contracts  and  unexpired  leases 

Seven  of  the  eleven  subsections  of  section  365  bear  directly  upon  the  rela- 
tive rights  of  landlord,  tenant  and  trustee: 

1.  Subsection  (a)  provides  that  the  trustee  may  either  assume  or  reject  a  lease. 
Pursuant  to  subsection  (b),  however,  a  trustee  may  assume  an  unexpired  lease 
only  if  it  cures,  or  provides  adequate  assurance  of  curing  existing  defaults  and 
adequately  assures  future  performance  under  the  lease.  This  provision  does  not 
apply  to  defaults  defined  in  terms  of  lessee  insolvency  or  bankruptcy. 

2.  Subsection  (d)  assures  the  lessor  that  the  trustee  will  make  its  election  within 
a  reasonable  time. 

3.  Subsection  (e)  alters  existing  law  by  rendering  unenforceable  even  specific 
lease  provisions  terminating,  or  giving  the  lessor  the  option  to  terminate,  the 
lease  upon  lessee  insolvency  or  bankruptcy. 

4.  Subsection  (f)  authorizes  the  trustee,  despite  specific  lease  terms  to  the  con- 
trary, to  assign  a  properly  assumed  contract  so  long  as  "adequate  assurance" 
of  future  performance  is  given.  It  also  renders  unenforceable  lease  clauses  termi- 
nating the  lease  upon  assumption  or  assignment. 

5.  Subsection  (g),  like  its  counterpart  under  existing  law,  makes  the  rejection 
of  an  unexpired  lease  a  breach  as  of  the  date  of  the  bankruptcy. 

6.  Subsection  (k)  releases  the  trustee  from  future  liability  on  an  assigned  lease 
so  long  as  the  assignment  has  been  in  accordance  with  the  provisions  of  section 
365. 

1.  Termination  Clauses.  Subsection  (e)  of  section  365  alters  existing  law  by 
rendering  unenforceable  even  specific  lease  provisions  terminating,  or  giving  the 
lessor  the  option  to  terminate,  the  lease  upon  the  lessee  insolvency  or  bankruptcy. 

(a)  As  indicated  above,  the  success  of  a  shopping  center  is  based  in  large  part 
on  its  "tenant  mix." 

With  the  elimination  of  the  right  to  provide  in  the  lease  for  the  termination 
of  the  lease  in  the  event  of  bankruptcy,  there  is  no  effective  way  in  which  a  shop- 
ping center  can  protect  against  the  serious  disruption  of  its  tenant  mix.  The  dis- 
ruption of  the  tenant  mix  by  unwise  assignments  could  result  in  substantial 
losses  to  the  solvent  tenants  and  could  trigger  other  bankruptcies  in  the  shopping 
center. 
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(b)  Very  often  the  percentage  rental  is  as  or  more  important  than  the  base 
rental  received  by  the  landlord.  It  is  quite  common  when  a  tenant  goes  into  an 
insolvency  proceeding  that  the  trustee  operates  the  business  on  a  drastically  cur- 
tailed basis.  Percentage  rentals  suffer  as  a  result.  Thus,  you  can  obtain  an  unfavor- 
able tenant  even  if  there  is  no  assignment  of  the  lease  by  virtue  of  the  same  tenant 
staying  there  and  doing  business  on  a  reduced  basis  or  changing  the  nature  of 
its  business  so  that  percentage  rentals  are  greatly  reduced. 

If  this  proposed  provision  becomes  law,  a  landlord,  in  order  to  afford  himself 
the  same  protection  as  merchandise  suppliers  and  financial  institutions,  could 
insist  on  lease  provisions  requiring  a  periodic  financial  review  of  his  tenants  and 
the  termination  of  a  lease  unless  the  tenant  maintains  a  prescribed  net  worth 
during  the  lease  period.  The  enforcement  of  provisions  of  this  nature  would 
immeasurably  increase  the  numbers  to  be  handled  by  the  bankruptcy  court  as 
well  as  create  additional  litigation  involving  such  provisions.  A  tenant  temporarily 
in  financial  straits  could  be  forced  into  bankruptcy. 

(c)  If  a  shopping  center  developer  is  unfortunate  enough  to  have  an  insolvency 
proceeding  for  a  major  tenant  occur  while  the  developer  still  has  interim  financing 
and  no  permanent  financing,  it  may  be  impossible  for  the  landlord  to  get  per- 
manent financing.  In  such  a  situation  it  would  be  imperative  that  the  developer 
be  able  to  terminate  the  lease  and  obtain  a  new  tenant  so  that  the  permanent 
financing  could  be  obtained. 

(d)  Sometimes  interim  or  long  term  loan  agreements  contain  covenants  restrict- 
ing the  type  or  quality  of  tenant  which  will  be  accepted  in  the  shopping  center 
by  the  landlord.  Loss  of  control  over  who  becomes  the  tenant  could  result  in  the 
lessor  being  in  violation  of  such  loan  covenants,  thereby  causing  acceleration  of 
the  indebtedness  to  the  lessor's  lender. 

(e)  Recommendation.  A  landlord  should  retain  the  right  to  provide  in  the  lease 
for  the  option  to  terminate  leases  upon  the  bankruptcy  of  a  tenant. 

2.  Adequate  Assurances.  Section  365(a)  provides  that  the  trustee  may  either 
assume  or  reject  a  lease.  Pursuant  to  subsection  (b),  however,  a  trustee  may 
assume  an  unexpired  lease  only  if  it  cures,  or  provides  adequate  assurance  of 
curing,  existing  defaults  and  adequately  assures  future  performance  under  the 
lease.  This  provision  does  not  apply  to  defaults  defined  in  terms  of  lessee  insol- 
vency or  bankruptcy. 

Section  365(f)  authorizes  the  trustee,  despite  specific  lease  terms  to  the  con- 
trary, to  assign  a  properly  assumed  contract  so  long  as  "adequate  assurance"  of 
future  performance  is  given.  It  also  renders  unenforceable  lease  clauses  termi- 
nating the  lease  upon  assumption  or  assignment. 

(a)  The  "adequate  assurances"  requirement  of  section  365(b)(1)  as  to  assump- 
tion and  (f)  (2)  as  to  assignments  is  too  vague  and  possibly  meaningless. 

(6)  As  discussed  above,  a  successful  center  is  a  delicate,  well  balanced  mixture 
or  percentage  of  various  merchants.  To  allow  an  assignment  of  a  bankrupt's  lease 
mainly  on  "adequate  assurance"  of  future  performance  is  not  enough  to  protect 
this  planning.  An  assignment  to  a  lessee  in  the  same  business  as  other  existing 
tenants  (not  for  the  same  use  as  the  bankrupt)  could  have  an  adverse  effect  on 
these  other  tenants.  These  other  tenants  have  sizable  investments  in  their  premises 
(in  many  instances  of  individual  owners,  their  life  savings)  and  would  undoubtedly 
suffer  a  loss  of  gross  sales  because  of  the  assignment.  Such  loss  could  affect  their 
ability  to  pay  their  rent  and  jeopardize  their  solvency.  Thus,  this  provision  could 
serve  to  increase  the  work  of  the  bankruptcy  courts. 

(c)  Rentals  in  shopping  center  leases  are,  in  many  instances,  based  on  use  of 
the  tenant.  Tenants  operating  certain  business  pay  a  much  higher  square  foot 
rental  than  other  users.  Allowing  assignment  without  any  restriction  as  to  as- 
signee's use  of  the  premises  would  give  the  assignee  an  unfair  advantage  over 
existing  tenants  who,  under  existing  leases,  are  paying  a  higher  square  footage 
rent  than  the  assignee,  assuming  the  bankrupt's  lease,  would  pay.  The  landlord, 
the  center,  and  its  tenants  could  suffer  since  a  disruption  in  the  use  balance  could 
endanger  the  financial  well-being  of  the  center,  and  its  ability  to  service  the  com- 
munity. 

(d)  It  has  been  the  practice  in  the  shopping  center  field,  though  not  presently 
universally  utilized,  to  grant  exclusives  and  area  restriction  use  to  center  tenants. 
While  the  question  of  enforcement  of  such  provisions  does  exist,  they  are  not,  per 
se  illegal  and  many  leases  contain  such  provisions.  Unrestricted  assignment,  in 
violation  of  such  provisions  would  undoubtedly  serve  to  increase  litigation.  Who 
would  be  held  liable  if  such  provisions  are  violated?  The  language  of  section  365(b) 
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concerning  adequate  assurances  of  future  performance  does  not  relate  to  this  type 
of  problem,  and  the  resolution  of  this  question  would  engender  many  lawsuits. 

(e)  This  section  also  requires  that  adequate  assurance  of  future  performance  be 
be  demonstrated  on  assignment  of  a  lease.  What  would  constitute  such  adequate 
assurance?  Would  adequate  assurance  include  the  financial  viability  of  the  assignee 
his  business  ability  or  his  sufficient  knowledge  of  the  business  in  order  to  assure 
continuance?  Here  again,  the  courts  will  be  called  upon  to  interpret  this  provision 
many  times.  A  general  creditor  and  the  landlord  could  and  will  intervene  against 
assumption  of  a  lease  on  these  grounds,  urging  that  their  interest  in  the  bankrupt's 
estate  could  be  adversely  affected  by  such  assumption. 

(/)  A  strict  construction  of  the  provision  requiring  a  trustee,  in  the  assumption 
of  an  unexpired  lease,  to  cure  defaults  and  provide  adequate  assurance  of  future 
performance  raises  the  same  problem  discussed  in  (e)  supra. 

(g)  Although  the  Report  of  the  Commission  on  the  Bankruptcy  Laws  of  the 
United  States,  issued  July  1973,  recommends  that  the  recognition  of  termination 
clauses  in  a  reorganization  proceeding  be  eliminated,  it  emphasizes  the  need  for 
appropriate  safeguards  to  insure  that  the  other  party  to  a  lease  receive  his  bar- 
gained-for exchange. 

Because  of  the  unique  character  of  shopping  center  leases,  we  suggest  that  the 
Seante  bill  contain  language  expanding  upon  the  definition  of  "adequate  as- 
surance" in  order  to  assure  that  the  law  is  clear  as  to  what  is  included  in  the 
bargained-for  exchange  in  a  shopping  center  lease. 

(h)  As  mentioned  above,  the  joint  effort  of  a  shopping  center's  tennats,  landlords 
and  developers,  is  prescribed  by  a  master  agreement,  entered  into  by  all  parties, 
that  sets  forth  in  precise  terms  the  rights  and  obligations  of  each  party.  The 
bargained-for  exchange  of  all  the  parties  in  a  shopping  center  is  a  product  of 
sophisticated  planning  which  includes  a  delicate  balance  of  merchants. 

0')  Recommendations. — As  stated  above,  we  strongly  recommend  that  a  landlord 
continue  to  have  the  right  to  terminate  a  lease,  as  provided  by  current  law.  As  a 
less  desirable  alternative,  we  recommend  that  adequate  assurance  be  defined. 
Some  of  the  safeguards  necessary  as  "adequate  assurance"  to  insure  that  these 
parties  receive  their  bargained-for  exchange  include: 

(1)  A  reasonable  assurance  of  a  source  of  rental  payments  and  other  considera- 
tion due  and  owing  to  the  landlord  under  the  lease  agreement; 

(2)  A  reasonable  assurance  that  there  will  be  no  substantial  decline  in  percentage 
rents; 

(3)  A  reasonable  assurance  that  the  assignment  or  assumption  of  a  lease  will  not 
breach  clauses  (including,  but  not  limited  to,  radius,  location,  use  and  exclusive 
clauses)  in  other  leases,  financing  agreements,  or  the  master  agreement  relating  to 
a  shopping  center; 

(4)  A  reasonable  assurance  that  an  assumption  or  assignment  of  a  lease  will  not 
disrupt  the  tenant  mix  or  balance. 

B.  Section  602 

1.  Reduction  in  Damage  Claims.— Section  502(b)  (7)  reduces  the  damage  claim  in 
all  reorganization  proceedings  from  three  years  to  the  greater  of  one  year's  rent 
plus  10  percent  (not  to  exceed  3  years)  of  the  remaining  term.  In  regard  to  liquida- 
tion, the  limit  is  one  year's  rent  under  both  the  old  law  and  the  proposed  amend- 
ments. 

(a)  The  proposed  amendments  fail  to  recognize  the  reason  for  the  distinction 
between  liquidation  and  reorganization  cases.  If  a  company  goes  bankrupt  and  is 
liquidated,  all  creditors,  suppliers  as  well  as  the  landlord,  are  going  to  suffer  and 
are  all  going  to  lose  a  customer.  The  one  year  limitation  on  landlords  is  a  "rough 
justice"  estimate  of  what  would  be  a  reasonable  time  for  the  landlord  to  mitigate 
damages.  It  is  an  outer  limit  only.  If  the  landlord  is  able  to  find  a  new  tenant  in  a 
shorter  period  of  time,  or  should  have  been  able  to  find  a  tenant  in  a  shorter  period 
of  time  had  he  made  reasonable  efforts,  the  rent  claim  will  be  less  than  one  year  s 
rent.  .  . 

The  purpose  of  a  reorganization  proceeding  is  to  keep  the  debtor  in  business. 
The  stated  policy  of  Congress  is  that  it  is  better  for  a  business  to  be  rehabilitated 
than  to  be  liquidated  so  that  the  suppliers  of  the  debtor  and  its  employees  will  not 
lose  their  sources  of  revenue,  thus  avoiding  the  domino  effect  business  failures 
can  have.  In  connection  with  shopping  centers,  if  the  debtor  is  reorganized,  for 
the  most  part  the  same  parties  who  were  the  suppliers  before  the  reorganization 
proceeding  will  continue  to  be  the  suppliers  and  make  profits  from  the  account. 
Similarly,  the  employees  will  retain  their  jobs  and  continue  to  be  paid  for  services. 
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This  continued  future  income  is  a  definite  benefit  which  these  creditors  will  con- 
tinue to  derive  indefinitely.  However,  the  landlord  whose  lease  is  rejected  is  in 
the  same  position  as  if  the  company  had  been  liquidated.  In  no  way  has  the  land- 
lord benefitted  from  the  debtor's  rehabilitation.  It  was  for  this  reason  that  the 
extent  of  the  landlord's  claim  in  Chapter  X  and  XI  Proceedings  was  made  more 
liberal  so  that  in  the  event  the  landlord  could  not  re-rent  the  premises  for  a  long 
period  of  time  he  would  receive  some  reasonable  recompense  from  the  debtor's 
estate.  The  reduction  in  the  landlord's  damage  claim  is  an  unfair  one.  It  may  seem 
less  important  in  today's  economic  conditions  but  there  have  been  times  and 
places  when  stores  have  remained  vacant  for  many  years  despite  the  landlord's 
efforts  to  re-rent. 

(b)  The  shopping  center  landlord  who  has,  in  many  instances  (1)  contributed 
to  the  cost  of  construction  of  the  tenant's  premises,  (2)  paid  a  commission  for  the 
obtaining  of  the  tenant's  lease,  (3)  computed  the  tenant's  rent  in  "cash  flow"  for 
the  purpose  of  payment  of  debt  service  on  his  financing,  should  be  compensated 
for  a  reasonabljr  sufficient  time  to  allow  his  partial  recoupment  by  obtaining  a 
replacement  tenant.  The  three-year  period  will  not  make  a  landlord  whole,  but  it 
will  serve  to  cut  his  losses.  The  value  of  the  unexpired  term  of  the  bankrupt's 
lease  often  has  the  effect  of  limiting  the  landlord's  claim  to  a  sum  less  than  the 
three  years  rental. 

(c)  Recommendation. — The  three-year  period,  now  part  of  Chapter  X  and  XI, 
should  be  retained. 

2.  Reduction  in  Voting  Power.  As  discussed  above,  section  502  fails  to  recognize 
the  distinction  between  liquidation  and  reorganization  cases.  Moreover,  the  voting 
power  of  the  landlords  in  any  type  of  reorganization  proceeding  has  been  limited 
by  reducing  the  amount  of  the  landlord's  damage  claim.1  Often  in  the  insolvency 
of  a  multi-location  retailer,  landlords  have  been  able  to  have  an  influence  over 
the  nature  of  the  plan  due  to  their  voting  power.  Landlords  have  a  vested  interest 
in  cooperating  with  other  parties  to  a  reorganization  to  assure  a  proper  tenant 
balance.  If  a  landlord  does  not  have  a  voice  in  the  reorganization,  he  is  less  likely 
to  cooperate  and  more  likely  to  force  a  debtor  into  a  straight  liquidation.  En- 
couraging liquidation  proceedings  is  inconsistent  with  the  stated  purposes  of  the 
Bankruptcy  Act. 

When  landlords  have  a  voice  in  a  reorganization,  they  have  an  interest  in  pro- 
tecting the  commercial  viability  of  a  shopping  center  which  inures  to  the  benefit 
of  other  parties  and  tenants. 

If  section  502  is  adopted,  landlords  can  expect  that  less  consideration  will  be 
given  to  their  views  in  connection  with  future  reorganization  plans  for  the  simple 
reason  that  they  have  lost  part  of  their  voting  power. 

3.  Definition  of  Rent. — The  term  "rent"  in  section  502  should  take  into  con- 
sideration a  typical  shopping  center  lease  which  is  normally  a  net-net-net  lease. 
The  tenant  is  paying  insurance,  taxes,  utilities,  increases  in  the  cost  of  living  and 
percentages  on  sales  above  a  certain  amount.  Unless  the  lease  refers  to  these  items 
"as  additional  rent"  as  opposed  to  using  the  words  "in  addition  to  rent,"  these 
items  will  not  be  included  in  calculating  what  is  the  annual  rent.  As  in  section  365, 
the  term  rent  should  be  construed  to  include  all  consideration  paid  to  the  landlord 
and  others  as  part  of  the  lease  agreement. 

C.  Priorities 

Section  507(1)  provides  that  while  a  landlord  may  have  a  first  priority  claim 
for  "use  and  occupancy"  as  an  administrative  expense,  it  has  no  other  priority 
status. 

1.  The  restriction  of  priority  of  claims  to  "use  and  occupancy"  by  the  trustee 
and  not  compensating  landlord  for  the  traditional  three-month  period  (prior  to 
bankruptcy  period)  is  unfair.  The  landlord's  investment,  financing  obligations  and 
cash  flow  entitlement  should  be  protected  at  least  to  such  a  small  extent.  Giving 
such  priority  status  does  not  insure  collection.  However,  since  the  bankrupt's 
estate  has  been  enhanced  by  the  earnings  or  gross  receipts  from  the  premises  for 
the  months  he  occupied  the  premises  and  did  not  pay  rent,  the  landlord — having 
supplied  heat,  air  conditioning  and  maintenance  and  paid  the  tenant's  tax  obliga- 
tions for  such  period — should  have  a  priority  for  the  three-month  period. 

2.  Recommendation. — The  landlord  should  be  given  priority  for  "use  and  occu- 
pancy" as  well  as  for  all  unpaid  rent  and  other  charges  accruing  to  the  date  of 
bankruptcy  whether  or  not  a  lien  has  been  perfected. 


1  The   majority   of   the  debtor's   unsecured   creditors   in   both   number  and   amount   are 
required  to  confirm  the  debtor's  plan  of  arrangement. 
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D.  Automatic  stay  and  foreclose  as  an  interference  with  debtor's  property  interest 

1.  Section  362(a)  provides  for  an  automatic  stay  of  the  "commencement  or 
continuation"  of  a  judicial,  administrative,  or  other  action  or  proceeding  against 
the  debtor,  or  other  action  that  affects  the  property  of  the  estate.  This  automatic 
stay  provision  was  adopted  as  part  of  the  1973  Bankruptcy  Rules.  All  it  has  done 
is  put  the  burden  of  preparation  of  pleadings  on  the  landlord  instead  of  the  tenant; 
the  landlord  has  to  go  to  court  to  be  relieved  from  the  stay. 

2.  Subsection  362(a)(1),  however,  when  combined  with  subsection  541(a)(1) 
["all  legal  or  equitable  interests  of  the  debtor"  constitute  the  property  of  the 
debtor]  codifies  some  certain  extreme  pro  debtor  cases.  Until  recently  cases  uni- 
formly held  that  unless  the  debtor  had  an  ownership  interest,  the  bankruptcy 
court  would  not  stay  actions  by  creditors  to  realize  upon  property.  Recently, 
some  cases  have  held  that  where  a  debtor  did  not  have  an  ownership  interest  but, 
for  example,  held  a  second  deed  of  trust,  the  holder  of  the  first  deed  of  trust  could 
not  foreclose  by  reason  of  the  automatic  stay  provision,  even  though  the  owner 
was  not  opposing  the  foreclosure. 

3.  To  demonstrate  a  landlord's  dilemma  under  subsections  362(a)(1)  and  541 
(a)(1),  assume  that  a  financially  troubled  tenant  has  abandoned  a  store  in  a  shop- 
ping center.  The  landlord  has  not  elected  to  terminate  but  to  sue  for  the  past  due 
rent  and  future  rent  and  is  attempting  to  relet  the  store  to  mitigate  damages. 
Since  the  lease  has  not  been  terminated,  the  tenant  who  now  files  a  reorganization 
proceeding  may  still  have  an  equitable  or  legal  interest  in  the  property.  Accord- 
ingly, the  landlord's  efforts  to  find  another  tenant  could  constitute  an  interference 
with  the  debtor's  property  interest. 

If  the  landlord  stops  any  efforts  to  mitigate  (leaving  him  only  with  the  remedy 
of  a  claim  for  damages),  debtor's  counsel  could  exact  a  price  from  a  landlord  for 
an  abandonment  of  the  property.  The  price  might  be  money,  the  cancellation  of 
any  potential  claim  in  the  estate,  the  right  to  go  back  into  the  location  to  hold  a 
liquidation  sale,  or  some  other  equally  unsavory  alternative. 

4.  In  summary,  a  substantial  inequitable  problem  may  arise  when  the  auto- 
matic restraint  provisions  of  section  362  are  combined  with  the  broad  property 
definition  provisions  of  section  541.  This  problem  could  be  particularly  grievous 
in  those  states  where  the  landlord's  damage  claims  are  eliminated  or  substantially 
reduced  if  the  landlord  elects  to  terminate  the  lease. 

5.  Recommendation. — Amend  subsection  541(a)(1)  to  exclude  a  lessee's  lease- 
hold interest  as  property  of  the  debtor. 

E.  Lease  as  collateral 

1.  Section  364(c)(2)  authorizes  a  trustee,  for  the  purpose  of  obtaining  credit, 
to  secure  debt  by  a  lien  on  the  property  of  the  estate  that  is  not  otherwise  subject 
to  a  lien.  Accordingly,  the  trustee  could  put  up  a  lease  as  collateral  for  a  loan.  If 
not  repaid,  the  secured  lender  could  foreclose  on  the  lease  and  become  the  owner. 
W  hen  this  borrowing  provision  is  combined  with  the  non-termination  and  assign- 
ability clauses  of  section  365,  the  lessee's  leasehold  interest  could  be  used  as 
collateral  and  by  foreclosure  sale  of  the  lease  a  shopping  center  may  wind  up  with 
a  nondesirable  tenant. 

2.  Recommendation. — A  landlord  should  retain  the  right  to  provide  in  the  lease 
for  the  option  to  terminate  leases  upon  the  bankruptcy  of  a  tenant. 

F.  Reinforcement  of  section  365  regarding  termination  and  assignment 

1.  Section  541(c)(  1)  provides  that  an  interest  of  the  debtor  in  property  becomes 
property  of  the  estate,  notwithstanding  any  provision  that  restricts  or  conditions 
transfer  of  such  interest  or  that  is  conditioned  on  the  insolvency  or  financial 
condition  of  the  debtor.  Accordingly,  lessors  cannot  restrict  the  transfer  of  a 
leasehold  interest  to  the  trustee  and  any  lease  provisions  which  would  terminate 
the  leasehold  by  reason  of  the  filing  of  an  insolvency  proceeding  are  unenforceable. 
This  provision  re-enforces  section  365  and  renders  unenforceable  the  following 
lease  clauses: 

Clauses  (1)  terminating  the  lease,  (2)  changing  it  to  a  month-to-month  tenancy, 
(3)  causing  waiver  or  termination  of  an  option  to  renew,  or  (4)  permitting  a 
landlord  to  terminate  in  case  the  debtor  did  not  maintain  a  certain  sales  volume 
or  net  worth. 

2.  Presently  such  clauses  are  enforceable  and  frequently  relied  upon  by  all 
parties  involved  in  a  shopping  center.  To  render  such  clauses  unenforceable  would 
harm  all  of  these  parties,  especially  small  businessmen  who  depend  upon  a  balanced 
tenant  mix. 

3.  Recommendation. — A  landlord  should  retain  the  right  to  provide  in  the 
lease  for  the  option  to  terminate  leases  upon  the  bankruptcy  of  a  tenant. 
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G.  Same  problems  with  debtor  in  possession 

Section  1107  provides  that  a  debtor  in  possession  will  have  all  the  powers  of 
the  trustee.  Accordingly,  the  problems  discussed  above  exist  with  the  trustee  and 
with  a  debtor  in  possession. 

H.  Landlord's  extremely  limited  influence  in  reorganization 

1.  Section  1121(c)  states  that  a  party-in-intercst  including  a  creditor,  may 
propose  a  plan  if  there  is  a  trustee  or  if  the  debtor  has  not  proposed  a  plan  within 
120  days  after  the  filing  of  the  reorganization  proceeding.  A  landlord  who  is 
current  in  the  rent  and  who  is  receiving  administrative  rent  does  not  meet  the 
definition  of  a  creditor.  It  is  not  uncommon  for  a  shopping  center  developer  to 
establish  a  relationship  with  a  retailing  chain  so  that  the  retailer  becomes  a 
tenant  in  numerous  locations  owned  by  the  developer.  Potential  loss  to  the  de- 
veloper could  be  in  terms  of  millions  of  dollars.  Yet  the  landlord-developer  will 
have  no  say  in  the  reorganization  proceeding  if  his  rent  is  kept  current. 

2.  Section  1123(a)(4)(B)  permits  the  transfer  of  all  or  any  part  of  the  property 
of  the  estate  as  part  of  the  plan.  When  combined  with  the  broadened  definition 
of  what  constitutes  the  debtor's  property  and  the  almost  absolute  right  of  assigna- 
bility, the  landlord  is  left  at  the  mercy  of  the  debtor  and  other  creditors  as  to 
important  decisions  concerning  who  will  be  the  lessee,  without  meaningful  par- 
ticipation in  those  decisions. 

3.  Recommendation.- — The  definition  of  a  creditor  should  include  a  landlord 
whose  rent  is  current  or  provision  should  be  made  for  such  a  landlord  to  propose 
a  plan  for  reorganization. 

V.    THE    IMPACT    OF    S.    2236 

ICSC  is  not  convinced  that  there  are  serious  abuses  that  warrant  the  proposed 
changes  in  the  bankruptcy  law  discussed  above  and  that  the  present  statutes 
are  not  working.  While  a  few  tenants  who  are  in  financial  difficulty  might  benefit 
from  the  proposed  legislation,  the  effect  on  tenants  generally  and  the  overall 
economy  would  not  be  beneficial. 

1.  Very  often  it  is  the  tenant  rather  than  the  landlord  who  is  seeking  a  long 
lease  with  options  to  renew.  If  a  bill  similar  to  S.  2266  is  adopted,  much  shorter 
leases  will  become  attractive  to  landlords  so  that  they  can  assure  themselves 
that  if  they  are  stuck  with  an  unwanted  assignee,  the  period  of  time  will  be  as 
short  as  possible.  Similarly,  option  renewal  rights  will  be  more  reluctantly 
granted.  Therefore,  while  certain  individual  tenants  may  benefit,  generally 
tenants  will  find  landlords  much  less  willing  to  enter  into  long-term  leases  since 
the  landlord's  ability  to  know  who  the  tenant  will  be  will  have  been  taken  out  of 
the  landlord's  hands  by  S.  2266 

2.  If  a  bill  similar  to  S.  2266  is  adopted,  landlords  will  be  more  restrictive 
about  who  they  accept  as  tenants.  Small  independent  retail  businesses  will  find 
it  harder  to  convince  the  shopping  center  owner  to  let  them  in  the  center,  due  to 
the  greater  risk  and  smaller  claims  created  by  S.  2266.  Personal  guarantees  will 
be  required  more  frequently  to  protect  the  landlord  from  section  365. 

3.  Generally  speaking,  it  is  faster,  more  efficient  and  substantially  less  expen- 
sive to  work  out  the  problems  of  a  business  with  financial  troubles  outside  of  the 
Bankruptcy  Courts.  For  example,  if  there  is  no  chance  for  the  company  to  sur- 
vive, the  making  of  an  assignment  for  the  benefit  of  creditors  can  avoid  a  sub- 
stantial overlay  of  statutory  Bankruptcy  Court  expenses  and  lead  to  quicker 
dividends  for  the  creditors.  Out  of  court  extensions  and  compositions  are  also 
used  extensively,  in  lieu  of  Chapter  proceedings,  for  the  same  reasons. 

At  the  present  time,  the  rights  of  the  landlords,  whether  there  is  an  out  of 
court  proceeding  or  a  formal  insolvency  proceeding,  are  not  substantially  different. 

The  landlord  retains  the  same  rights  to  terminate  the  lease  if  he  is  unhappy 
with  the  proceeding  and  control  the  transfer  of  the  lease  whether  it  is  an  in- 
court  or  out-of-court  proceeding. 

However,  if  a  bill  similar  to  S.  2266  is  adopted,  there  will  be  substanital  new 
reasons  for  troubled  companies  to  go  into  insolvency  proceedings  rather  than 
trying  to  work  out  their  problems  on  a  voluntary  basis.  S.  2266  would  permit  the 
debtor  or  other  non-landlord  creditors  to  take  substantial  advantage  of  the  land- 
lord through  the  use  of  the  formal  insolvency  proceeding.  While  the  purpose  of 
the  Bankruptcy  Act  is  to  assist  in  the  orderly  liquidation  or  rehabilitation  of 
companies,  its  purpose  is  not  to  encourage  the  filing  of  insolvency  proceedings, 
and  particularly  not  to  encourage  them  for  the  purpose  of  taking  advantage  of 
one  creditor  group.  S.  2266,  if  adopted,  will  lead  to  many  cases  being  filed  merely 
for  the  purpose  of  taking  advantage  of  the  landlord  for  the  benefit  of  the  debtor 
and  other  creditors. 
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4.  The  proposed  changes  in  S.  2266  do  not  provide  for  the  adequate  protection 
of  the  unique  qualities  on  which  shopping  center  profitability  and  viability  are 
based,  and  their  enactment  could  raise  serious  problems  for  the  tenants,  developers, 
and  financers  of  shopping  centers  faced  with  one  or  more  insolvencies.  The  result 
could  be  to  trigger  financial  problems  for  others  operating  in  the  center  through 
the  disruption  of  the  successful  operation  of  the  center. 

Mr.  Cohen.  ICSC,  the  International  Council  of  Shopping;  Centers, 
has  over  5,000  very  active  members.  It  conducts  all  sorts  of  educational 
forums  and  is  very  much  in  the  forefront  of  shopping  center  and  retail 
development  throughout  the  country. 

Sixty  percent  of  its  members  are  developer-owners  of  shopping 
centers  who  average  at  least  three  or  four  centers  apiece — some  more 
and  some  less — and  15  percent  of  the  members  are  retailers.  The 
rest  are  composed  of  various  people  who  have  all  sorts  of  business 
with  shopping  center  developers  and  tenants. 

In  all,  there  are  over  16,000  shopping  centers  represented  by  this 
association,  both  large  and  small. 

In  the  early  1940's  and  1950's,  most  of  the  retail  business  was  done 
in  individual  stores,  but  today,  starting  with  the  year  1975  or  1976, 
we  can  say  that  over  36  percent  of  all  retail  trade,  amounting  to  $217 
billion,  is  conducted  by  members  of  our  association  through  their 
shopping  centers. 

We  estimate,  through  projected  figures  given  to  us,  that  through 
1977  and  1978,  80  percent  of  all  new  retail  square  footage  and  88  per- 
cent of  all  department  store  square  footage,  will  be  represented  in 
shopping  centers. 

We  must  realize  that  the  shopping  center  is  not  an  ordinary  piece 
of  real  estate.  It  is  an  interwoven  unit  in  which  every  single  facet  of 
that  shopping  center  depends  upon  every  other  facet.  That  applies 
whether  we  have  a  small  shopping  center,  which  is  the  so-called  strip 
center  or  neighborhood  center,  or  a  major  regional  center  which  could 
go  up  to  several  million  square  feet  with  three,  four,  five,  or  more 
department  stores. 

Every  unit  in  one  way  or  another  attracts  customers  and  has  a 
certain  sales  volume  and  creates  a  flow  of  patronage  throughout  that 
center. 

So,  we  are  not  dealing  with  an  individual  piece  of  property.  There- 
fore, the  tenants  in  a  shopping  center,  with  respect  to  tenant  mix 
and  quality  of  the  type  of  tenant  and  the  location  of  the  tenant  and 
who  that  tenant  is  and  what  he  represents  to  the  center  and  what 
he  will  mean  to  it  is  most  important  in  any  shopping  center  situation. 

Department  store  tenants  and  other  major  tenants  also,  sometimes 
on  outpieces  and  sometimes  as  part  of  the  mall  in  the  center  if  it 
is  a  closed  mall  center,  very  often  own  their  own  piece  of  real  estate 
and  very  often  have  their  own  financing.  There  are  all  types  of  intri- 
cate operating  and  cross-easement  agreements  which  bring  these 
department  stores  and  other  stores  into  the  whole  shopping  center 
picture  with  the  other  tenants. 

Rental  in  shopping  centers,  for  the  most  part,  is  very  much  different 
than  rental  in  other  areas  of  real  estate  because  the  normal  formula  is 
a  percentage  of  gross  sales  volume  as  against  a  minimum  guaranteed 
rental,  which  ever  is  higher.  Accordingly,  percentage  rental  is  terribly 
important,  especially  with  the  escalating  overhead  costs  which  involve 
not  only  energy,  but  many  other  elements. 

As  far  as  leases  go,  most  shopping  centers  depend  on  relatively  long- 
term  leases  which  go  anywhere  from  5  years  for  the  very  small  Mom 
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and  Pop  tenant  to  as  much  as  35  years,  plus  another  20,  30,  40,  or  50 
years  of  options  with  larger  tenants. 

There  are  also  anchor  clauses  in  leases  whereby  tenants  along  the 
line  will  often  provide  that  if  the  "X"  store,  which  may  be  a  depart- 
ment store  in  the  larger  center  or  which  may  be  a  supermarket  or  may 
be  a  drug  store  in  a  smaller  center,  closes  its  operation  and  fails  to 
operate,  even  though  it  pays  its  rent,  then  the  other  tenants  have  the 
right  to  terminate  their  leases  and  get  out  of  the  center. 

You  can  see  that  the  whole  question  of  insolvency  can  be  very 
upsetting  where  any  one  tenant,  whether  large,  small,  or  medium, 
creates  a  vacant  space  or  a  gapping  hole  in  a  shopping  center. 

It  is  a  very  serious  matter  for  shopping  center  owners  and  developers. 

Subsection  (e)  of  section  365  really  makes  void  or  invalid  any  pro- 
vision in  the  lease  which  says  that  the  shopping  center  owner  may 
terminate  that  lease  on  insolvency  or  bankruptcy.  We  think  that  this 
will  indeed  be  a  tragedy. 

In  the  first  place,  it  will  disrupt  completely  the  tenant  mix  because 
there  is  no  way  that  I  know  of  that  a  trustee  or  other  court-appointed 
officer,  with  or  without  help,  can  really,  considering  his  desire  to  create 
some  type  of  asset  value  for  the  bankrupt  estate,  can  act  quickly 
enough  and  bring  in  a  tenant  to  fill  the  vacancy  created  by  the 
insolvency. 

Second  of  all,  no  matter  to  whom  the  trustee  assigns  a  lease,  we  do 
not  know  what  effect  it  will  have  on  traffic  in  the  center,  on  percentage 
rentals  in  the  center,  and  so  forth  and  so  on. 

Should  the  trustee  decide  that  he  will  continue  to  operate  the  busi- 
ness, we  may  have  the  same  tenant  in  there.  He  will  probably  have  an 
inadequate  inventory.  He  may  not  have  the  ability  to  buy  goods  at 
the  proper  price,  and  all  of  this  may  result  in  a  deleterious  effect  on 
the  center  itself. 

Now,  what  is  going  to  happen  if  this  provision  goes  into  effect?  It 
would  seem  to  me  that  it  is  going  to  force  the  developer-lessor-owner 
of  the  center  to  provide  in  the  future  in  its  leases  that  he  must,  at 
least  once  a  year  or  at  least  every  six  months  examine  the  financial 
statements  of  the  tenants  with  respect  to  net  worth,  earning  power, 
and  so  forth. 

If  they  do  not  meet  certain  standards,  then  he  will  have  the  right 
to  terminate  the  lease. 

This  can  be  catastrophic  in  its  effect  on  any  given  tenant  or  group 
of  tenants.  It  is  not  what  the  landlord  developers  want  in  the  shopping 
center  industry. 

If  there  is  insolvency  while  a  center  only  has  interim  financing  and 
not  a  final  takeout  (and  even  if  he  has  a  final  takeout  with  a  per- 
manent mortagee),  then  it  would  certainly  require  a  solvent  major 
tenant  for  closing.  Here  again  we  have  a  tremendous  calamity  unless 
that  shopping  center  owner  can  jump  right  in  and  use  his  expertise 
to  put  a  tenant  in  without  all  of  the  waste  of  time,  which  even  in  a 
30-,  60-,  or  120-day  period  can  be  fatal  to  the  development  of  the 
center,  its   future   and   its   financing. 

In  addition,  we  have  very  intricate  loan  agreements  which  have  all 
kind  of  requirements  and  very  often  require  the  consent  of  a  mort- 
agee— or  we  give  the  mortagee  lender  the  right  not  to  consumate  a 
closing  or  to  declare  a  breach  in  its  lending  agreement  hi  the  event 

22-510—  7S 47 


732 

that  it  did  not  have  the  absolute  right  to  approve  a  tenant  or  if  a 
certain  tenant  were  no  longer  on  the  premises. 

So,  all  these  considerations  are  terribly  important.  The  right  on 
the  part  of  the  owner-developer-landlord  to  terminate  or  to  have  the 
option  to  terminate  is  absolutely  essential. 

I  do  not  know  of  any  adequate  assurance  that  any  shopping 
center  developer  can  have  unless  he  himself  is  able  to  go  out  very 
quickly  and  select  that  tenant  and  be  able  to  terminate  the  existing 
lease  because  he  must  look  to  financial  viability.  He  has  to  look  at 
the  historical  experience.  He  must  look  at  the  type  of  business  and 
the  nature  and  quality  and  the  products  and  so  on.  You  may  have 
eight  shoe  stores  and  you  may  not  get  the  right  one.  You  may  have 
only  one  children's  wear  store.  You  can  have  a  men's  wear  store 
which  grosses  $400,000  in  8,000  square  feet  and  a  men's  wear  store 
which  grosses  $1.5  million  in  the  same  space  and  carries  the  same 
general  type  of  men's  wear.  The  former  does  not  have  the  same  mer- 
chandising ability  and  the  same  attraction  to  the  public. 

So,  all  these  factors  are  important. 

We  say  that  if  the  Senate  committee,  in  its  wisdom,  ultimately 
decides  that  there  must  be  some  type  of  adequate  assurance,  then 
it  ought  to  be  in  terms  of  a  reasonable  assurance  with  respect  to  the 
source  of  rental  payments,  meaning  financial  viability,  a  reasonable 
assurance  that  there  will  be  no  substantial  decline  in  percentage 
rents — and  I  am  not  sure  how  }'ou  can  do  that — and  a  reasonable 
assurance  that  the  assignment  or  assumption  of  a  lease  will  not  breach 
other  clauses  in  other  tenants'  leases  or  in  the  lender's  agreements,  and  a 
reasonable  assurance  that  an  assumption  or  an  assignment  of  a  lease 
will  not  disturb  the  tenant  mix  generally. 

We  have  a  number  of  other  important,  but  relatively  minor  com- 
ments with  respect  to  reduction  of  damage  claims  on  the  part  of  the 
landlord  and  with  respect  to  the  definition  of  rent  and  priorities  and 
certain  other  miscellaneous  provisions  of  the  act  which  hinge  directly 
on  shopping  center  development  and  the  landlord's  relation  to  the 
tenant. 

Just  let  me  say  that  we  are  dealing  with  one  of  the  most  important 
vehicles  and  elements  in  the  entire  econon^,  as  I  see  it,  on  a  day-to- 
day retail  basis  with  the  average  housewife.  The  average  person  must 
go  to  the  shopping  center  for  his  shopping  needs,  whether  on  a  daily, 
weekly,  or  biweekly  basis. 

We  think  that  unless  the  lessor-developer  is  given  some  basic 
option  to  terminate,  that  it  can  result  in  a  terrible  set  of  affairs  for 
his  shopping  center,  which  also  will  affect  the  tenants,  most  of  whom, 
remember,  are  either  Mom  and  Pop  operations  or  small  regional 
store  operations,  and  not  the  giant  chains  or  department  stores  which 
sometimes  anchor  the  centers. 

Those  are  my  comments. 

Senator  DeConcini.  Mr.  Cohen,  let  me  address  a  couple  of  things 
you  raised.  I  would  like  to  spend  a  couple  of  hours  with  you  on  this, 
but  I  do  not  have  that  time. 

You  paint  a  picture  of  a  very  cost-rising  position  that  the  landlord 
is  in,  but  is  it  not  true  that  most  of  those  leases  provide  for  common 
maintenance  clauses  based  on  percentage  of  square  footage  so  that 
your  cost  of  maintenance  is  picked  up  by  the  tenants  or  at  least  a 
good  portion  of  it? 
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Mr.  Cohen.  In  a  good  many  of  the  leases  and  certainly  in  the 
larger  and  more  modern  centers,  the  tenants  contribute  to  what  is 
known  as  a  "common  area  maintenance."  This  does  not  help  the 
owner  with  the  other  inflationary  values  which  are  going  on  with  what 
is,  in  effect,  the  devaluation  of  the  dollar  that  he  collects. 

Senator  DeConcini.  Do  not  those  clauses  also  extend  to  taxes  and 
maintenance  and  to  utilities  and  to  landscaping  and  security? 

The  landlord  certainly  is  faced  with  the  same  problem  anyone  else 
is  as  to  devaluation  of  the  dollar  and  inflation,  but  do  they  not  really 
protect  themselves,  at  least  a  substantial  percentage  of  50  percent 
or  more  of  smy  of  those  increased  costs? 

Mr.  Cohen.  They  protect  themselves  to  that  extent,  but  sometimes 
those  provisions  are  credited  against  overage  rentals  and  the 
overage  rentals  are  used  to  cover  them.  It  depends. 

But,  remember,  on  a  25-year  lease,  even  if  it  is  a  net  lease,  the  land- 
lord is  still  collecting  the  same  dollar  which  now  may  be  worth  10 
cents  15  years  later. 

Senator  DeConcini.  But  the  landlord  has  a  percentage.  I  think 
you  are  painting  a  picture  that  is  going  to  change.  I  think  it  is  not 
quite  that  accurate.  I  think  the  innovativeness  of  land  developers  and 
shopping  center  developers  will  come  up  with  continued  leases.  I  do 
not  think  it  is  as  severe  as  you  say. 

I  do  not  want  to  infer  that  my  mind  is  made  up  on  the  subject.  It 
is  not. 

Something  else.  Is  it  not  true  that  many  of  the  tenants  in  shopping 
centers,  in  fact,  only  get  a  shell  and  invest  hundreds  of  thousands  of 
dollars,  and  perhaps  millions  of  dollars  if  it  is  a  major  tenant,  in  put- 
ting in  improvements?  Are  they  not  entitled  to  some  opportunities  to 
save  that  in  the  event  of  financial  distress? 

Mr.  Cohen.  I  am  not  complaining  about  the  opportunity  to  save  it, 
but  what  has  happened  as  a  practical  matter  is  that  the  average  tenant 
who  goes  into  bankruptcy  or  reorganization — and  this  has  been  the 
experience  of  the  industry — does  not  go  back  into  business.  It  normally 
does  not  happen  that  way. 

There  are  tenants  who  have  remained  in  business,  like  interstate 
department  stores.  They  have  gone  back,  but  there  has  been  a  con- 
tinuous operation.  The  landlords  have  been  very  happy  to  have. them 
there  because  it  would  not  be  easy  to  replace  a  department  store  in 
the  few  hundred  thousand  feet  of  space. 

I  would  also  like  to  say  that  I  am  not  complaining  about  thercommon 
area  maintenance  or  the  percentage  clause  or  the  general  provisions 
of  the  leases. 

What  I  am  saying  is  this.  If  the  landlord  does  not  have  the  oppor- 
tunit}'  to  terminate  a  lease  where  he  finds,  with  his  specific  knowledge 
and  experience,  that  this  will  be  detrimental  to  the  center,  to  the  ten- 
ants, and  to  the  tenant-mix,  then  it  is  a  sad  situation  because  every- 
body in  the  center  is  going  to  suffer.  That  is  what  I  am  saying. 

Senator  DeConcini.  Do  you  think  there  is  any  merit  in  giving  that 
tenant  some  opportunity,  through  reorganization  or  trustee,  to  see 
Whether  or  not  they  can  satisfy  the  landlord  or  maintain  their  past 
performance,  if  you  want  to  say  that? 

Mr.  Cohen.  As  one  who  has  been  more  or  less  bottle-fed  on  the 
shopping  center  industry,  I  will  tell  you  that  I  do  not  know  of  a  land- 
lord, or  a  shopping  center  developer,  who,  if  he  sees  a  possibility, 
would  not  be  the  first  to  say : 
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I  am  not  going  to  use  my  option  to  terminate.  I  want  to  keep  this  tenant  here 
because  it  is  important  that  we  do  not  have  a  turnover  and  a  gapping  hole  and 
have  to  go  out  and  beg  for  another  tenant  to  replace. 

So,  I  would  be  all  for  that,  But  I  say  that  you  can  depend,  through 
experience,  on  the  shopping  center  developer  to  want  to  keep  that 
tenant  in  if  there  is  any  possibility  of  his  surviving. 

Senator  DeCoxcixi.  You  gave  some  alternatives  of  we  maintain 
this  provision  that  perhaps  the  trustee  would  be  required  to  continue 
some  similar  percentage  rental.  You  would  continue  the  volume  of 
business. 

Is  that  not  asking  for  a  subsidy? 

Mr.  Cohen.  No,  it  is  n:>t  asking  for  a  subsidy.  And  it  is  not  asking 
for  a  bonding,  which  obviously  cannot  be  done. 

But  I  would  imagine  it  would  be  the  type  of  thing  where  the  tenant, 
who  is  substituted,  would  have  such  a  fine  financial  statement  and 
background  and  such  a  fine  history  in  the  merchandising-retailing 
market,  that  there  would  be  no  question  in  the  mind  of  the  developer, 
as  well  as  in  the  mind  of  the  trustee. 

The  unfortunate  thing  that  happens  is  this.  The  trustee  in  the 
average  situation  or  the  receiver  will  quickly  get  the  idea  that  maybe 
he  can  get  some  tenant.  He  does  not  care  how  viable  he  may  be.  He 
would  get  him  to  sign  a  lease  or  take  an  assignment.  He  will  agree  to 
pay  x  number  of  dollars  for  trade  fixtures  or  for  some  leasehold 
improvements  of  some  sort. 

Senator  DeCoxcixi.  That  would  be  an  assignment  of  a  lease.  Do 
you  not  usually  have  the  right  to  approve  those  under  the  lease? 

Mr.  Cohex.  As  I  understand  it,  the  landlord's  right  to  approve  that 
would  be  out  the  window. 

Senator  DeCoxcixi.  That  is  true,  but  if  you  are  asking  for  some 
kind  of  a  guarantee  that  if  we  do  not  do  this,  which  is  in  the  bill,  that 
we  provide  some  kind  of  guarantee,  then,  do  you  not  have  that  guaran- 
tee already  to  approve  the  assignments? 

Mr.  Cohex.  No,  because  we  are  not  going  to  be  given  that  right 
to  approve  it. 

All  I  can  see  is  a  stretchout  of  a  period  of  60  days  plus  60  plus  60 
with  a  trustee  going  all  around  trying  to  bring  in  tenants.  Believe  me, 
the  developer  will  be  the  first  one  to  say  if  there  is  a  good  tenant,  then 
by  all  means  put  him  in  it.  He  does  not  want  that  hole  there. 

Senator  DeCoxcixi.  It  seems  to  me  that  it  is  advantageous  for 
some  period  of  time  to  let  the  trustee  work  hard  with  or  alone,  either 
with  the  developer  or  alone  to  attempt  to  bring  in  someone.  It  seems 
beneficial,  if  there  was  some  time  limit,  that  the  developer  would  have 
someone  else  out  there  trying  to  save  this  guy's  assets  rather  than  just 
automatically  by  filing  in  the  bankruptcy  court  where  the  landlord 
has  the  instant  right  to  terminate. 

Mr.  Cohex.  I  would  agree  with  you  ideally  and  theoretically  and 
conceptually,  but  having  been  exposed  in  my  own  trust  and  other 
holdings,  and  also  as  a  lawyer  as  well  as  a  businessman,  in  the  bank- 
ruptcy courts  and  Federal  courts  throughout  the  country  and  with 
trustees  and  receivers,  I  can  say  to  you  that  it  does  not  work  that  way. 

Senator  DeCoxcixi.  Mr.  Cohen,  we  thank  you  very  much. 

Mr.  Cohex.  I  appreciate  so  much  your  giving  me  the  opportunity. 

Senator  DeCoxcixi.  This  will  conclude  the  hearings  today.  We 
will  resume  hearings  on  Thursday,  December  1,  at  9  a.m. 

[Whereupon,  at  6:45  p.m.,  the  subcommittee  recessed.] 
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U.S.  Senate, 
Subcommittee  on  Improvements  in  Judicial 
Machinery  of  the  Committee  on  the  Judiciary, 

Washington,  D.C. 
The  subcommittee  met,  pursuant  to  recess,  at  9:15  a.m.,  in  room 
2228,    Dirksen   Senate   Office   Building,   Senator  Dennis   DeConcini 
(chairman  of  the  subcommittee)  presiding. 

Staff  present:  Romano  Romani,  staff  director;  Robert  E.  Feidler, 
counsel;  Harry  D.  Dixon,  Jr.,  consultant;  Patricia  Hoff,  minority 
counsel ;  Kathryn  M.  Coulter,  chief  clerk. 

Senator  DeConcini.  The  Senate  Judiciary  Subcommittee  on 
Judicial  Improvements  in  Judicial  Machinery  will  come  to  order. 

We  will  continue  our  hearings  on  S.  2266  to  establish  a  uniform  law 
on  the  subject  of  bankruptcies.  The  record  will  remain  open  until 
January  31  to  receive  additional  information. 

We  will  commence  this  morning  with  Mr.  Bernard  Imming,  presi- 
dent of  the  United  Fresh  Fruit  and  Vegetable  Association. 
Mr.  Imming,  please  come  forward.  You  may  proceed. 

STATEMENT  OF  BERNARD  IMMING,  PRESIDENT,  UNITED  FRESH 
FRUIT  AND  VEGETABLE  ASSOCIATION,  ACCOMPANIED  BY  LLEW- 
ELLYN HENLEY  GERSON,  DIRECTOR  OF  GOVERNMENT  RELA- 
TIONS, UNITED  FRESH  FRUIT  AND  VEGETABLE  ASSOCIATION 

Mr.  Imming.  Thank  you,  Mr.  Chairman. 

My  name  is  Bernard  J.  Imming.  I  am  president  of  the  United 
Fresh  Fruit  and  Vegetable  Association,  headquartered  in  "Washington, 
D.C.  I  have  with  me  Llewellyn  Gerson,  director  of  Government 
Relations  for  our  Association. 

I  would  request  that  my  formal  statement  be  inserted  into  the 
record  at  this  point. 

Senator  DeConcini.  Without  objection,  so  ordered. 

[The  prepared  statement  of  Bernard  Imming  follows:] 

Mr.  Chairman  and  Members  of  the  Committee:  My  name  is  Bernard  J. 
Imming.  I  am  president  of  the  United  Fresh  Fruit  and  Vegetable  Association, 
headquartered  in  Washington,  D.C.  The  United  is  the  national  trade  organization 
for  the  fresh  fruit  and  vegetable  industry  with  more  than  2,700  member  companies 
throughout  the  United  States.  Our  members  represent  all  factors  in  the  produc- 
tion and  marketing  of  fresh  produce.  They  handle  more  than  75  percent  of  the 
nation's  tonnage  of  commercially  produced  fresh  fruits  and  vegetables. 

We  appreciate  this  opportunity  to  present  our  industry's  views  on  S.  2266, 
specifically  sections  525  and  302.  These  sections  of  the  proposed  bankruptcy  law 
have  direct  impact  on  the  produce  business. 

(735) 
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We  propose,  and  strongly  urge  the  subcommittee  to  adopt,  the  following  amend- 
ments to  section  525  and  302: 

(1)  Amendment  to  section  525,  page  99,  line  23,  add  the  following  language: 
"Except  as  provided  in  the  Perishable  Agricultural  Commodities  Act,  1930  (7 

U.S.C.  499a-499s)," 

(2)  Amendment  to  sectio  302(a),  page  276,  strike  lines  12  through  16  and 
insert  the  following: 

"Sec.  302(a).  Subsection  (ar  of  section  4  of  the  Perishable  Agricultural  Commodi- 
ties Act,  1930  (7  U.S.C.  499d(a)),  is  amended  by  inserting  immediately  before 
the  semicolon  at  the  end  thereof  the  following:  'unless  the  Secretary  finds  after 
examining  the  circumstances  of  the  bankruptcy,  which  the  Secretary  shall  ex- 
amine if  requested  by  the  licensee,  that  the  license  should  not  terminate'  ". 

Mr.  Chairman,  our  industry  sought  and  supported  the  passage  of  the  Perishable 
Agricultural  Commodities  Act  (PACA)  in  1930.  Members  of  our  industry  recog- 
nized their  need  for  coverage  in  the  PACA  of  transactions  and  negotiations  of 
purchases  and  sales  of  fresh  fruits  and  vegetables.  The  PACA  through  the  years 
has  operated  effectively.  As  presently  written  in  S.  2266,  sections  525  and  302  (a) 
would  undermine  the  operation  and  the  very  purpose  of  the  PACA. 

Section  525 

Under  section  525  of  S.  2266,  the  Secretary  of  Agriculture  would  not  be  able  to 
deny,  suspend,  revoke  or  refuse  a  PACA  license  solely  because  a  person  is,  or  has 
been,  a  bankrupt.  This  would  result  in  no  protection  for  farmers  and  licensees 
against  those  who  are  or  have  been  bankrupt.  It  would  nullify  the  protective 
sanctions  the  Secretary  of  Agriculture  now  has  over  licensees  or  applicants  who 
filed  or  have  been  discharged  in  bankruptcy.  Exempting  bankrupts  from  the 
sanctions  afforded  by  the  PACA  would  undermine  the  stability  of  this  country's 
produce  business. 

Although  we  appreciate  the  protection  against  discriminatory  treatment  sought 
for  bankrupts  by  section  525,  under  the  PACA  this  would  result  in  reverse 
discrimination  since  bankrupts  would  be  granted  treatment  different  from  other 
licensees  in  similar  situations. 

The  amendment  excepting  the  PACA  from  section  525  of  the  House  companion 
legislation,  H.R.  8200,  was  sponsored  in  the  House  by  Rep.  Tom  Foley  (D-Wash.) 
and  adopted  by  voice  vote  on  October  28,  1977. 

Section  302 

Section  302(a)  amends  the  Perishable  Agricultural  Commodities  Act  by 
deleting  the  part  of  the  PACA  that  provides  for  automatic  termination  of  a  PACA 
license  when  a  person  or  his  partner  is  discharge  d  as  a  bankrupt. 

Section  302(a)  should  be  amended  to  allow  the  Secretary  of  Agriculture  to 
examine  the  circumstances  of  the  bankruptcy  to  determine  if  the  license  should 
not  terminate. 

The  amount  of  money  lost  by  growers  and  other  sellers  of  fruits  and  vegetables 
because  of  bankruptcies  filed  by  their  customers  has  been  increasing  steadily. 
Over  the  past  six  years,  213  licensed  firms,  owing  more  than  $352  million,  were 
were  reported  bankrupt.  Much  of  this  money  was  owed  to  growers  and  produce 
dealers.  There  must  be  some  way  to  prevent  these  people  from  operating  in  our 
produce  industry. 

The  amendment  to  section  302(a),  suggested  by  United,  would  allow  the  bank- 
rupt to  retain  his  license  if,  after  examining  the  circumstances  of  the  bankruptcy, 
the  Secretary  determines  that  the  license  should  not  terminate. 

We  have  no  objection  to  section  302(b)  of  S.  2266  which  amends  section  4(e) 
of  the  PACA  to  permit  the  Secretary  of  Agriculture  to  examine  the  circumstances 
of  a  bankruptcy,  and  if  warranted,  refuse  to  issue  a  license  if  the  applicant  does 
not  post  the  required  bond. 

Sections  525  and  302(a)  as  presently  written  would  mean  that  USDA's  auth- 
ority to  deny,  suspend,  revoke  or  refuse  a  PACA  license  would  only  apply  to  those 
who  do  not  file  in  bankruptcy.  Poor  business  persons  could  easily  hide  and  continue 
business  behind  these  bankruptcy  provisions. 

The  fresh  fruit  and  vegetable  industry  is  a  fast-moving  and  volatile  business. 
Those  in  the  produce  business  deal  mostly  over  the  phone  and  in  good  faith. 
Allowing  bankrupts  easy  entry  back  into  business  would  create  havoc.  We  rely 
on  the  PACA  law  to  provide  stability  in  our  business  operations.  The  industry 
eould  be  severely  harmed  by  the  bankrupt  who  is  allowed  to  stay  in  or  reenter 
the  business  without  any  requirement  that  he  show  financial  worthiness.  USDA 
must  retain  the  authority  it  presently  has  under  the  PACA  to  deny,  revoke,  sus- 
pend, or  refuse  PACA  licenses. 
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We  appreciate  this  opportunity  to  present  our  industry's  views  and  we  strongly 
urge  the  adoption  of  the  two  suggested  amendments. 
Thank  you. 

Mr.  Imming.  United  is  the  national  trade  organization  for  the 
fresh  fruit  and  vegetable  industry  with  more  than  2,700  member 
companies  throughout  the  United  States.  Our  members  represent  all 
factors  in  the  production  and  marketing  of  fresh  produce.  They  handle 
mere  than  75  percent  of  the  Nation's  tonnage  of  commercially  pro- 
duced fresh  fruits  and  vegetables. 

We  appreciate  this  opportunity  to  present  our  industry's  views  on 
S.  2266,  specifically  sections  525  and  302.  These  sections  of  the  pro- 
posed bankruptcy  law  have  direct  impact  on  the  produce  business. 

We  propose,  and  strongly  urge,  the  subcommittee  to  adopt  the 
following  amendments  to  sections  525  and  302: 

One,  amendment  to  section  525,  page  99,  line  23,  add  the  following 
language : 

Except  as  provided  in  the  Perishable  Agricultural  Commodities  Act,  1930 
(7  U.S.C.  499a-499s), 

Two,  amendment,  to  section  302(a),  page  276,  strike  lines  12  through 
16  and  insert  the  following: 

Sec.  302(a)  subsection  (a)  of  section  4  of  the  Perishable  Agricultural  Com- 
modities Act,  1930  (7  U.S.C.  499(a)),  is  amended  by  inserting  immediately  before 
the  semicolon  at  the  end  thereof  the  following:  "unless  the  Secretary  finds  after 
examining  the  circumstances  of  the  bankruptcy,  which  the  Secretary  shall  examine 
if  requested  by  the  licensee,  that  the  license  should  not  terminate." 

Mr.  Chairman,  our  industry  sought  and  supported  the  passage  of 
the  Perishable  Agricultural  Commodities  Act — PACA — in  1930. 
Members  of  our  industry  recognized  their  need  for  coverage  in  the 
PACA  of  transactions  and  negotiations  of  purchases  and  sales  of  fresh 
fruits  and  vegetables. 

The  PACA  through  the  years  has  operated  effectively.  As  presently 
written  in  S.  2266,  sections  525  and  302(a)  would  undermine  the 
operation  and  the  very  purpose  of  the  PACA. 

Under  section  525  of  S.  2266,  the  Secretary  of  Agriculture  would 
not  be  able  to  deny,  suspend,  revoke  or  refuse  a  PACA  license  solely 
because  a  person  is,  or  has  been,  a  bankrupt.  This  would  result  in  no 
protection  for  farmers  and  licensees  against  those  who  are  or  have 
been  bankrupt.  It  would  nullify  the  protective  sanctions  the  Secretary 
of  Agriculture  now  has  over  licensees  or  applicants  who  filed  or  have 
been  discharged  in  bankruptcy.  Exempting  bankrupts  from  the  sanc- 
tions afforded  by  the  PACA  would  undermine  the  stability  of  this 
country's  produce  business. 

Although  we  appreciate  the  protection  against  discriminatory 
treatment  sought  for  bankrupts  by  section  525,  under  the  PACA 
this  would  result  in  reverse  discrimination  since  bankrupts  would  be 
granted  treatment  different  from  other  licensees  in  similar  situations. 

The  amendment  excepting  the  PACA  from  section  525  of  the  House 
companion  legislation,  H.R.  8200,  was  sponsored  in  the  House  by 
Representative  Tom  Foley  and  adopted  by  voice  vote  on  Octo- 
ber 28,  1977. 

Section  302(a)  amends  the  Perishable  Agricultural  Commodities 
Act  by  deleting  the  part  of  the  PACA  that  provides  for  automatic 
termination  of  a  PACA  license  when  a  person  or  his  partner  is  dis- 
charged as  bankrupt. 
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Section  302(a)  should  be  amended  to  allow  the  Secretary  of  Agri- 
culture to  examine  the  circumstances  of  the  bankruptcy  to  determine 
if  the  license  should  not  terminate. 

The  amount  of  money  lost  by  growers  and  other  sellers  of  fruits 
and  vegetables  because  of  bankruptcies  filed  by  their  customers  has 
been  increasing  steadily.  Over  the  past  6  years,  213  licensed  firms, 
owing  more  than  $253  million,  were  reported  bankrupt.  Much  of  this 
money  was  owed  to  growers  and  produce  dealers.  There  must  be 
some  way  to  prevent  these  people  from  operating  in  our  produce 
industry. 

The  amendment  to  section  302(a),  suggested  by  United,  would 
allow  the  bankrupt  to  retain  his  license  if,  after  examining  the  cir- 
cumstances of  the  bankruptcy,  the  Secretary  determines  that  the 
license  should  not  terminate. 

We  have  no  objection  to  section  302(b)  of  S.  2266  which  amends 
section  4(e)  of  the  PACA  to  permit  the  Secretary  of  Agriculture  to 
examine  the  circumstances  of  a  bankruptcy  and,  if  warranted,  refuse 
to  issue  a  license  if  the  applicant  does  not  post  the  required  bond. 

Sections  525  and  302(a)  as  presently  written  would  mean  that 
USDA's  authority  to  den}^  suspend,  evoke  or  refuse  a  PACA  license 
would  only  apply  to  those  who  do  not  file  in  bankruptcy.  Poor  busi- 
ness persons  would  easily  hide  and  continue  business  behind  these 
bankruptcy  provisions. 

The  fresh  fruit  and  vegetable  industry  is  a  fast-moving  and  volatile 
business.  Those  in  the  produce  business  deal  mostly  over  the  phone 
and  in  good  faith.  Allowing  bankrupts  easy  entry  back  into  business 
would  create  havoc. 

We  rely  on  the  PACA  law  to  provide  stability  in  our  business 
operations.  The  industry  could  be  severely  harmed  by  the  bankrupt 
who  is  allowed  to  stay  in  or  re-enter  the  business  without  any  require- 
ment that  he  show  financial  worthiness.  USDA  must  retain  the  author- 
ity it  presently  has  under  the  PACA  to  deny,  revoke,  suspend,  or 
refuse  PACA  licenses. 

We  appreciate  this  opportunity  to  present  our  industry's  views  and 
we  strongly  urge  the  adoption  of  the  two  suggested  amendments. 

Thank  you. 

Senator  DeConcini.  Thank  you,  Mr.  Imming.  Your  testimony  is 
well  received.  I  am  pleased  that  you  have  brought  this  to  our  atten- 
tion. We  have  had  some  correspondence  and  contacts  from  associations 
such  as  yours  regarding  this.  We  will  give  serious  consideration  to  the 
adoption  of  your  amendments.  They  make  very  good  sense. 

We  will  keep  in  touch  with  you  regarding  the  matter. 

I  have  no  questions.  I  understand  your  concern  and  your  explicit 
explanation.  We  thank  you  very  much. 

Excuse  me,  Mr.  Dixon  does  have  a  question. 

Mr.  Dixon.  Mr.  Imming,  I  want  to  say  on  behalf  of  Senator  Wallop 
how  much  the  Senator  appreciates  your  appearance  here  today.  If, 
after  your  testimony,  3011  have  any  other  suggestions  concerning 
fanners  or  fruit  growers  that  we  should  be  considering,  we  would 
appreciate  your  advice  and  a  written  statement  in  that  regard. 

Mr.  Imming.  We  thank  you.  We  will  be  happy  to  do  so. 

Senator  DeConcini.  We  thank  you  very  much. 

Our  next  witness  is  Daniel  O'Neal,  chairman  of  the  Interstate 
Commerce  Commission. 
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Mr.  O'Neal,  welcome  to  the  committee.  We  thank  you  for  taking 
the  time  in  preparing  a  statement  for  us  and  in  helping  us  in  this  cru- 
cial legislation.  Your  statement  will  appear  in  the  record  in  total. 
You  may  proceed  to  highlight  it  or  however  you  wish. 

STATEMENT  OF  A.  DANIEL  O'NEAL,  CHAIRMAN,  INTERSTATE 
COMMERCE  COMMISSION,  ACCOMPANIED  BY  JOHN  J.  MATTRAS, 
CHAIRMAN  OP  FINANCE  BOARD;  AND  GEORGE  M.  CHANDLER, 
DIRECTOR,  POLICY  REVIEW  OFFICE,  INTERSTATE  COMMERCE 
COMMISSION 

Mr.  O'Neal.  Thank  you,  Mr.  Chairman. 

With  me  today  on  my  right  is  George  Chandler,  who  is  director  of 
the  Office  of  Policy  Review  of  the  Interstate  Commerce  Commission 
and  has  had  some  hand  in  the  drafting  of  the  provisions  that  we  are 
concerned  with. 

On  my  left  is  John  Mattras,  who  is  the  chairman  of  the  Finance 
Board  at  the  Commission  and  has  had  much  to  do  with  the  proceed- 
ings that  we  are  talking  about  here. 

I  am  pleased  to  have  the  opportunity  to  come  before  you  and  discuss 
the  Interstate  Commerce  Commission's  views  on  this  bill.  As  you  have 
suggested,  we  have  submitted  a  longer  statement  for  the  record.  I 
will  go  through  the  summary  statement. 

Senator  DeConcini.  Without  objection,  that  will  be  placed  in  the 
record  at  this  point. 

[The  material  referred  to  follows:] 

Statement  of  A.  Daniel  O'Neal,  Chairman, 
Interstate  Commerce  Commission 

December  1,  1977. 

Mr.  Chairman,  Members  of  the  Subcommittee:  I  am  pleased  to  appear  before 
you  this  morning  to  present  the  views  of  the  Interstate  Commerce  Commission 
on  certain  aspects  of  S.  2266,  a  bill  designed  to  establish  a  uniform  law  on  the 
subject  of  bankruptcies.  As  you  know,  the  Commission  is  experienced  with 
bankruptcies  involving  railroads  because  of  its  responsibilities  under  section  77 
of  the  present  Bankruptcy  Act.  We  have  believed  for  many  years  that  the  present 
law  is  inadequate  in  a  number  of  respects,  and  therefore  welcome  S.  2266,  which 
with  relatively  minor  modifications,  would  appear  to  be  the  kind  of  bankruptcy 
law  that  is  needed  in  the  railroad  area. 

The  history  of  railroad  bankruptcies  is  long  and  complex.  Section  77,  originally 
enacted  in  1933  in  the  midst  of  the  depression,  grew  out  of  the  realization  by  the 
Congress  that  railroad  reorganizations  require  special  treatment  because  of  the 
extent  to  which  the  operations  of  the  debtor  company  are  inevitably  clothed  with 
the  public  interest.  Not  only  must  the  Interests  of  the  estate  and  the  creditors 
be  considered  in  dealing  with  railroad  reorganization;  it  is  of  vital  importance 
that  these  private  interests  be  balanced  against  the  public  interest  in  the  con- 
tinuation of  essential  rail  transportation  services.1 

The  need  for  consideration  of  the  public  interest  in  continued  rail  service  is  no 
less  today  than  it  was  over  40  years  ago  when  section  77  was  enacted.  The  Con- 
gressional concern  with  this  problem  has  been  manifested  most  recently  with  the 
passage  of  the  Regional  Rail  Reorganization  Act  of  1973  (the  3-R  Act)  and 
the  Railroad  Revitalization  and  Regulatory  Reform  Act  of  1976  (the  4-R  Act). 
In  these  two  acts  Congress  found  it  necessary  to  provide  for  an  elaborate  and 
expensive  Government-sponsored  reorganization  procedure  in  order  to  maintain 
essential  rail  services  threatened  with  termination  because  of  the  bankruptcy 
of  the  Penn  Central  and  several  other  major  railroads  of  the  Northeast.  Congress 
then  followed  up  that  procedure  with  Federal  aid  programs  designed  to  preserve 
and  improve  needed  rail  services  on  a  nationwide  basis. 


1  See  New  Haven  Inclusion  Cases,  399  U.S.  392,  491-92    (1970). 
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While  the  goals  of  section  77  thus  remain  essential  today,  the  manner  in  which 
rail  reorganizations  have  been  processed  under  its  provisions  has  been  the  subject 
of  much  criticism — most  of  it  directed  to  the  length  of  time  required  to  complete 
reorganization  proceedings.  The  Commission  has  a  major  role  in  rail  reorganiza- 
tions under  section  77,  and  there  are  those  who  believe  that  the  best  solution  to 
the  time  problem  is  to  diminish  substantially  the  part  which  it  plays.  That  is  the 
course  followed  by  other  bills  on  this  subject  suggested  in  the  past,  and  by  the 
current  House  bankruptcy  bill,  H.R.  8200.  believe,  however,  that  the  principal 
cause  of  delay  in  rail  reorganizations  stems  not  from  the  Commission's  involve- 
ment, but  from  the  statutory  procedures  which  must  be  followed  in  developing 
a  reorganization  plan. 

First,  section  77  requires  the  debtor  to  develop  the  initial  plan.  Since  its  interests 
are  inevitably  directed  toward  preserving  the  estate,  the  result  is  likely  to  be  a 
plan  which  will  not  deal  satisfactorily  with  other  public  interest  considerations. 

Second,  there  is  no  effective  deadline  on  the  submission  of  the  plan.  Although 
section  77(d)  requires  that  it  be  submitted  within  six  months,  there  is  no  limit  to 
the  number  of  extensions  of  time  which  the  court  can  grant.  The  most  recent 
extreme  example  of  delay  at  this  stage  of  the  proceeding  is  the  reorganization  of 
the  Central  Railroad  Company  of  New  Jersey.  The  reorganization  petition  was 
filed  in  1967,  and  the  railroad  was  ultimately  reorganized  in  1976  under  the  3-R 
Act.  No  plan  of  reorganization  was  ever  filed  by  the  debtor,  the  trustee  or  any 
other  party  under  section  77. 

The  Central  Railroad  Company  of  New  Jersey, 

Xewark,  X.J.,  December  l\,  1977. 
A.  Daniel  O'Neal,  Esq., 
Chairman,  Interstate  Commerce  Commission, 
Washington,  D.C. 

Dear  Mr.  Chairman:  I  have  recently  had  the  opportunity  of  reading  your 
Statement  of  December  1,  1977  submitted  to  the  Senate  Subcommittee  in  con- 
nection with  S.  2266,  the  bill  to  establish  a  uniform  bankruptcy  law.  At  page  3 
of  your  Statement  you  single  out  The  Central  Railroad  Company  of  New  Jersey 
reorganization  proceeding  as  "the  most  recent  extreme  example  of  delay"  in 
filing  plans  of  reorganization,  stating  that  "No  plan  of  reorganization  was  ever 
filed  by  the  debtor,  the  trustee  or  any  other  party  under  section  77." 

I  was  appointed  Trustee  of  the  CNJ  in  January  of  1971;  and  in  July  of  1971 
I  filed  with  the  ICC  a  plan  of  reorganization  for  the  CNJ.  The  ICC  never  scheduled 
hearings  on  the  plan  though  it  did,  in  other  proceedings,  refuse  to  authorize  a 
number  of  the  abandonments,  routing  changes,  consolidations,  rate  changes  and 
subsidy  agreements  with  industries  on  light  density  lines  anticipated  by  the  plan. 
Similarly,  the  ICC  never  scheduled  hearings  on  the  petition  filed  with  it  by  the 
CNJ  bondholders  to  dismiss  the  reorganization  proceedings  under  §  77(g). 
It  is  my  understanding  that  the  reorganization  intentions  of  my  predecessor 
trustees  on  the  CNJ  were  closely  tied  to  their  efforts  to  seek  inclusion  in  the 
Chessie  system,  a  matter  which  also  pended  before  the  ICC  for  a  number  of 
years. 

In  view  of  the  inaccuracies  of  your  Statement,  I  am  taking  the  liberty  of  for- 
warding a  copy  of  this  letter  directly  to  the  Subcommittee  on  Improvements  in 
Judicial  Machinery  in  order  to  clarify  the  record. 
Verv  truly  yours, 

R.  D.  Timpany, 

Trustee. 

Interstate  Commerce  Commission, 
Washington,  D.C,  January  13,  1978. 
Hon.  Dennis  DeConcini, 

Chairman,  Subcommittee  on  Improvements  in  Judicial  Machinery,  Committee  on  the 
Judiciary,  U.S.  Senate,  Washington,  D.C. 

Dear  Chairman  DeConcini:  On  December  1,  1977,  I  appeared  before  the 
Subcommittee  on  Improvements  in  Judicial  Machinery  to  testify  on  S.  2266,  a 
bill  to  establish  a  uniform  law  on  the  subject  of  bankruptcies. 

On  page  3  of  my  prepared  statement  appears  an  analysis  of  current  section  77, 
and  what  the  Commission  believes  to  be  some  of  the  causes  of  delay  in  section  77 
cases.  In  making  the  point  that  section  77  currently  has  no  effective  deadline  for 
the  submission  of  a  plan,  I  list  the  reorganization  of  The  Central  Railroad  Com- 
pany of  New  Jersey  (CNJ)  as  an  example  where  no  plan  of  reorganization  was 
ever  filed  by  the  debtor,  the  trustee,  or  any  other  party. 
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Unfortunately,  that  statement  is  not  accurate.  A  review  of  our  records  in  that 
case  reveals  that  the  trustee  for  CNJ  did  file  a  plan  of  reorganization  for  the  CNJ 
on  August  9,  1971,  in  Finance  Docket  No.  24535.  On  September  30,  1971,  an  order 
gave  all  parties  notice  of  the  delay  in  the  proceeding  and  the  reason  for  the  delay. 
The  reorganization  proceeding  was  ultimately  dismissed,  by  Commission  order  of 
April  6,  1977,  under  the  terms  of  the  Railroad  Revitalization  and  Regulatory 
Reform  Act  of  1976.  Section  618(b)(4)  of  that  Act  terminated  the  Commission's 
powers  and  duties  with  respect  to  the  reorganization  plans  of  Northeast  railroads 
that  conveyed  substantially  all  of  their  designated  rail  properties  to  other  rail- 
roads under  the  Final  System  Plan. 

I  apologize  for  the  error  in  my  statement.  Please  accept  this  letter  as  a  formal 
request  to  correct  page  3  of  my  testimony  by  deleting  the  example  of  the  CNJ 
from  the  record. 

If  I  may  be  of  further  assistance,  please  contact  me  at  any  time. 
Sincerely  yours, 

A.  Daniel  O'Neal, 

Chairman. 

Third,  and  probably  most  important,  long  delays  in  past  rail  reorganizations 
have  occurred  because  the  statute  provides,  following  approval  of  a  plan  by  the 
Commission,  for  its  review  de  novo  by  the  court,  which  can  refer  the  plan  back 
to  the  Commission  for  further  proceedings.  This  back-and-forth  referral  can  go 
on  seemingly  without  end. 

S.  2266  deals  with  the  delay  problem  by  attacking  these  three  basic  causes. 
It  places  the  initial  responsibility  for  developing  the  plan  upon  the  trustee,  while 
still  allowing  the  debtor,  or  any  other  interested  person,  to  submit  his  own  plan. 
It  imposes  strict  time  limits  on  the  submission  of  a  plan  to  the  Commission,  and 
allows  the  court  to  extend  those  time  limits  only  if  the  Commission  requests  an 
extension.  It  places  the  responsibility  for  developing  a  final  plan  upon  the 
Commission — recognizing  that  its  expertise  in  railroad  matters  is  an  important 
factor  in  the  preparation  of  an  acceptable  plan,  and  it  limits  the  court  to  an 
appellate-type  review  of  the  Commission's  decision.  The  bill  also  provides  for 
the  conversion  of  a  railroad  reorganization  to  a  liquidation  if  the  Commission 
fails  to  submit  a  plan  within  a  fixed  time. 

These  changes,  in  our  view,  get  to  the  heart  of  the  railroad  bankruptcy 
problem — delay — without  sacrificing  the  essential  role  which  the  Commission 
can  and  should  play  in  these  proceedings.  Therefore,  it  is  our  view  that  the 
approach  of  S.  2266  is  far  preferable  to  that  of  the  pending  House  bankruptcy 
bill,  H.R.  8200. 

We  are  very  much  aware  of  the  fact  that  one  of  the  chief  purposes  of  S.  2266 
is  to  standardize  bankruptcy  procedures  as  much  as  possible.  This  means,  of 
course,  that  there  is  an  effort  to  conform  the  special  procedures  applicable  to 
railroad  reorganizations  to  the  other  provisions  of  the  bill  applicable  to  other 
types  of  bankruptcy  proceedings.  The  effect  is  that  certain  powers  which  now 
reside  in  the  Commission  under  section  77  would  be  removed,  For  example,  the 
trustee  would  be  sleeted  from  the  panel  of  private  trustees  pursuant  to  the  general 
provisions  of  the  bill  and  the  appointment  would  not  be  subject  to  Commission 
approval  as  is  now  the  case.  The  standards  which  a  reorganization  plan  must 
meet,  except  where  the  nature  of  the  debtor's  business  clearly  requires  different 
provisions,  would  conform  to  those  set  forth  in  other  portions  of  the  bill.  Most 
of  the  provisions  of  the  bill  would  be  made  applicable  to  railroad  reorganizations. 

While  we  think  there  have  been  certain  benefits  to  the  public  interest  arising 
out  of  the  Commission's  performance  of  functions  under  present  law  which  &. 
2266  would  remove  from  our  jurisdiction,  we  understand  what  the  bill  is  attempt- 
ing to  achieve  by  way  of  standardization  and  generally  support  these  measures. 
For  example,  as  noted  earlier,  the  Commission  under  section  77  must  approve 
the  selection  of  a  trustee.  The  procedure  for  selection  of  trustees  under  S.  2266 
would  eliminate  the  Commission's  role  in  this  process,  but  we  believe  that  this 
procedure  provides  adequate  safeguards  for  the  public.  Another  duty  under 
present  law  which  is  removed  by  S.  2266  is  the  Commission's  setting  of  maximum 
compensation  for  trustees  and  their  counsel.  While  once  again  this  is  an  area, 
where  we  believe  the  Commission  has  traditionally  served  a  useful  function,  we 
understand  the  desire  to  standardize  railroad  reorganization  procedures  with 
other  bankruptcy  procedures  and  do  not  oppose  this  lessening  of  our  jurisdiction. 

Having  made  these  general  observations  about  S.  2266 — which  we  believe 
overall  to  be  a  sound  solution  to  the  problems  inherent  in  the  present  Bankruptcy 
Law — we  would  like  to  add  some  comments  on  specific  provisions  of  the  bill. 
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First,  subchapter  IV  differs  from  present  section  77  and  from  other  provisions  of 
the  bill  in  eliminating  the  requirement  that  a  reorganization  plan  be  approved 
by  those  who  are  found  to  be  materially  and  adversely  affected  by  its  provisions. 
Instead,  the  Commission  is  required  to  hold  informal  conferences  with  "interested 
persons"  (a  category  which  would  include  the  creditors  and  equity  security 
holders  or  their  representatives)  during  the  course  of  developing  a  plan.  We 
would  also  be  required  to  hold  public  hearings  prior  to  our  approval  of  a  plan 
for  submission  to  the  court. 

We  believe  that  these  conferences  and  hearings  will  provide  ample  opportunity 
for  adversely  affected  interests  to  make  their  views  known  and  to  place  them  on 
the  public  record.  The  Commission  would  then  be  empowered  to  approve  a  plan 
over  the  objection  of  such  persons  if  we  found  that  the  plan  was  in  the  public 
interest,  that  the  rights  of  each  class  of  creditors  and  equity  security  holders  had 
been  afforded  due  recognition,  and  that  the  plan  did  not  discriminate  unfairly 
against  any  one  of  them.  Such  a  plan  could,  under  section  1173(b),  provide  for 
the  transfer  of  the  debtor's  assets  or  its  merger  with  another  enterprise.  It  should 
be  noted  that  this  section  would  specifically  overrule  the  decision  in  St.  Joe  Paper 
Co.  v.  Atlantic  Coast  Line  Railroad  Co.,  347* U.S.  298  (1954),  in  which  the  Supreme 
Court  held  that  a  reorganization  plan  under  section  77  could  not  provide  for 
the  merger  of  the  debtor  with  another  railroad  against  the  will  of  a  majority  of 
the  debtor's  stockholders. 

Other  significant  provisions  of  the  bill  recognize  that  because  of  the  importance 
of  uninterrupted  rail  service,  public  bodies  and  government  agencies,  at  the 
Federal,  State,  and  local  level,  have  always  been  vitally  concerned  about  railroad 
reorganization  proceedings.  The  passage  of  the  4-R  Act  gave  an  added  impetus 
to  this  interest  by  establishing  financial  aid  programs  which  make  funds  available 
to  eligible  States  and  by  encouraging  comprehensive  rail  transportation  planning 
at  the  State  level.  Section  1162(2)  defines  "person"  as  that  term  is  used  in  sub- 
chapter IV  specifically  to  include  "governmental  unit."  Also,  section  1168(b) 
provides  for  the  service  of  certain  notices  on  the  United  States  Department  of 
Transportation  and  on  the  chief  executive  officer  and  transportation  regulatory 
agency  of  each  State  in  which  the  debtor  conducts  rail  operations. 

In  an  effort  to  expedite  the  reorganization  process,  S.  2266  sets  strict  time 
limits  in  areas  such  as  the  development  of  reorganization  plans  by  the  trustee  or 
the  Commission.  Under  section  1172  of  the  bill  the  trustee  must  file  with  the 
Commission  a  proposed  plan  or  reorganization  for  the  debtor  or  a  report  why  a 
plan  cannot  be  formulated  within  240  days  after  the  petition  is  filed.  The  Com- 
mission may  extend  this  time  limit,  but  not  for  a  period  exceeding  an  additional 
120  days.  There  are  other  procedural  time  limits  included  which  involve  the 
Commission's  handling  of  various  stages  of  the  proceeding.  Under  section  1175, 
the  Commission  has  an  overall  time  limit  of  630  days  from  the  date  the  petition 
is  filed  to  submit  a  reorganization  plan  to  the  court.  If  the  Commission  does  not 
submit  a  plan  within  that  time,  the  court  after  hearing  shall  determine  whether 
the  debtor  is  reorganizable  or  whether  the  proceeding  should  be  converted  to  a 
liquidation  proceeding.  If  the  court  concludes  that  the  debtor  is  still  reorganizable, 
it  must  direct  the  Commission  or  the  trustee  to  submit  to  it  a  plan  within  180 
days  of  the  date  of  the  court's  hearing. 

We  appreciate  that  these  time  limits  are  designed  to  expedite  a  class  of  pro- 
ceedings which  have  become  almost  legendary  in  their  tendency  to  drag  out  over 
long  periods.  In  general,  we  believe  that  the  time  limits,  although  strict,  are 
sufficiently  flexible  to  work  effectively  in  most  instances.  However,  we  do  foresee 
situations  where  the  court  might  find  under  section  1175  that  although  the  debtor 
is  till  reorganizable,  it  is  impracticable  for  the  Commission  or  the  trustee  to  submit 
a  plan  within  180  days  of  the  date  of  the  court's  determination.  We  believe  that 
it  would  be  advisable  to  allow  a  greater  amount  of  time  should  the  court  deter- 
mine that  it  is  necessary  to  cover  those  situations  where  significant  progress  has 
been  made  but  where  the  proceedings  are  so  complex  that  the  180  day  deadline 
cannot  be  met.  This  could  be  accomplished  by  amending  the  second  sentence  of 
section  1175  to  read  as  follows: 

"If  the  court  finds  that  the  debtor  may  be  reorganizable  under  this  chapter,  it 
shall  direct  the  Commission  or  the  trustee  to  submit  to  it  a  plan  within  180  days 
of  the  date  of  the  hearing,  or  within  such  greater  amount  of  time  as  the  court 
may  determine  upon  application  of  the  Commission." 

Section  1169(1)  of  the  bill  states  that  all  orders  involving  the  expenditure  of 
money  or  the  incurring  of  obligations  by  the  debtor's  estate  require  court  approval, 
with  the  exceptions  of  Commission  orders  of  general  applicability  and  orders 
regarding  the  payment  of  prior  interline  debts  owed  by  the  debtor.  This  differs 
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from  the  treatment  accorded  to  interline  debts  under  the  current  Act  where 
interline  creditors  are  regarded  simply  as  ordinary  debtors  of  the  estate.  We 
believe  this  change  in  the  status  of  interline  debts  is  necessary  to  maintain  the 
debtor's  business  during  its  financial  difficulties.  Without  the  knowledge  that 
interline  debts  will  be  paid  in  full,  other  rail  carriers  may  be  inclined  to  bypass 
the  debtor,  thus  increasing  its  financial  problems.  Moreover,  nonpayment  of 
interline  debts  may  seriously  and  adversely  affect  the  financial  positions  of  other 
rail  carriers  and  their  ability  to  continue  service. 

Section  1179  of  the  bill  covers  the  situation  where  abandonment  of  a  railroad 
line  or  discontinuance  of  rail  service  is  requested  by  a  railroad  in  reorganization. 
In  general  this  section  preserves  the  Commission's  prerogatives  under  the  rail 
abandonment  statute,  section  la(G)  of  the  Interstate  Commerce  Act  (49  U.S.C. 
la(6)),  with  certain  modifications.  We  agree  with  this  approach  because  the  im- 
portance of  rail  service  to  the  communities,  shippers  and  passengers  who  rely 
upon  it  is  such  that,  even  for  a  railroad  in  reorganization,  services  should  not 
ordinarily  be  terminated  except  in  accordance  with  the  abandonment  provisions 
of  the  Interstate  Commerce  Act.  Of  course,  the  elimination  of  money-losing 
services  may  be  an  important,  and  even  necessaiy,  actor  in  turning  a  railroad  in 
reorganization  back  into  a  profitable  enterprise. 

In  general,  section  1179  appears  to  be  an  improvement  over  existing  law.  It 
modifies  the  general  financial  assistance  provisions  of  the  abandonment  statute, 
and  the  Commission's  abandonment  regulations  (49  CFR  1121.38-1121.46)  to 
meet  the  distinct  needs  of  carriers  involved  in  bankruptcy  proceedings.  For 
example,  the  proposed  bankruptcy  legislation  would  require  retroactive  applica- 
tion of  financial  assistance  to  the  day  the  abandonment  would  have  become 
effective  if  the  abandonment  had  not  been  postponed.  This  feature,  which  is  not 
applicable  in  ordinary  abandonment  proceedings,  appears  to  be  a  sound  accom- 
modation in  the  bankruptcy  situation  wheie  the  balance  between  the  needs  of 
the  debtor  and  the  needs  of  the  public  is  somewhat  different  than  in  the  situation 
where  the  carrier  is  solvent. 

Section  1179(d)  recognizes  that  there  may  be  situations  in  which  a  debtor's 
rail  service  simply  cannot  be  continued  because  the  money  is  lacking  to  meet 
the  payroll  or  to  keep  the  track  and  trains  in  safe  operating  condition.  It  provides 
for  the  termination  of  service  in  such  a  case,  but  requires  advance  public  notice 
and  an  opportunity  for  public  hearing  at  which  interested  persons  may  submit 
alternative  plans  for  preserving  essential  rail  services.  The  Commission  and 
other  governmental  entities  are  embraced  within  the  term  "interested  persons." 
We  believe  this  is  an  essentially  sound  procedure  and  would  note  additionally  that 
this  subsection  should  be  read  in  conjunction  with  section  l(16)(b)  of  the  Inter- 
state Commerce  Act  which  authorizes  the  Commission  to  make  other  arrange- 
ments for  continued  rail  service  in  situations,  among  others,  where  a  railroad 
"has  been  ordered  to  discontinue  service  by  a  court."  It  appears  that  section  1 179(d) 
of  the  proposed  legislation  could  be  made  to  work  in  harmony  with  section 
1  (16) (b).  Another  provision  of  the  bill  is  carried  over  from  present  section  77, 
namely  the  requirement  that  the  Commission  must  make  any  needed  valuation 
of  the  transportation  property  of  the  debtor.  This  provision,  which  is  included  in 
section  1180  of  the  proposed  legislation,  is  clearly  in  the  public  interest,  and  we 
support  it. 

Thank  you  for  this  opportunity  to  express  our  views  on  this  important  legisla- 
tion. I  will  be  glad  to  try  to  answer  any  questions  which  you  may  have  at  this 
time. 

Mr.  O'Neal.  As  you  know,  the  Commission  is  heavily  involved 
in  rail  bankruptcy  proceedings  under  section  77  of  the  present  Bank- 
ruptcy Act.  We  have  known  for  many  years  that  the  present  act  is 
inadequate  and  has  several  deficiencies.  It  looks  like  S.  2266  would 
give  us  the  kind  of  rail  bankruptcy  law  that  is  really  needed. 

The  history  of  railroad  bankruptcies  is  long  and  complex.  Current 
section  77  got  us  out  of  the  problems  of  the  depression  and  reflects 
congressional  realization  in  1933  that  the  interest  of  the  estate  and 
the  creditors  in  rail  reorganization  must  be  balanced  against  the  public 
interest  in  the  continuation  of  essential  rail  transportation  services. 
The  need  for  giving  consideration  to  the  public  interest  in  continued 
rail  service  remains  today.  Major  recent  rail  legislation  recognizes 
this  continuing  need.  While  the  goals  of  section  77  remain  essential 
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today,  that  section  has  been  much  criticized  in  application  mostly 
because  it  takes  too  long.  Many  critics,  one  being  the  Bankruptcy 
Commission,  believe  that  the  delays  can  be  cured  by  eliminating  the 
ICC's  current  major  role.  We  believe  that  the  delays  are  caused  by 
the  required  statutory  procedures  in  developing  the  plan  and  Dot  by 
the  Commission's  involvement  itself. 

First,  section  77  requires  the  debtor  initially  to  develop  the  plan. 
Since  his  interests  are  iDevitably  directed  toward  preserving  the 
estate,  the  plan  is  not  likely  to  deal  satisfactorily  with  the  need  for 
continued   rail   services. 

Secondly,  there  is  no  effective  deadline  on  the  submission  of  the  plan. 
Although  section  77(d)  requires  submission  within  6  months,  there 
is  no  limit  to  court-granted  extensions.  The  longer  prepared  statements 
contains  an  extreme  example  of  one  railroad  whose  petition  was  filed 
in  1967,  yet  no  plan  was  ever  filed  by  any  party.  It  was  ultimately 
reorganized  in  1976  under  the  act  of  Congress  which  we  know  as  the 
3-R  Act. 

Third,  and  probably  most  important,  long  delays  h&ve  occurred 
because  the  statute  allows  de  novo  court  review  of  all  ICC-approved 
final  plans  and  unrestricted  referral  back  to  the  Interstate  Commerce 
Commission.  This  back  and  forth  referral  can  go  on  seemingly  without 
end. 

S.  2266  deals  with  the  delay  problem  by  attacking  these  three 
basic  causes.  The  trustee  has  initial  responsibility  for  developing 
the  plan,  yet  the  debtor  or  any  other  interested  party  can  submit 
his  own  plan. 

.  Time  limits  apply  to  the  submission  of  a  plan  to  the  Commission. 
Extensions  may  be  granted  by  the  court  only  by  request  of  the  Com- 
mission. The  final  plan  is  developed  by  the  Commission.  The  court 
is  limited  to  an  appellate-type  review  of  the  Commission's  decision  and 
conversion  to  a  liquidation  is  possible  if  the  ICC  misses  the  deadline. 

These  changes,  in  our  view,  get  to  the  heart  of  the  bankruptcy 
problem  as  far  as  railroads  are  concerned — delay — without  sacrificing 
the  essential  role  which  the  Commission  can  and  should  play  in  these 
proceedings. 

On  the  other  hand,  we  are  very  much  aware  of  the  fact  that  one  of 
the  chief  purposes  of  the  bill,  S.  2266,  is  to  standardize  bankruptcy 
procedures.  Thus,  the  bill  will  remove  many  of  the  ICC's  traditional 
"responsibilities  and  put  them  in  other  entities  in  an  effort  to  make 
railroad  cases  as  much  like  other  bankruptcy  cases  as  possible.  While 
we  think  that  the  public  interest  is  benefited  by  the  Commission's 
performance  under  present  law,  we  understand  the  purpose  of  the 
changes  and  generally  support  these  measures. 

For  instance,  the  Commission  would  no  longer  approve  the  selection 
of  a  trustee.  However,  we  believe  that  the  procedure  set  up  for  selec- 
tion of  trustees  provides  adequate  safeguards  for  the  public  interest. 
Additionally,  the  Commission  would  no  longer  set  maximum  compensa- 
tion for  trustees  and  their  counsels.  We  do  not  oppose  this  lessening 
of  our  jurisdiction,  again,  because  of  our  support  for  uniformity.  I 
believe  that  S.  2266  adequately  protects  the  public  interest. 

Having  made  these  general  observations  about  the  bill  which  we 
believe  to  be  a  sound  solution  to  the  problems  inherent  in  the  present 
bankruptcy  law,  I  would  like  to  add  a  couple  of  comments  on  specific 
provisions  of  the  bill. 
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First,  subchapter  IV  differs  from  the  present  section  77  and  from 
other  provisions  of  the  bill  in  eliminating;  the  requirement  that  a  re- 
organization plan  be  approved  by  those  who  are  found  to  be  materially 
and  adversely  affected  by  its  provisions.  We  believe  that  the  con- 
ferences and  hearings  provided  for  in  S.  2266  will  provide  ample  op- 
portunity for  all  adversely  affected  interests  to  make  their  views  known 
and  to  place  them  on  the  public  record.  The  Commission  would  then 
be  empowered  to  approve  a  plan  over  the  objection  of  such  persons  if 
it  found  the  plan  is  in  the  public  interest  and  that  the  rights  of  each 
class  of  creditors  and  equity  security  holders  have  been  afforded  due 
recognition  and  that  the  plan  does  not  discriminate  unfairly  against 
any  of  them. 

Other  significant  provisions  of  the  bill  recognize  that  public  bodies 
and  government  agencies  at  the  Federal,  State,  and  local  level — be- 
cause of  the  importance  of  uninterrupted  rail  service — have  always 
been  vitally  concerned  about  the  railroad  reorganization  proceedings. 
Section  1162(2)  includes  governmental  units  in  the  definition  of  person 
and  section  1168(b)  provides  for  the  service  of  certain  notices  on  DOT 
and  heads  of  transportation  regulatory  agencies  in  pertinent  States. 

In  an  effort  to  expedite  the  reorganization  process,  the  bill  sets 
strict  time  limits  in  the  areas  such  as  development  or  reorganization 
plans  by  the  trustee  or  the  Commission.  We  appreciate  that  these 
time  limits  are  designed  to  expedite  a  class  of  proceedings  which  have 
become  almost  legendary  in  their  ability  to  drag  out  over  long  periods 
of  time.  In  general,  we  believe  the  time  limits,  although  strict,  are 
sufficiently  flexible  to  work  effectively  in  most  instances. 

However,  we  do  foresee  the  possibility  of  a  situation  where  the  court 
might  find  under  section  1175  that  the  debtor  is  still  reorganizable, 
but  it  is  impractical  for  the  Commission  or  the  trustee  to  submit  a 
plan  within  180  days  of  the  date  of  the  court's  determination.  In  the 
longer  prepared  statement  we  suggested  an  amendment  that  would 
make  this  compatible  with  other  sections. 

Section  1169(1),  in  part,  does  not  require  court  approval  of  Com- 
mission orders  regarding  the  payment  of  prior  interline  debts  owed 
by  the  debtor.  This  improves  current  law  because  interline  creditors 
now  are  treated  as  ordinary  debtors  of  the  estate.  Certain  of  full  pay- 
ments, other  rail  carriers  are  not  as  likely  to  bypass  the  debtor,  thus 
worsening  the  debtor's  financial  problems.  Moreover,  nonpayment  of 
interline  debts  would  hurt  the  other  railroads  finances,  and  thus  their 
ability  to  continue  services. 

Section  1 179  of  the  proposed  act  covers  the  situation  where  abandon- 
ment of  a  railroad  line  or  a  discontinuance  of  rail  service  is  requested 
by  a  railroad  in  reorganization.  In  general,  this  section  preserves  the 
Commission's  prerogatives  under  the  rail  abandonment  statute  with 
certain  modifications.  We  agree  with  this  approach  because  the 
importance  of  rail  service  to  the  communities,  shippers,  and  passengers 
who  rely  upon  it  is  such  that  even  for  a  railroad  in  reorganization 
services  should  not  ordinarily  be  terminated  except  in  accordance  with 
the  abandonment  provisions  of  the  Interstate  Commerce  Act.  Of 
course,  the  elimination  of  money  losing  services  may  be  an  important 
and  even  necessary  factor  in  turning  a  railroad  and  reorganization 
back  into  a  profitable  enterprise. 

That  concludes  the  summary  statement.  If  you  have  any  questions, 
we  would  be  delighted  to  try  to  answer  them. 
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Senator  DeConcini.  Thank  you. 

I  do  have  some  questions. 

If  you  can  help  us  understand  the  problem  a  little  better,  we  would 
be  appreciative. 

Would  the  forced  payment  of  interline  accounts  by  the  debtor  rail- 
road at  the  time  it  most  needs  capital  tend  to  hamper  the  rehabilita- 
tion plan  and  possibly  force  it  into  liquidation,  in  your  opinion? 

Mr.  O'Neal.  I  think  you  are  dealing  there  with  a  trade-off  situa- 
tion. The  debtor  railroad  is  not  likely  to  be  able  to  function  very  well 
unless  its  relationships  with  other  carriers  are  on  a  sound  basis. 

There  is  a  good  deal  of  interlining  between  railroads.  There  is 
hardly  any  railroad  in  the  country  that  could  function  without  inter- 
lining with  other  carriers  and  interchanging  traffic.  If  those  relation- 
ships are  undermined,  they  could  severely  threaten  the  chances  of  the 
debtor  railroad  ever  getting  out  of  reorganization  and  could  cause  a 
precipitous  liquidation  of  the  carrier. 

Senator  DeConcini.  Is  there  any  suggestion  you  might  have  on 
attempting  to  forebear  or  forestall  those  payments  for  a  period  of  time 
that  might  help  the  debtor  railroad? 

Mr.  O'Neal.  There  may  be  a  period  for  which  there  could  be  fore- 
stalling of  those  payments. 

Senator  DeConcini.  Do  you  see  that  as  a  substantive  problem? 

Mr.  O'Neal.  1  really  believe  that  the  debtor  carrier  is  better  off 
making  these  payments  in  the  long  run.  There  may  be  some  question 
as  to  whether  this  provision  is  handled  properly  in  the  act,  although  it 
looks  to  me  as  though  there  is  sufficient  flexibility  there. 

As  I  would  read  it,  the  trustee  would  not  necessarily  have  to  make 
the  interline  payments,  but  could  do  so  without  court  approval. 
However,  he  would  have  to  make  payments  unless  he  obtained  some 
sort  of  exception  from  the  general  rules  that  apply  to  making  these 
interline  payments. 

There  may  be  a  different  approach  to  take.  Maybe  it  would  be  a 
good  idea  to  specify  in  the  act  that  the  trustee  should  get  an  Interstate 
Commerce  Commission  certification  that  payment  is  necessary. 
Maybe  that  is  a  better  approach,  although  what  you  have  in  the  bill 
is  probably  workable. 

I  might  say  that  this  was  a  problem  that  arose  when  the  Penn 
Central  went  bankrupt  in  1970.  There  was  a  threat  by  certain  carriers 
that  they  were  not  going  to  continue  interchanging  because  the  Penn 
Central  could  not  make  the  interline  payments.  The  problem  was 
resolved  in  that  case,  but  it  does  present  a  real  concern. 

Senator  DeConcini.  In  your  opinion,  should  there  be  time  limits 
to  the  submission  and  confirmation  of  a  railroad  reorganization  plan 
before  liquidation  is  required? 

Mr.  O'Neal.  Yes. 

Senator  DeConcini.  How  much  time  do  you  think  is  necessary? 
Do  you  have  any  suggestions? 

Mr.  O'Neal.  Are  we  talking  about  the  period  after  the  plan  is 
submitted  and  the  Commission  is  considering  the  plan? 

Senator  DeConcini.  Rather  than  having  an  open-ended  thing  with 
no  time  limit. 

Mr.  O'Neal.  I  think  there  should  be  time  limits,  yes. 

Senator  DeConcini.  Based  on  your  experience,  do  you  have  any 
general  ranges  of  reasonable  time  to  foimulate  a  plan? 
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Mr.  O'Neal.  I  do  not  object  to  the  time  limits  you  have  in  the  bill. 
I  think  there  is  adequate  opportunity  there.  The  Commission  can  go 
to  the  court  and  seek  additional  time  if  necessary,  except  in  the  one 
situation  I  mentioned.  I  think  that  really  is  all  that  is  required. 

Senator  DeConcini.  Do  you  see  any  merit  in  having  railroad 
reorganization  trustees  nominated  by  the  President  and  confirmed  by 
the  Senate? 

Mr.  O'Neal.  The  President  of  the  United  States? 

Senator  DeConcini.  Yes. 

Mr.  O'Neal.  I  really  do  not  think  that  is  necessary.  I  think  the 
proposal  in  the  bill  will  work  adequately. 

I  do  not  think  you  want  to  build  into  this  system  anything  that 
might  detract  from  finding  people  who  are  technically  qualified  to 
the  extent  that  you  can  find  them.  I  also  do  not  think  that  for  many 
rail  reorganizations  the  attention  of  the  President  and  the  Senate  is 
really  warranted.  So,  I  really  would  not  think  that  would  be  necessary. 
I  do  not  think  that  proposal  should  be  pursued. 

Senator  DeConcini.  Your  formal  statement  probably  goes  to  this 
next  question,  but  maybe  you  could  elaborate  for  the  record  here. 

The  provisions  providing  for  collective  bargaining  agreements—have 
they  restricted  the  ability  of  railroads  to  reorganize? 

Mr.  O'neal.  Does  it  hurt  the  ability  of  the  railroads  to  reorganize? 

Senator  DeConcini.  Yes. 

Mr.  O'Neal.  I  would  have  to  say  that  anytime  that  there  is  an 
area  of  cost  that  is  pretty  much  untouchable  by  the  trustee  uni- 
laterally, then  there  is  certainly  a  restriction  on  that  trustee. 

Senator  DeConcini.  Do  you  think  there  should  be  any  changes  in 
that  area? 

Mr.  O'Neal.  I  do  not  go  that  far. 

[Laughter.] 

Senator  DeConcini.  I  do  not  want  to  put  you  in  a  political  prob- 
lem, but  I  really  would  welcome,  even  if  it  is  just  an  opinion,  some 
comment  on  that.  I  wonder  if  we  should  address  that. 

Mr.  O'Neal.  You  have  overriding  policies  of  a  different  kind  that 
come  to  bear  here.  Those  policies  relate  to  labor  relations.  You  have  a 
long  history  of  relationships  between  rail  labor  and  rail  management. 
As  I  understand  the  provisions  of  the  act,  any  changes  that  are  made 
would  have  to  be  made  through  the  normal  process  of  face-to-face 
bargaining  between  the  two  parties  with  possible  intervention  by  the 
mediation  board.  I  am  not  prepared  to  say  that  this  is  the  wrong  way 
to  go. 

Senator  DeConcini.  Do  you  see  any  need  for  drastic  action  re- 
garding the  attempt  to  help  railroads  when  they  are  in  need  of  re- 
organization, that  is,  the  interference  in  this  area? 

Mr.  O'Neal.  My  view  of  that  is  this.  To  the  extent  that  there  are 
undue  costs  that  are  being  borne  by  the  railroads  as  a  result  of  their 
contracts  with  railway  labor,  this  is  a  problem  that  goes  beyond  the 
rail  bankruptcy  proceeding.  It  seems  to  me  that  if  it  is  going  to  be 
addressed,  it  would  best  be  addressed  by  the  parties  themselves,  and  I 
think  there  has  been  progress  made  on  an  industrywide  basis  between 
the  parties.  There  have  been  innovations  and  agreements  by  labor  to 
back  off  on  some  of  the  arrangements  that  have  been  built  up  over  the 
years.  I  would  hesitate  to  suggest  that  Congress  should  become  in- 
volved in  trying  to  legislate  in  this  very  sensitive  area. 
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Senator  DeConcini.  Do  you  feel  it  is  best  to  leave  it  to  the  bargain- 
ing procedures? 

Mr.  O'Neal.  I  think  I  would,  at  this  stage,  yes. 

Senator  DeConcini.  It  has  been  my  observation  that  railroad 
reorganizations  and  problems  that  some  of  the  railroads  have  faced 
end  up  really  in  the  lap  of  Congress  so  often  due  to  a  number  of  things, 
whether  it  be  subsidies  or  financial  assistance,  which  is  certainly  one. 

In  your  opinion,  should  railroad  reorganization  be  a  court  proceed- 
ing, or  should  a  legislative  solution  be  sought  on  major  railroad 
failures? 

Mr.  O'Neal.  To  the  extent  possible,  we  want  to  keep  these  prob- 
lems out  of  the  Congress.  I  think  what  you  try  to  do  here  in  this 
legislation  is  to  set  up  a  process  that  seems  workable  to  me.  You  have 
a  fair  amount  of  judicial  involvement,  plus  Commission  involvement. 
You  have  time  limits  in  the  bill. 

One  of  the  reasons  I  think  that  some  of  these  problems  have  come 
before  Congress  is  that  the  reorganization  process  was  just  not  very 
workable.  I  think  we  could  safely  say  that  for  the  smaller  carriers, 
at  least,  this  process  should  be  workable. 

If  you  were  to  have  another  Penn  Central  Railroad,  that  is,  a 
railroad  as  huge  as  that  one  to  go  bankrupt,  then  I  am  not  sure  that 
this  would  keep 

Senator  DeConcini.  You  would  oppose  shifting  from  the  court 
process  to  the  congressional  action  on  railroad  reorganization;  is 
that  right? 

Mr.  O'Neal.  Yes. 

Senator  DeConcini.  You  would  keep  it  like  it  is  and  like  we  have 
it? 

Mr.  O'Neal.  Well,  keep  it  like  it  is  but  with  the  changes  that  are 
proposed  in  this  bill.  I  think  that  would  make  a  great  difference. 

Mr.  Mattras  raises  this  with  me.  I  would  like  to  emphasize  this 
It  may  well  be  that  the  Commission  may  fine  in  a  particular  case 
that  the  plan  should  be  approved,  but  it  will  mean  the  termination 
of  some  rail  services  that  are  important.  In  this  case  we  would  want 
to  hold  open  the  option  of  suggesting  to  Congress  that  a  change  be 
made.  I  think  we  have  that  option  anyway,  but  generally  speaking, 
I  think  we  should  set  up  an  orderly  process  without  going  to  Congress. 

Senator  DeConcini.  Yes,  go  ahead. 

Mr.  O'Neal.  In  any  event,  it  is  a  court  function  to  deal  with  the 
creditors'  rights  in  these  cases.  That  is  something  that  Congress 
cannot  really  do  in  any  event. 

Senator  DeConcini.  What  expertise  does  your  agency  bring  to 
bear  in  a  rail  reorganization  that  may  or  may  not  be  within  the 
capabilities  of  the  court? 

We  notice  in  the  House  bill  that  they  place  you  in  a  different 
role  than  the  Senate  version.  I  wonder  if  you  could  expound  on 
exactly  what  you  do  offer  and  what  you  do  bring  to  the  reorganization. 

Mr.  O'Neal.  The  Interstate  Commerce  Commission,  of  course, 
regulates  the  railroads,  and  we  know  the  problems  of  the  railroads. 
We  know  the  service  requirements.  We  have  a  good  appreciation,  I 
think,  of  how  the  country  depends  on  railroad  service. 

I  think  the  concern  that  I  would  have  is  that  a  court  tends  to  be 
more  oriented  toward  the  rights,  let  us  say,  of  creditor  parties.  WTe  are, 
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I  think,  concerned  about,  just  by  virtue  of  the  kind  of  business  we 
are  in,  the  services  that  the  railroads  render  and  the  impact  that  the 
loss  of  that  service  could  have  on  large  parts  of  the  country. 

We  have  a  staff  that  is  engaged  in  keeping  track  of  the  railroads  and 
with  their  rate  making  function 

Senator  DeConcini.  Are  you  in  a  position  to  come  in  and  give  them 
any  consulting  services  or  advice  or  that  sort  of  thing? 

Mr.  O'Neal.  We  do  not  try  to  interfere  with  the  railroad's 
management. 

Senator  DeConcini.  I  mean  in  the  reorganization. 

Mr.  O'Neal.  Oh,  yes.  We  do  it  all  the  time.  We  are  doing  it  now. 

Senator  DeConcini.  You  are  capable  of  offering  highly  technical 
advice  on  perhaps  how  to  run  a  railroad? 

Air.  O'Neal.  Highly  technical  advice  that  they  would  have  a  dif- 
ficult time  coming  across  in  any  other  place. 

Senator  DeConcini.  Is  there  any  charge  for  that? 

Mr.  O'Neal.  No,  we  do  not  charge  any  money  for  that. 

Senator  DeConcini.  You  do  not  have  the  right  to  bill  them  for  your 
costs  or  anything? 

Mr.  O'NEAL.  Are  you  talking  about  billing  the  court? 

Senator  DeConcini.  Yes. 

Mr.  O'Neal.  No.  We  feel  that  is  an  obligation  we  have  to  the  gen- 
eral public  and  the  taxpayer. 

Senator  DeConcini.  Your  services  are  parts  of  the  overall  costs  of 
operating  your  agency? 

Mr.  O'Neal.  Yes,  that  is  right. 

Senator  DeConcini.  What  role  do  you  think  the  Department  of 
of  Transportation  should  play  or  be  involved  in  rail  reorganization? 
Would  you  care  to  express  an  opinion  on  that? 

Mr.  O'Neal.  The  role  of  the  Federal  Railroad  Administration 
and  the  Department  of  Transportation,  I  would  say,  tends  to  be  a 
promotional  role  for  the  development  of  rail  transportation.  Their 
interest  would  be  somewhat  different,  perhaps,  than  ours.  I  think  we 
tend  to  be  more  concerned  about  loss  of  service.  I  guess  that  would  be 
the  difference.  In  other  words,  the  promotional  interests  in  the  De- 
partment are  a  lot  stronger  than  they  are  at  the  Interstate  Commerce 
Commission. 

Senator  DeConcini.  Thank  you. 

If  you  do  not  mind,  I  would  like  to  ask  the  staff  to  ask  a  few  ques- 
tions? 

Mr.  Feidler? 

Mr.  Feidler.  Thank  you,  Mr.  Chairman.  Mr.  O'Neal,  should  there 
be  a  provision  to  allow  the  chief  judge  of  the  circuit  to  select  the 
district  court  judge  or  the  bankruptcy  judge  to  handle  a  rail  reor- 
ganization case? 

Mr.  O'Neal.  I  have  personal  concern  about  how  the  judge  is 
selected.  I  definitely  feel  that  you  want  to  have  some  flexibility  in 
the  process  so  that  the  judge  who  seems  to  be  best  qualified  in  the 
area  is  the  one  who  is  selected  to  handle  the  case.  I  think  if  that  is 
not  in  the  legislation,  it  certainly  should  be. 

Mr.  Feidler.  S.  2266  provides  that  a  bankruptcy  judge  would 
handle  rail  reorganizations.  Do  you  feel  they  should  be  in  the  bank- 
ruptcy court  or  in  the  district  court?  Do  you  have  a  preference? 


750 

Mr.  O'Neal.  No,  my  only  concern  is  that  the  best  possible  judge 
be  selected. 

Mr.  Feidler.  Do  you  think  giving  the  flexibility  to  the  chief  judge 
of  the  circuit  to  determine  which  judge  should  handle  a  rail  reorgani- 
zation case  might  guarantee  that  the  best  judge  in  the  circuit  would 
handle  this  variety  of  case? 

Mr.  O'Neal.  I  think  it  would  be  best  if  the  chief  judge  has  flexi- 
bility to  select  a  bankruptcy  judge  or  a  district  court  judge.  It  seems 
to  me  that  in  some  cases  you  might  want  a  district  court  judge  rather 
than  a  bankruptcy  judge.  I  think  the  process  in  recent  years  has 
resulted  in  some  good  selections.  My  concern  would  be  the  possibility 
of  selecting  an  individual  who  just  did  not  have  the  capability  of 
handling  what  is  really  a  very  complex  situation. 

Mr.  Feidler.  Thank  you.  I  have  concluded,  Mr.  Chairman. 

Senator  DeConcini.  Mr.  Dixon? 

Mr.  Dixon.  Upon  the  effective  date  of  this  bill,  should  the  pro- 
visions of  this  bill  apply  to  railroads  then  in  the  process  of  reorgani- 
zation, or  should  it  apply  only  to  reorganizations  filed  after  that  date? 

Mr.  O'Neal.  I  think  that  the  bill,  as  now  drafted,  is  the  proper 
way  to  go.  I  would  apply  it  only  to  prospective  situations.  If  you 
apply  it  to  reorganizations  now  in  process,  I  think  a  tremendous 
amount  of  confusion  could  arise.  There  are  some  provisions  that  are 
different  from  existing  law,  including  the  time  limits,  that  I  think 
would  be  disruptive  if  applied  to  cases  in  progress.  I  think  that  you 
have  done  a  good  job  the  way  the  bill  is  drafted.  I  think  it  ought  to 
be  left  that  way. 

Mr.  Dixon.  Mr.  O'Neal,  I  have  one  other  question. 

Most  railroads  are  located  in  several  different  judicial  districts. 
Should  the  venue  provisions  of  the  bill  allow  a  railroad  that  is  located 
in  several  judicial  districts  to  choose  the  judicial  district  that  it  wishes 
to  file  in? 

Mr.  O'Neal.  I  would  think  that  they  should  go  where  they  are 
domiciled.  That  would  give  some  uniformity  to  the  process.  I  do  not 
know,  going  the  other  way,  how  you  can  avoid  some  of  the  problems 
of  forum  shopping. 

Mr.  Dixon.  The  reason  I  asked  the  question  is  that  in  the  last 
Congress  when  we  considered  the  Municipal  Bankruptcy  bill,  par- 
ticularly the  case  of  New  York  City,  there  was  concern,  if  we  use  the 
principal  place  of  business  or  domicile,  that  New  York  City  would 
have  to  file  in  Brooklyn.  New  York  City  really  might  like  to  file  in 
Manhattan  instead  of  Brooklyn. 

That  is  why  I  wonder  if  a  similar  kind  of  provision  should  not  apply 
to  railroad  reorganization?  A  railroad  might  be  domiciled,  for  example, 
in  Omaha,  Nebr.,  but  really  would  like  to  file  in  Chicago.  It  is  located 
in  both  judicial  districts. 

The  Union  Pacific  might  be  in  that  particular  case,  although  it  is 
certainly  in  such  good  financial  shape  that  that  is  not  a  possibility, 
probably. 

Mr.  O'Neal.  If  you  like,  we  could  give  a  little  more  consideration 
to  that  question.  Off  the  top  of  my  head,  my  reaction  is  that  it  would 
be  the  best  approach  to  have  the  carrier  file  where  it  is  domiciled. 
I  would  be  happy  to  think  about  that  some  more,  if  you  would  like. 

Mr.  Dixon.  Thank  you. 
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Senator  DeConcini.  Without  objection,  so  ordered. 

[Editor's  Note:  Material  not  received  in  time  for  publication.] 

Senator  DeConcini.  Mr.  O'Neal,  we  thank  you  very  much.  We 
appreciate  your  time  and  that  of  your  staff  and  the  testimony  you 
gave  us  today.  It  is  very  helpful. 

Mr.    O'Neal.  Thank   you. 

Senator  DeConcini.  Our  next  witness  is  Judge  Frank  McGarr  of 
the  U.S.  District  Court  in  Chicago,  111. 

I  suppose  he  is  not  here,  so  we  will  take  him  later. 

Our  next  witness  then  will  be  Mr.  Fred  Huenefeld. 

Mr.  Huenefeld,  we  welcome  you  here  this  morning.  We  had  a  call 
from  the  administration  that  you  cared  to  testify.  Our  calendar  was 
extemely  crowded.  We  have  made  room  for  you  based  on  your  back- 
ground as  a  trustee.  We  welcome  }^our  introduction  of  yourself  because 
we  did  not  have  an  opportunity  to  meet  with  you  before  and  learn 
what  your  background  is. 

STATEMENT  OF  FRED  HUENEFELD,  JR.,  TRUSTEE  FOR  THE 
WESTERN  DISTRICT  OF  LOUISIANA,  MONROE,  LA. 

Mr.  Huenefeld.  Thank  you  very  much,  Senator. 

I  am  from  Monroe,  La.  I  am  a  trustee  in  bankruptcy  in  the  western 
district  of  Louisiana. 

We  are  what  we  call  private  trustees  or  trustees  that  are  appointed 
by  the  bankruptcy  judge. 

.  I  have  submitted  to  you  testimony  on  behalf  of  the  trustees  and 
judges  and  some  of  the  attorneys  who  work  with  the  western  district 
of  Louisiana  in  the  bankruptcy  court. 

Senator  DeConcini.  Without  objection,  your  statement  in  its  en- 
tirety will  be  placed  in  the  record  at  this  point. 

[The  prepared  statement  of  Fred  Huenefeld,  Jr.  follows:] 

Consumer  Rehabilitation 

self-supporting 

Bankruptcy  act 

This  is  an  attempt  to  summarize  the  thoughts  of  the  Bankruptcy  Judges, 
Trustees  and  Attorneys  of  the  Western  District  of  Louisiana,  gleaned  from 
studies,  writings  and  conferences  of  these  interested  parties  and  is  offered  for 
whatever  its  value  might  be  in  aiding  the  Committee  of  Legislation  in  preparing 
its  presentation  of  legislative  proposals. 

At  the  outset  it  would  be  well  to  state  that  the  concensus  is  that  the  Commission 
Bill,  Senate  Bill  2266,  with  all  due  respect,  the  result  of  the  expenditure  of  much 
time  and  money  by  members  of  the  Commission,  whose  educational  qualifications 
and  motives  are  above  question,  does  no  more  than  to  establish  another  bureauc- 
racy at  the  expense  of  the  taxpayers  of  the  United  States.  To  be  sure,  these 
taxpayers  include  creditors  who,  suffer  a  loss,  even  under  a  system  such  as  we 
have  in  the  Western  District  of  Louisiana,  where  ALL  bankrupt  estates  are 
completely  administered  by  well  qualified  trustees  under  the  close  supervision 
of  able  and  practical  bankruptcy  judges,  where  all  assets  of  any  value  are  ferreted 
out  and  liquidated  in  one  fashion  or  another,  where  the  Bankruptcy  Court  is 
SELF-SUPPORTING  and  where  a  dividend  is  paid  in  a  large  percentage  of 
cases.  Under  the  administrative  system  as  proposed  by  the  Commission  in  its 
Senate  Bill  2266  the  tax  burden  of  these  creditors  would  be  increased,  they  would 
have  no  voice  in  the  evalutaion  or  disposition  of  assets  which  secure  the  debts 
of  the  bankrupt  due  them  (these  assets  being  set  aside  or  sold  back  to  the  bankrupt 
for  a  small  percentage  of  their  actual  value  in  most  consumer  cases)  and  in  all 
probability  these  creditors  would  receive  no  dividend. 
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In  short,  the  Commission,  well  qualified  to  theorize  as  to  how  things  should  be, 
has  no  member  who  has  ever  adminitered  a  consumer  bankruptcy  case. 

There  is  no  need  for  a  separate  administrative  system  under  the  Bankruptcy 
Act.  There  is  a  need  for  change  in  the  Act  and  the  following  is  gleaned  from  con- 
tributions of  the  aforementioned  Bankruptcy  Judges,  Trustees  and  Attorneys  of 
the  Western  District  of  Louisiana. 

In  all  bankruptcy  cases  there  is  a  need  for  immediate  control  of  the  assets  of  the 
bankrupt  by  the  Court.  As  the  system  now  works  the  Court  has  no  control  over 
these  assets  until  a  trustee  is  elected  or  appointed  at  the  first  meeting  of  creditors. 
A  period  of  three  weeks  or  more  may  elapse  between  the  filing  of  a  voluntary  peti- 
tion in  bankruptcy  and  the  time  of  the  first  meeting  of  creditors.  During  this 
period,  the  bankrupt  continues  to  have  complete  control  and  possession  of  the 
assets  of  the  estate.  He  may  use,  misuse,  abuse  or  conceal  or  dispose  of  these 
assets.  (Our  trustees  have  even  found  substitution  of  worthless  furniture  and 
other  assets  for  the  more  valuable  actually  owned  by  the  bankrupt.) 

It  is  submitted,  that  a  receiver  or  interim  trustee  should  be  appointed  by  the 
Court  in  every  case  filed,  his  tenure  to  be  until  the  first  meeting  of  creditors  at 
which  time  he  would  either  be  continued  in  office  or  replaced  by  a  vote  of  the 
creditors  or  appointment  by  the  Bankruptcy  Judge.  For  this  purpose,  then,  the 
Bankruptcy  Judge  should  have  a  panel  of  qualified  trustees  from  which  to  draw, 
appointments  being  made  on  a  rotating  basis  with  due  regard  for  the  unique 
qualifications  of  a  particular  trustee  and  his  experience  in  administering  a  par- 
ticular type  of  case. 

Under  Louisiana  law  and  under  the  Commercial  Code  subscribed  to  by  the 
other  forty-nine  sta^s,  it  is  possible  to  provide  for  a  system  of  foreclosures  in,  and 
disclaimers  by,  the  Bankruptcy  Court.  The  following  is  proposed. 

Foreclosures  and/or  disclaimers  through  bankruptcy  court 

The  bankruptcy  court  shall  administered  all  property  of  the  bankrupt.  After 
sufficient  data  is  submitted  to  him,  the  bankruptcy  judge  shall  enter  an  order 
relative  to  the  proper  administration  of  all  property  which  comes  under  the 
jurisdiction  of  the  court. 

In  order  to  assist  the  bankruptcy  judge  in  reaching  a  decision  concerning  the 
proper  administration  of  property,  the  receiver  and/or  trustee  shall  cause  an 
inventory  and  appraisement  of  assets  of  the  bankrupt  estate  to  be  made  and  shall 
likewise  make  a  prompt  determination  of  the  status  of  security  devices  bearing 
against  the  estate  and  render  a  report  at  the  earliest  possible  date  to  the  bank- 
ruptcy judge. 

In  the  event  of  a  disagreement  relative  to  the  appraised  value  of  assets  subject 
to  a  security  device,  the  determination  shall  be  made  by  (1)  agreement  of  the 
secured  party,  the  receiver  and/or  trustee,  and  when  the  debtor's  interest  may  be 
allowed  as  exempt,  the  debtor;  (2)  appraisal  under  the  direction  of  the  receiver 
and/or  trustee;  or  (3)  when  the  matter  cannot  be  resolved  as  outlined  under 
numbers  (1)  and  (2)  above,  by  the  bankruptcy  court  in  such  a  manner  as  it  may- 
direct. 

If  an  asset  is  encumbered  by  a  valid  security  device  for  a  sum  in  excess  of  its 
value  as  determined  above,  then  the  secured  party  shall  apply  to  the  bankruptcy 
court  for  one  of  the  following  remedies,  to-wit:' 

a.  Foreclosures  through  bankruptcy  court:  Secured  party  may  elect  to  file  an 
application  with  the  bankruptcy  judge  to  have  its  security  device  foreclosed  upon 
by  the  receiver  and/or  trustee  through  the  court.  The  receiver  and/or  trustee  shall 
file  an  application  seeking  transfer  of  the  ownership  of  the  encumbered  item  to 
the  secured  party  on  the  basis  of  the  appraised  right  of  said  secured  party  to  file  a 
deficiency  claim  if  it  so  desires.  All  secured  parties  shall  be  given  ten  (10)  days 
notice  of  the  application  in  all  instances  except  where  the  asset  has  a  value  of  less 
than  this  amount,  then  theibankruptcy  judge  may  enter  an  ex  parte  order  grant- 
ing foreclosure. 

In  the  event  no  objection  is  filed,  then  the  bankruptcy  judge  shall  enter  an  order 
authorizing  receiver  and/or  trustee  to  convey  the  title  of  the  encumbered  property 
to  the  secured  party  on  the  basis  of  the  appraised  value  and  the  receiver  and/or 
trustee  shall  execute  the  conveyance  forthwith. 

In  the  event  that  an  objection  is  filed  to  the  proposed  foreclosure,  the  matter 
will  be  determined  by  the  bankruptcy  judge  at  a  hearing  after  notice  to  interested 
parties. 

The  secured  party  who  has  applied  for  foreclosure  shall  not  be  required  to  post 
cost  with  the  receiver  and/or  trustee  for  the  benefit  of  the  bankrupt  estate  in  a 
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sum  in  excess  of  the  estimated  cost  of  foreclosure  under  state  law,  plus  a  filing 
fee  of  $10.00  with  the  United  States  clerk  of  court,  all  subject  to  the  approval 
of  the  bankruptcy  judge,  which  shall  in  no  event  exceed  the  following: 

Appraised  value:  Amount  of  cost 

$200  or  less $20 

$201  to  $500 40 

$501  to  $1,000 65 

$1,000  to  $1,500 110 

$1,501  to  $2,000 150 

$2,001  to  $2,500 175 

$2,501  to  $3,000 200 

$3,001  to  $3,500 225 

$3,501  to  $4,000 250 

$4,001  to  $5,000 275 

$5,001  and  over 300 

b.  Disclaimers  through  bankruptcy  court:  In  the  event  the  secured  party  perfers 
to  have  the  property  disclaimed  by  the  court  which  is  subject  to  its  valid  security 
device  then  secured  party  shall  file  an  application  with  the  bankruptcy  court  to 
have  the  property  disclaimed  by  the  receiver  and/or  trustee.  The  receiver  and/or 
trustee  shall  then  file  an  application  with  the  bankruptcy  court  seeking  to  have 
the  property  disclaimed.  In  connection  with  the  disclaimer  application,  the  secured 
party  shall  post  cost  with  the  bankruptcy  court  for  the  benefit  of  the  bankrupt 
estate  to  cover  the  expenses  incurred  in  evaluating  and  conserving  the  property 
subject  to  the  security  device  which  cost  shall  not  be  in  excess  of  one-third  (%) 
of  the  cost  of  foreclosure  through  state  court,  all  subject  to  the  approval  of  the 
bankruptcy  judge,  and  shall  in  no  event  exceed  the  following: 

Appraised  value:  Amount  of  cost 

$250  or  less $15 

$251  to  $1,000 35 

$1,001  to  $5,000 50 

$5,001  to  $10,000 75 

$10,001  and  over 100 

c.  If  no  application  is  received  to  foreclose  or  disclaim  within  ninety  (90)  days 
of  the  filing  of  the  bankruptcy  petition,  then  the  trustee  may  disclaim  property 
at  no  cost,  or  sell  same  free  and  clear  of  all  liens  and  encumbrances  after  ten  (10) 
days  notice.  Parties  so  notified  will  have  forfeited  any  right  to  the  proceeds  of 
sale  if  they  do  not  appear  and  prove  their  security  devices  within  ten  (10)  day<. 
Any  secured  party  not  having  been  notified  of  the  bankruptcy  or  sale  may  prove 
up  their  security  device  and  be  paid  out  of  the  proceeds  less  cost  of  the  sale. 

Using  a  system  of  foreclosures  and  disclaimers  such  as  set  forth  above  but 
with  lower  fees  than  those  suggested,  the  following  was  extracted  from  Judge 
Smallenberger's  records  for  the  period  July  1,  1970  through  June  30,  1971. 

Number  of  cases 1,  9S3 

Number  of  foreclosures 1,  823 

Constructive  bids  on  foreclosures $1,  216,  054.  21 

Court  costs  assessed  on  foreclosures $114,  407.  26 

Court  costs  assessed  on  disclaimers $38,  015.  00 

The  following  is  a  breakdown  of  the  above  reported  funds,  which  FUNDS 
are  NOT  being  generated  in  any  other  District,  to  the  best  of  our  knowledge. 

Foreclosure  filing  fees  at  $10  each $18,  230.  00 

3J-2  percent  of  constructive  bids  used  on  foreclosures 42,  561.  89 

3^2  percent  of  court  costs  assessed  on  foreclosures 4,  004.  25 

Zl/2  percent  of  court  costs  assessed  on  disclaimers 1,  330.  53 

Court  costs  assessed  on  foreclosures  less  3J-2  percent 110,  403.  01 

Court  costs  assessed  on  disclaimers  less  3J-2  percent 36,  684.  47 

Total 213,  214.  15 

In  1971,  there  were  201,352  bankruptcies  filed  in  the  United  States.  In  1972' 
there  were  182,869.  With  the  present  state  of  the  economy,  there  should  be  more 
bankruptcies  in  the  making.  It  should  therefore  be  safe  to  use  a  figure  of  200,000 
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cases  per  year.  If  every  district  used  a  system  of  foreclosures  and  disclaimers 
such  as  the  one  herein  proposed  there  would  be  at  least  twenty  million  dollars  of 
extra  funds  (200,000  cases  X  $107.52)  coming  into  the  bankruptcy  court,  over 
and  above  what  is  now  being  produced. 

Additionally,  the  trustees  in  the  Western  District  of  Louisiana  are  better  paid 
than  those  in  most  districts.  This  leads  to  the  attraction  of  a  better  qualified 
individual  to  the  field.  The  trustee  is  better  able  and  more  willing  to  handle  all 
problems  arising  in  a  case.  Creditors  are  encouraged  to  apply  for  foreclosures  in 
bankruptcy  where  the  proceeding  can  be  handled  more  expediently  and  at  less 
cost  than  in  state  court. 

Most  of  the  creditors  who  are  familiar  with  the  Western  District's  system  prefer 
a  foreclosure  in  Bankruptcy  Court  rather  than  a  disclaimer  which  necessitates  a 
foreclosure  in  state  court.  The  Bankruptcy  Court  for  the  Western  District  of 
Louisiana  performs  a  valuable  service  to  the  secured  creditor  for  which  he  i8 
willing  to  pay. 

The  following,  concerning  the  establishment  of  a  panel  of  trustees,  the  appoint- 
ment and  duties  of  trustees  is  submitted. 

TRUSTEESHIP  IN  BANKRUPTCY 

A.  There  is  hereby  created  and  established  a  unit  to  be  known  as  trustees  in 
bankruptcy. 

1.  The  Bankruptcy  Judge  shall  have  jurisdiction  over  the  designation  of  the 
Trustee. 

a.  The  Trustee  shall  be  an  individual  capable  of  interviewing  the  bankrupt; 

b.  In  analysing  the  schedules  and  determining  what  are  liabilities; 

c.  In  preparing  an  inventory  and  obtaining  values  of  the  items  in  the  inventory; 

d.  In  promptly,  within  fifteen  days  following  appointment  determine  what  is 
exempt  and  prepare  the  necessary  instruments  attesting  to  the  exemption; 

e.  In  marshalling  all  assets  and  liquidating  same  as  promptly  as  possible; 

f.  In  preparing  the  necessary  reports  covering  his  activities. 

B.  Fees.  2.  Where  the  term  Trustee  is  used,  the  same  applies  to  the  Receiver 
in  accordance  with  the  terms  of  the  appointment. 

3.  The  fees  of  the  Receiver  shall  be:  a.  On  all  cash  received  and  processed  five 
percentum  (5%). 

4.  The  fees  of  the  Trustee  shall  be:  a.  On  all  cash  received  and  processed: 
10  percent  on  the  first  $1,500.00;  8  percent  on  the  next  $5,000.00;  6  percent  on  the 
next  $5,000.00;  4  percent  on  the  next  $10,000.00;  and  2  percent  on  all  sums  above 
$21,500.00. 

C.  Bond.  1.  The  Bankruptcy  Judge  shall  set  the  amount  of  the  bond  and  may 
declare  the  sufficiency  thereof. 

D.  Creditor's  action  in  the  selection  of  a  receiver  or/ and  trustee. 

2.  The  creditors  representing  a  majority  in  number  and  amount  who  are  un- 
secured of  the  total  appearing  in  the  schedules  may  recommend  the  appointment 
of  either  or  both  the  Receiver  or/and  Trustee. 

3.  The  Bankruptcy  Judge  shall  make  the  final  decision  and  appointment. 

E.  Panel  of  receivers  and  trustees.  1.  The  Bankruptcy  Judge  shall  establish  a 
panel  of  competent  individuals,  who  need  not  necessarily  be  attorneys,  to  serve 
as  either  or  both  Receivers  or/and  Trustees. 

2.  The  Bankruptcy  Judge  shall  prepare  all  instructions  of  procedure  to  be 
followed  by  Receivers  and  Trustees. 

3.  The  Bankruptcy  Judge  may  designate  in  whatever  divisions  he  operates  a 
senior  Receiver  or  Trustee  to  supervise  the  administration  of  other  Receivers 
or/and  Trustees  and  to  designate  a  salary  for  said  services  in  lieu  of  fees.  Divisions 
under  the  Bankruptcy  Judge  may  overlap.  The  Bankruptcy  Judge  may  designate 
any  title  he  deems  appropriate  for  the  person  functioning  as  a  senior  Receiver 
or/and  Trustee.  The  same  person  may  hold  both  designations  and  may  be  referred 
to  as  a  Counselor. 

F.  Other  appointments.  1.  Whenever  it  is  necessary  for  an  appraiser  or  auc- 
tioneer or  other  help  to  be  required  the  Bankruptcy  Judge  shall  approve  the 
employment  of  said  person  or  persons  and  fix  the  compensation  to  be  paid  for 
said  services. 

G.  Tenure.  1.  All  appointments  are  at  the  pleasure  of  the  Bankruptcy  Judge. 
H.  Payment  for  services.  1.  All  payment  for  services  shall  be  made  when  the 

matter  at  hand  has  been  completed  and  the  administration  of  the  case  is  closed. 
In  exceptional  instances  the  Bankruptcy  Judge  may  authorize  payment  prior 
thereto  in  whole  or  in  part  according  to  the  circumstances  of  each  case. 
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I.  Records.  2.  The  Receiver,  if  not  declared  the  Trustee,  shall  turn  over  all 
records  to  the  Trustee. 

3.  The  Receiver  and  or  Trustee  shall  maintain  all  case  files  for  a  period  of  no 
less  than  five  years  and  upon  application  to  the  Bankruptcy  Judge  and  following 
his  orders  may  dispose  of  same. 

J.  Dual  service.  1.  Where  the  Receiver  is  appointed  as  Trustee,  the  fees  shall 
be  considered  separate  and  distinct  from  each  class  of  service. 

K.  Rules  and  regulations.  1.  The  Bankruptcy  Judge  shall  promulgate  from  time 
to  time  the  required  rules  and  regulations  applicable  to  Receivers  and  or  Trustees. 

The  Bankruptcy  Judges,  Trustees  and  Attorneys  of  the  Western  District  of 
Louisiana,  in  addition  to  spending  much  of  their  time  in  studying  the  proposed 
Act  drawn  by  the  Commission  have  individually  conferred  with  many  banking 
institutions,  creditor  associations  and  credit  companies.  The  feeling  among  these 
people  is  that  the  Commission's  Act  is  almost  totally  unacceptable,  while  the  above 
proposals  have  met  with  almost  unanimous  approval. 

Fred  Huenefeld,  Jr., 

Trustee  in  Bankruptcy. 

Mr.  Huenefeld.  This  testimony  that  I  have  submitted  is  what 
we  call  Consumer  Rehabilitation  Self-Supporting  Bankruptcy  Act. 
If  the  theory  or  practice  following  that  particular  act  that  I  submitted 
to  you  was  followed,  we  could,  in  effect,  transmit  back  to  the  Federal 
courts  some  $20  million  a  year  in  money  back  to  the  bankruptcy 
court  and  not  be  a  liability,  but  be  an  asset  as  far  as  the  cost  to  the 
court. 

We  do  that  through  a  certain  procedure  in  Louisiana  called  fore- 
closures which  we  handle  in  the  bankruptcy  courts,  or  disclaimers. 
We  have  fees  for  this.  Our  fees  are  a  lot  less  than  a  sheriff  would 
charge  if  a  sheriff  proceeded  with  foreclosure. 

Of  course,  we  cannot  proceed  with  foreclosure  under  a  court  order 
until  the  judge  has  signed  the  order  and  creditors  have  proper  proofs 
of  claim  proving  that  they  are  first  on  the  mortgage,  or  second.  It 
could  be  a  second  mortgage  holder,  subject  to  the  first  mortgage. 

I  have  been  working  as  a  trustee  in  bankruptcy  for  some  20  years. 
This  has  been  a  very  effective  way  that  we  have  handled  it  in  the 
western  district  of  Louisiana.  In  northeast  Louisiana  and  some  11  or 
12  parishes,  we  have  three  trustees  who  handle  most  of  the  cases. 
Every  case  is  handled  on  an  individual  basis  with  individual  inven- 
tories. Exemptions  are  made  on  those  items  which  are  exemptable 
under  the  State  law  or  under  Federal  law.  Those  items  that  are  not 
exemptable  are  liquidated  as  assets  of  the  bankruptcy  estate. 

This  is  gone,  into  in  my  major  testimony,  but  the  main  point  that  I 
want  to  make  is  this:  If  every  bankruptcy  district  in  the  United 
States  used  the  comparable  money-producing  system  that  we  use  they 
could  generate  $20  million  a  year  back  into  the  Federal  treasury 
nationwide. 

The  western  district  of  Louisiana  gives  faster  service  to  secured 
creditors  and  pays  a  higher  dividend  to  unsecured  creditors  than  any 
other  district  in  the  United  States.  You  can  check  the  statistics  and 
facts  on  this. 

All  of  our  court  costs  are  lower  than  the  court  costs  charged  by  the 
sheriffs  or  city  civil  courts.  We  are  not  in  favor  of  creating  another 
bureaucracy  which  would  have  a  Federal  trusteeship  that  would  cost 
a  tremendous  amount  of  money.  As  you  know,  OMB  has  not  come 
out  with  the  real  figures  on  what  that  would  really  cost. 

We  are  opposed  to  that  particular  approach  on  a  Federal  trusteeship. 

We  think  there  is  some  merit  to  using  a  title  III  court  with  a  rank- 
ing bankruptcy  court.  The  bankruptcy  in  Louisiana  handled  more 
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civil  and  criminal  cases  combined  in  the  bankruptcy  courts  than  in 
the  district  courts. 

Senator,  this  is  a  brief  testimony.  I  will  be  glad  to  answer  any 
questions.  I  have  submitted  to  you  how  we  propose  to  handle  this 
procedure. 

Senator  DeConcini.  How  many  cases  do  you  handle  or  did  the 
trustees  handle  that  you  mentioned?  There  are  only  three  of  you. 
What  is  your  caseload? 

Mr.  Huenefeld.  We  have  court  twice  a  month.  I  handle  something 
like  100  cases  a  year. 

Senator  DeConcini.  How  many  open  cases  do  you  have  on  any 
given  time? 

Mr.  Huenefeld.  We  have  court  twice  a  month  and  we  usually  get 
three  appointments  of  three  or  four  cases  at  that  particular 
appointment. 

Senator  DeConcini.  How  many  open  cases  do  you  have  now,  for 
instance? 

Mr.  Huenefeld.  I  would  probably  have  115  or  120  cases.  Some 
of  them  are  pending  and  some  have  a  little  litigation  that  we  have  to 
liquidate.  But  we  pay  a  substantial  number  of  dividends  in  our 
cases,  a  higher  percentage  than  any  other  court. 

Senator  DeConcini.  The  reference  you  make  to  some  $20  million 
per  year  that  could  be  put  back  into  the  bankruptcy  till  nationwide, 
do  y ou  have  any  idea  of  what  is  collected  now? 

Mr.  Huenefeld.  Yes.  Let  me  give  you  an  example.  Between  July  1, 
1975,  and  July  30,  1976,  the  western  district  paid  into  that  fund 
$256,000. 

Senator  DeConcini.  Do  you  know  how  much  was  paid  in  nationally? 

Mr.  Huenefeld.  No,  sir,  I  do  not.  I  do  not  have  that  particular 
figure. 

I  have  some  other  figures  in  my  testimony  that  shows  how  we  come 
up  with  the  moneys  that  we  pay  back  based  on  the  percent  of  con- 
structive bids  and  the  percentage  of  cash  accumulated  in  the  bank- 
ruptcy court.  Three  and  one-half  percent  goes  to  the  Federal  Govern- 
ment as  a  charge  for  the  U.S.  court  to  pay  the  judges'  salary  and  the 
referee  fund. 

Senator  DeConcini.  I  am  under  the  impression  that  a  substantial 
amount  of  the  cost  is  collected  for  operating  the  bankruptcy  court. 
You  do  not  know  what  percentage  that  is,  nationwide,  do  you? 

Mr.  Huenefeld.  No,  I  do  not. 

Senator  DeConcini.  You  project  the  $20  million  from  using  your 
system.  You  would  apply  that  nationally? 

Mr.  Huenefeld.  Yes. 

Senator  DeConcini.  You  come  to  the  figure  of  $20  million  from 
what  figure? 

Mr.  Huenefeld.  Based  on  an  average  of  about  100  and  some 
dollars  per  case.  I  have  broken  that  down  in  my  submitted  testimony. 

Senator  DeConcini.  Thank  you. 

Mr.  Huenefeld.  It  is  based  on  some  national  averages  that  we 
have. 

Senator  DeConcini.  What  is  your  reaction  to  our  bill  proviso 
for  trustees  to  be  certified  or  put  on  a  panel  or  a  list  of  the  circuit 
court;  that  is,  by  the  district  court?  I  am  talking,  that  is,  I  mean  the 
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director  of  the  administrative  office  rather  than  having  the  bank- 
ruptcy judge  appoint  them. 

Mr.  Huenefeld.  I  am  a  little  concerned  about  that.  We  feel  like 
the  private  sector  or  the  bankruptcy  judge  knows  the  trustees  in  the 
area.  Our  creditors — and  I  am  sure  your  bill  provides  for  that — that 
is,  a  certain  percentage  of  the  creditors  could  say  they  want  a  certain 
trustee.  I  do  not  know  how  this  bill  approaches  that,  but  we  feel 
like  the  bankruptcy  judge  knows  the  trustees  that  do  the  job.  There 
is  a  lot  of  administrative  work  and  a  lot  of  court  orders  that  have  to 
be  drawn  up  by  the  trustee.  They  have  to  go  out  and  make  an  inven- 
tory of  the  assets  of  the  estate. 

1  handle  individual  estates  and  consumers  or  corporations  or  in- 
dividuals or  farms.  I  am  also  a  farmer,  a  cotton  farmer.  I  am  very 
familiar  with  agriculture  in  our  area. 

So,  we  handle  all  types  of  estates  or  all  types  of  bankruptcies.  We 
do  a  complete  inventory  and  we  come  up  with  a  lot  of  assets  in  bank- 
ruptcy estates.  Normally  when  you  handle  them  on  a  large  level,  and 
if  it  is  done  by  a  trustee  not  familiar  with  the  work,  he  will  not  recover. 

Senator  DeConcini.  You  do  not  feel  there  is  any  public  image 
problem  or  impropriety  or  least  appearance  of  conflict  of  interest  in 
having  the  referee  or  the  bankruptcy  judge  appoint  the  trustees? 

Mr.  Huenefeld.  We  have  not  run  into  it.  I  made  a  point  to  visit 
with  some  of  the  consumer  and  commercial  credit  groups  and  banks 
and  review  with  them  how  we  handle  them.  They  find  we  are  more 
efficient  in  handling  our  cases  because  we  give  them  some  personal 
attention  and  go  ahead  and  solve  the  problem. 

We  have  never  had  anyone  complain  about  the  propriety. 

If  creditors  desire  to  have  another  trustee,  they  certainly  can  come 
in  and  have  one  appointed.  There  is  no  objection  as  far  as  the  judge  is 
concerned.  Our  judge  always  asks  first  if  anyone  desires  to  have 
another  trustee  appointed.  If  not,  he  will  appoint  one  of  the  trustees 
from  his  area. 

Senator  DeConcini.  We  received  substantial  testimony  that  there 
is  some  feeling  of  a  problem  in  using  private  trustees  and  that  this 
should  be  corrected.  There  is  also  almost  overwhelming  opposition  to 
public  trusteeship. 

The  Attorney  General,  for  instance,  testified  that  that  we  need  to  at 
least  minimize  or  hopefully  eliminate  what  may  be  considered  an 
impropriety  by  the  direct  appointment. 

The  staff  came  up  with  the  approach  of  a  list  from  the  administrative 
office  which  would  certainly  include  people  like  you  from  the  private 
sector,  but  your  name  would  come  from  that  list  rather  than  from  just 
at  the  whim  of  the  bankruptcy  judge. 

Mr.  Huenefeld.  Well,  the  bankruptcy  judge,  of  course,  in  our 
particular  area  has  three  or  four  trustees  in  each  area  who  have  been 
doing  the  work.  Of  course,  this  rotates.  A  lot  of  them  do  not  like  to  do 
this  type  of  work. 

The  pay  on  it  is  based  on  the  percent  of  the  assets  of  the  estate,  so 
you  give  some  incentive  to  the  trustee  to  do  a  good  job.  If  the  trustee 
does  a  good  job,  he  gets  a  better  fee  and  if  there  is  nothing  in  the  estate 
lie  does  not  get  any  fee.  I  have  handled  a  lot  of  cases  and  I  have  gotten 
a  zero  fee.  I  have  traveled  100  miles  to  make  an  inventory  and  the 
items  are  exempt  in  the  bankruptcy  estate  and  there  is  no  money 
there.  There  is  no  fee. 
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Senator  DeConcini.  Do  you  think  the  fees  should  continue  to  be 
based  on  a  percentage  of  assets  involved  in  nonreorganization 
chapters,  or  should  they  be  determined  at  the  discretion  of  the  court? 

Mr.  Huenefeld.  I  think  it  should  be  continued  on  a  percentage 
basis,  based  on  the  incentive  for  the  trustee  to  do  a  good  job.  If  he 
handles  a  case  properly,  I  think  the  fee  should  be  increased  because 
the  schedule  we  are  using  now  is  25  years  old.  The  percentages  of  fees 
right  now  are  based  on  25  years  ago.  The  trustee's  percentages  need 
to  be  increased. 

It  is  10  percent  of  the  first  $500,  6  percent  of  the  next  $1,500,  and 
3  percent  of  the  next  $8,500,  but  it  should  be  increased. 

But  this  approach  gives  more  incentive  to  the  trustee  to  do  a 
better  job. 

As  trustee  I  can  liquidate  an  asset  or  I  can  exempt  an  asset  based 
on  the  backup  of  the  judge's  court  order.  But  if  I  have  assets  that 
are  accumulated  for  the  unsecured  creditors,  then  it  gives  me  more 
incentive  to  do  a  good  job  as  trustee  and  get  as  much  money  as  possible 
in  the  bankruptcy  estate. 

Sometimes  you  cannot  do  that  in  6  months  time.  If  we  accomplishe 
that  and  get  more  assets,  then  we  can  pay  more  money  to  the  un- 
secured creditors. 

If  you  check  our  statistics  in  the  western  district  of  Louisiana,  our 
record  of  percentage  of  dividends  to  unsecured  creditors  ranks  the 
best  in   the  Nation. 

Senator  DeConcini.  Mr.  Huenefeld,  we  thank  you  very  much 
for  your  testimony. 

Are  there  any  questions  from  staff? 

If  not,  we  thank  you  very  much. 

Mr.  Huenefeld.  I  appreciate  it  very  much. 

STATEMENT  OF  HARRY  J.  BKEITHAUPT,  JR.,  VICE  PRESIDENT  AND 
GENERAL  COUNSEL,  ASSOCIATION  OF  AMERICAN  RAILROADS, 
ACCOMPANIED  BY  JAMES  V.  FAULKNER,  JR.,  ASSISTANT  GEN- 
ERAL COUNSEL,  UNION  PACIFIC  CORPORATION 

Senator  DeConcini.  Our  next  witness  is  Harry  J.  Breithaupt, 
vice  president  and  general  counsel  of  the  Association  of  American 
Railroads. 

We  welcome  you  to  the  committee,  Mr.  Breithaupt.  We  are  pleased 
to  have  you  with  us.  Your  statement  has  been  received  and  will  be 
entered  in  the  record  at  this  time  in  its  entirety. 

[The  prepared  statement  of  Mr.  Breithaupt  follows:] 

Statement  of  Harry  J.  Breithaupt,  Jr.,  on  Behalf  of  Association  of 
American  Railroads,  Before  the  Subcommittee  on  Improvements  in 
Judicial  Machinery,  Committee  on  the  Judiciary,  U.S.  Senate,  in 
Respect  of  Sections  1169,  1176  and  1179  of  S.  2266 

December  1,  1,977. 

My  name  is  Harry  J.  Breithaupt,  Jr.  and  I  am  Vice  President  and  General 

Counsel  of  the  Association  of  American  Railroads  (the  "AAR"),1  and  appear 
before  you  today  to  comment  upon  Sections  1169,  1176  and  1179  of  S.  2266  of  the 
proposed  Bankruptcy  Act  (the  "Act"). 


1  The  AAR  is  a  voluntary,  unincorporated,  non-profit  organization  composed  of  member 
railroads  operating  in  the  United  States.  Canada  and  Mexico.  Its  members  operate  97 
percent  of  the  railroad  mileage  and  produce  97  percent  of  the  revenue  of  all  United  States 
railroads. 
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SECTION  1169 EFFECT    OF    OTHER    LAWS    AND    REGULATIONS 

Proposed  Section  1169  provides,  in  pertinent  part,  that  a  debtor  railroad  and  the 
trustee  in  bankruptcy  (the  "Trustee")  continue  to  be  subject  to  ICC,  Department 
of  Transportation  and  state  or  local  orders  during  reorganization  proceedings, 
except  orders  requiring  the  expenditure  of,  or  the  incurrence  of  an  obligation  to 
expend,  money  from  the  debtor  railroad's  estate.  Orders  falling  with  that  ex- 
ception require  court  approval,  except  payments  made  (i)  in  settlement  of  inter- 
line accounts  pursuant  to  statutory,  ICC  or  recognized  industry  settlement  pro- 
cedures, or  (ii)  ICC  orders  of  general  applicability.2 

The  AAR  strongly  supports  Section  1169  of  S.  2266  insofar  as  it  eliminates 
from  H.R.  8200  (the  House  counterpart  to  S.  2266)  the  necessity  for  court  orders 
for  payments  made  in  settlement  of  interline  accounts  or  pursuant  to  ICC  orders. 

However,  in  the  rail  industry's  view,  S.  2266  does  not  go  far  enough  in  recogniz- 
ing the  uniqueness  and  interdependence  of  railroads  for  it  fails  to  make  mandatory 
the  payment  by  the  Trustee  or  the  debtor  carrier  of  the  pre-  and  post-bankruptcy 
balances  in  such  accounts. 

The  nature  of  the  railroad  business  is  such  that  it  requires  rail  carriers,  bankrupt 
as  well  as  solvent,  to  rely  upon  one  another  with  respect  to  the  payment  for 
interline  services  which  are  required  either  by  statute,  ICC  orders,  or  industry 
agreement.3  The  nature  of  this  interdependency  was  well  articulated  by  the  Court 
of  Appeals  in  In  Re  Penn  Central  Transportation  Company,  Debtor,  486  F.  2d  519 
(1973)  (cert,  denied  March  24,  1974),  citing  the  District  Court's  Opinion  and 
Order  No.  613,  340  F.  Supp.  857  (E.D.Pa.  1972). 

"The  nation's  railroads  function  in  many  ways  as  a  single  system.  For  example, 
a  shipper  or  receiver  pays  one  railroad  for  services  of  carriage  for  the  entire  ship- 
ment, although  the  shipment  may  travel  over  many  different  railroads;  a  railroad 
car  may  travel  over  the  lines  of  many  different  railroads,  and  be  used  by  each  of 
them,  before  it  again  returns  to  the  possession  of  the  owning  railroad;  and  a 
shipper  whose  freight  may  have  been  damaged  in  shipment  by  one  of  several 
carriers  may  apply  to  any  of  them  for  payment  of  his  claim.  The  railroads  have 
created  a  system  of  accounting  and  periodic  settlement  of  accounts  to  facilitate 
this  manner  of  operation.  The  accounting  for  various  types  of  rail  service  rendered 
to  the  public  or  to  other  railroads  results  in  'interline  accounts',  and  the  striking  of 
balances  between  the  railroads  with  respect  to  these  interline  accounts  results  in 
'interline  balances'." 

These  interline  accounts  consist  of:  (1)  Freight  and  passenger  accounts;  and 
(2)  Other  interline  accounts,  including  (a)  Per  diem  accounts;  (b)  Car  repair 
accounts;  (c)  Overcharge  and  loss  and  damage  accounts;  and  (d)  Switching 
accounts. 

Since,  under  the  Commerce  Act  and  orders  issued  by  the  ICC,  all  rail  carriers 
are  required  to  perform  the  services  for  connecting  carriers  represented  by  the 
sums  pajTable  in  these  accounts,  it  is  imperative  that  the  proposed  Bankruptcy 
Act  (the  "Act")  provide  a  framework  in  which  these  mandated  ongoing  com- 
mercial relationships,  both  pre-  and  post-bankruptcy,  be  maintained  without 
financial  loss  to  any  connecting  carrier.  It  is  for  this  reason  that  the  Act  must  be 
revised  to  require  the  mandatory  payment  by  the  debtor  carrier  of  funds  received 
or  required  to  be  paid  in  the  above  accounts.  Requiring  the  mandatory  payment 
of  all  pre-  and  post-bankruptcy  net  balances  owed  by  the  debtor  railroad  to  other 
carriers  in  interline  freight  and  passenger  and  per  diem  accounts  would  give  legis- 
lative effect  to  the  Third  Circuit  decisions  in  In  Re  Penn  Central  Transportation 
Company,  Debtor,  486  F.  2d  519  (1973)  (cert,  denied  3/24/74),  and  Consolidated 
Appeals  of  the  Trustee  for  The  Central  Railroad  Company  of  New  Jersey,  Debtor, 
et.  al.,  553  F.  2d  12  (3rd  Cir.  1977),  and  the  Seventh  Circuit  decision  in  In  the 
Matter  of  Chicago,  Rock  Island  and  Pacific  Railroad  Company,  537  F.  2d  906  (1976), 
cert,  denied,  429  U.S.  1092  (1977). 

Since  the  net  balances  in  other  interline  accounts  including  (i)  car  repairs; 
(ii)  overcharge  and  loss  and  damage;  and  (iii)  switching  accounts  represent  the 
performance  by  carriers  of  services  directly  attributable  to  specific  statutory 
requirements  and  absolutely  essential  to  the  operation  of  a  national  rail  transpor- 


2  Avoiding:  the  need  for  a  court  order  in  connection  with  the  settlement  of  these  accounts, 
while  laudable,  is  incomplete,  since  the  truly  significant  change  not  reflected  in  this  bill, 
but  truly  required  by  the  rail  industry,  is  the  assurance  to  the  industry  that  the  net 
balances  owing  in  these  accounts  to  other  railroads  will  be  mandatorily  paid  by  the  debtor 
and  the  Trustee. 

3  See,  for  example,  National  Safety  Appliance  Act,  45  U.S.C.A.,  §  13  (car  repairs)  ;  the 
Interstate  Commerce  Act,  49  U.S.C.A.  §§  1(4),  1(11),  1©(3)  and  20(12)  (per  diem,  loss 
and  damage  and  overcharge  claims). 
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tation  system,  the  payment  of  these  net  balances,  for  both  pre-  and  post- 
bankruptcy  services,  should  likewise  be  made  mandatory. 

If  this  Subcommittee  should  determine  not  to  revise  S.  2266  in  accordance 
with  the  industry's  previous  comments,  S.  2266  should  be  revised,  at  the  very 
least,  to  reinstate  the  priority  traditionally  4  accorded  to  claims  by  creditors  for 
necessary  supplies  and  services  rendered  during  the  six  months  preceding  the 
rail  carrier's  bankruptcy.  In  H.R.  31  and  32  s  (earlier  counterparts  to  present 
H.R.  8200  and  S.  2266),  the  six-month  priority  rule  was  retained  and  specifically 
expanded  to  accord  to  creditors  who  supply  necessities  to  the  debtor  within  six 
months  prior  to  the  filing  of  the  petition  in  bankruptcy  the  status  of  high  priority 
claimants.  The  AAR  suggests  that  this  concept  be  adopted  and  further  broadened 
to  provide  that  all  such  claims  be  paid  in  cash.  If  the  payment  of  interline  accounts 
is  not  made  mandatory  by  revision  of  S,  2266,  the  bill  should  at  least  be  revised 
to  include  language  similar  to  that  of  Sections  9-503 (d)  and  1 0-503  (d)  of  the 
prior  House  bills. 

Attached  as  Exhibit  A  are  suggested  provisions  to  (i)  make  mandatory  the 
payment  of  interline  accounts;  or  (ii)  in  the  alternative,  to  reinstate  the  six-month 
priority  rule. 

II.     SECTION     1176 ROLLING    STOCK    EQUIPMENT 

Under  Section  1176  of  S.  2266,  if  the  Trustee  wishes  to  continue  to  use  equip- 
ment leased  or  purchased  under  the  debtor  railroad's  outstanding  equipment 
trust  or  conditional  sale  agreements,  the  Trustee  must  agree,  within  60  days  of 
the  date  of  the  order  of  relief,  to: 

(i)  "perform  all  obligations  of  the  debtor  that  become  due  on  or  after  such 
date"; 

(ii)  cure,  before  the  expiration  of  the  60-day  period,  all  prior  defaults  that 
have  occurred  under  the  agreements;  and 

(iii)  cure  defaults  occurring  after  the  date  of  the  order  of  relief  within  30  days 
of  such  default's  occurrence  or  prior  to  the  expiration  of  the  60-day  period, 
whichever  is  later. 

The  House  Report 6  accompanying  H.R.  8200  (the  House  counterpart  to 
S.  2266  which  contains  language  in  Section  1166  thereof  identical  to  that  of 
Section  1176)  states,  as  the  basis  for  adopting  these  provisions,  the  necessity  of 
balancing  the  interest  of  lenders  and  those  of  the  estate  in  the  reorganization 
process  by  relegating  to  the  Trustee  the  ultimate  choice  as  to  whether  financed, 
equipment  will  be  repossessed.  The  House  Report  continues: 

"Thus  equipment  that  the  trustee  needs  to  keep  operating  the  business  is 
beyond  reach  of  the  lender  if  the  trustee  is  willing  to  continue  to  pay  for  it  ac- 
cording to  pre-bankruptey  terms.  If  the  tiustee  does  not  need  the  equipment,  he 
may  simply  surrender  it  to  the  financer.  (emphasis  supplied)" 

Lenders,  in  financing  railroad  rolling  stock,  are  attracted  by  the  relative  security 
of  such  transactions  and  the  ability  to  put  their  money  to  work  for  a  series  of  specif- 
ic time  periods  at  interest  rates  which  are  acceptable  to  them  and  bearable  by  the 
rail  industry — most  particularly  the  marginal  carriers.  Lenders  are  interested  only 
in  the  on-time  repayment  of  their  principal,  together  with  interest  thereon,  and 
are  not  interested  in  becoming  the  vendors  of  rolling  stock  as  the  above  quote- 
from  the  House  Report  might  imply.  The  surrender  of  rail  equipment  to  the  lenders 
is  not  a  right  given  to  the  debtor  carrier  or  the  Trustee,  but  a  remedy  available- 
only  to  the  lenders  if  the  debtor  railroad  has  failed  to  meet  its  obligations  under 
the  financing  agreements. 

Under  equipment  trust  financings,  the  security  offered  lenders  which  secures 
such  favorable  interest  rates  to  rail  carriers  is  the  sum  of  (i)  the  rail  carrier's  20' 
percent  equity  participation  in  the  purchase  of  equipment,  plus  (ii)  the  relative 
difference  in  the  decrease  in  the  fair  market  value  of  the  rolling  stock  as  compared 
to  the  decrease  in  the  outstanding  principal  amount  of  the  equipment  trust  certif- 
icates. The  repayment  in  serial  maturities  of  the  trust  certificates  at  a  rate  faster 
than  the  normal  rate  of  depreciation  on  the  rolling  stock  is  what  accounts  for  this 
second  segment  of  the  lender's  security.  This  latter  aspect  of  the  lenders'  security 
is,  of  course,  dependent  upon  the  carrier's  performing,  in  accordance  with  his 
obligations  under  the  financing  agreements,  the  required  maintenance  on  the  roll- 
ing stock.  To  the  extent  such  maintenance  is  not  performed,  the  lender's  security 
is  proportionately  decreased.  In  such  instances,  the  right  to  repossess  the  rolling 
stock  may  be  of  little  comfort  to  the  lenders  since  the  market  value  of  the  fleet  of 
rolling  stock  financed  may  have  been  reduced  below  the  principal  amount  of  the 


*  Section  77(b)   of  the  present  Bankruptcy  Act  makes  specifically  available  to  creditors 
the  rules  of  equitable  receivership  of  which  the  6  months  creditors  rule  is  one. 
6  94th  Congress,  sections  9-503  (d)  and  10-503 (d),  respectively. 
o  H.R.  Rept.  No.  95-595,  95th  Cong.,  1st  Sess.  (Sept.  S,  1977). 
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outstanding  trust  certificates  through  casualty  occurrences  for  which  required 
cash  deposits  have  not  been  made,  or  the  debtor's  failure  to  perform  the  required 
maintenance,  or  both. 

Under  most  equipment  trust  agreements,  a  carrier's  failure  to  meet  its  non- 
financial  obligations  (i.e.,  proper  maintenance  of  equipment,  reporting  of  casualty 
occurrences  and  the  concomitant  deposit  of  money  with  the  Trustee,  etc.)  does 
not  mature  into  an  Event  of  Default  unless  the  carrier,  after  written  notice  from 
the  Trustee  of  such  failure,  fails  to  cure  the  default  by  honoring  its  obligations 
under  the  equipment  trust  agreement.  There  is  very  often,  therefore,  a  considerable 
period  of  time  between  a  "default"  and  an  "Event  of  Default".  Only  Events  of 
Default  give  rise  to  the  lenders'  remedies  of  acceleration  of  payment  of  the  principal 
of,  and  interest  on,  outstanding  trust  certificates  and  the  repossession  of  the 
carrier's  financed  equipment. 

Under  S.  2266,  unless  at  the  time  of  the  Trustee's  assumption  of  the  equipment 
trust  agreement  there  exists  an  Event  of  Default  (which  the  statute  would  require 
the  Trustee  to  cure),  it  is  arguable  that  the  Trustee  is  not  required  to  assume 
responsibility  for  the  debtor  railroad's  defaults  in  performance  of  its  obligations 
to  properly  maintain  the  equipment  and  to  deposit  with  the  Trustee,  in  the  case 
of  destroyed  equipment,  the  value  thereof. 

Section  1176,  like  Section  1166  of  H.R.  8200,  requires  the  Trustee  to  assume 
only  "future  obligations"  of  the  debtor  railroad  under  the  equipment  trust  agree- 
ment; whereas  the  House  Report,  at  p.  239,  characterizes  the  Trustee's  assumption 
as  relating  to  "the  performance  of  the  obligations  of  the  debtor" — with  no  dis- 
tinction apparently  made  between  the  carrier's  prior  and  future  obligations.  The 
House  Report  also  makes  it  quite  clear  that  any  prior  defaults  under  the  equipment 
trust  agreements  must  be  cured  by  the  Trustee  prior  to  his  assumption  of  the 
agreement.  However,  the  language  of  Section  1176  implementing  this  concept  is 
unclear  and  leaves  unanswered  the  question  as  to  whether  Events  of  Default 
which  arise  subsequent  to  the  assumption  by  the  Trustee  of  the  equipment  trust 
agreement,  but  which  were  occasioned  by  the  debtor's  failure  to  perform  obliga- 
tions prior  to  the  date  of  the  assumption,  constitute  "defaults"  for  which  the 
Trustee  would  be  responsible.  Under  this  formulation,  obligations  which  were 
not  met  by  the  debtor  carrier  prior  to  the  Trustee's  assumption  of  the  agreement 
and  which  mature  to  Events  of  Default  thereafter  might  be  interpreted  by  the 
court  as  not  the  direct  responsibility  of  the  Trustee  since  they  arise  out  of  "obli- 
gations" existing  prior  to  the  date  of  the  Trustee's  assumption  of  the  agreement. 
The  extent  of  the  lenders'  exposure  in  this  regard  is  illustrated  by  the  Penn 
Central  reorganization.  In  the  case  of  the  Penn  Central,  ConRail,  as  the  present 
user  of  the  rolling  stock,  unlike  the  Trustee  under  the  proposed  S.  226(3,  is  required 
by  Section  303(b)(3)(A)  of  the  Regional  Rail  Reorganization  Act  to  assume 
liability  for  such  defaults.  As  of  May  1977,  ConRail  has  paid  approximately  $5 
million  to  the  lenders  and  is  further  responsible  for  additional  claims  as  yet 
unquantified  due  to  the  lack  of  knowledge  as  to  (i)  the  extent  of  casualties  which 
may  have  occurred,  or  (ii)  the  subsequent  effects  of  Penn  Central's  previous 
failure  to  maintain  their  rolling  stock  in  accordance  with  the  terms  of  the  financing 
agreements. 

That  it  is  difficult  to  determine  the  extent  of  these  unquantifiable  claims  has 
been  demonstrated  recently  by  a  ConRail  advertisement  appearing  in  the  Thurs- 
day, September  15,  1977,  issue  of  the  Wall  Street  Journal.  ConRail  acquired  Penn 
Central's  equipment  with  the  commencement  of  its  operations  in  April  1976;  yet 
nearly  a  year-and-a-half  later,  in  discussing  its  inability  to  meet  the  revenue 
projections  established  for  it  by  the  final  system  plan,  ConRail  cited  equipment 
maintenance  and  loss  by  the  Penn  Central  as  one  of  the  three  principal  reasons 
for  such  difficulty: 

*  *  *  The  locomotives  and  freight  cars  we  inherited  have  proven  to  be 
in  much  worse  shape  than  reported.  And  we  are  having  a  hard  time  keeping 
ahead    of    deterioration.    This    causes    shortages    of    equipment — an    actual 
decrease  in  the  number  of  cars  we  have  in  service.  And  leads  to  lost  reve- 
nues.  *  *  *  It  is  also  taking  much  more  material  to  repair  our  equipment  than 
originally  forecast.  So  cost  of  rehabilitation  has  risen  dramatically. 
If   ConRail  had  not  been  required  to  assume  these  obligations,  the  lenders 
might  have  been  forced  to  repossess  all  of  the  equipment  or  to  seek  remedy 
against  the  Penn  Central  estate  (since  April  1,  1976  no  longer  a  carrier)   *  *  *  the 
likelihood  of  their  securing  full  and  prompt  payment  in  the  latter  instance  would, 
of  course,  have  been  unlikely.  In  addition,  as  demonstrated  by  the  above  cited 
advertisement,  the  value  of  the  fleet  repossessed  would  have  been  significantly 
decreased — thereby  cutting  heavily  into  the  lender's  security. 
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Lenders  will,  of  course,  continue  to  require  as  security  the  right  to  repossess 
financed  equipment,  but  their  primary  interest  is  in  continuing  repayment  *  *  * 
they  are  not  interested  in  becoming  vendors  of  used  rolling  stock,  particularly 
lolling  stock  which  has  been  undermaintained. 

In  addition  to  the  specific  reasons  discussed  above  for  requiring  the  Trustee  to 
assume  responsibility  for  all  the  debtor  railroads'  obligations  under  existing  equip- 
ment financing  agreements,  there  is  another  reason — less  susceptible  perhaps  to 
concretization  but  of  no  less  importance — for  revising  Section  1176.  Assumption 
I  >y  the  Trustee  of  less  than  all  obligations  under  an  outstanding  agreement  is  un- 
justified and  indeed  is  contrary  to  present  principles  of  bankruptcy  law  which  re- 
quire the  Trustee,  when  assuming  a  contract,  to  take  the  burdens  as  well  as  the 
benefits  thereof.  Lenders  should  be  entitled  to  have  the  Trustee  either  assume 
all  or  none  of  the  obligations  under  their  respective  financing  agreements.  Lenders 
should  not  be  placed  in  a  position  whereby  the  Trustee  is  able  to  assume  only 
prospective  obligations  and  not  prior  obligations  to  which  the  lenders  are  entitled 
under  their  financing  agreements. 

In  all  prior  reorganizations  under  Section  77,  the  Trustee  has  assumed  all 
obligations  under  equipment  obligations — past,  present  and  future.  The 
legislation  creating  ConRail  required  ConRail  to  assume  all  obligations  under 
outstanding  equipment  obligations — past,  present  and  future.  Unless  Section  1176 
is  amended  to  require  similar  assumption,  lenders  will  view  the  legislation  as  a 
lessening  of  their  protection  at  a  time  when  there  is  a  major  need  for  railroads  to 
finance  additional  equipment  at  reasonable  rates.  It  is  not  in  the  public  interest  to 
increase  the  problem  of  railroads  financing  large  equipment  purchases  by  legis- 
lation which  would  be  taken  by  lenders  as  a  weakening  of  their  position. 

Limiting  the  lenders'  rights  against  the  Trustee  might  persuade  such  lenders  to 
require,  at  least  with  respect  to  marginal  railroads,  an  increase  in  either  (i)  the 
amount  of  the  "cushion"  (i.e.,  greater  than  20  percent)  required  to  be  put  down 
by  such  carriers  under  the  traditional  Philadelphia  Plan  of  equipment  financing, 
or  (ii)  the  interest  rate  charged  such  carriers. 

On  May  3,  1977,  Lay  ton  F.  Smith  of  Salomon  Brothers  wrote  to  Congressman 
Edwards  (a  copy  of  which  letter  is  attached  as  Exhibit  B),  stressing  that  prospec- 
tive purchasers  of  equipment  trust  obligations  must  be  assured  that  their  security, 
represented  not  only  by  the  rolling  stock  but  also  by  the  equipment  user's  ability 
to  pay,  be  protected.  Mr.  Smith  went  on  to  say:  "The  fact  that  the  bill  purports  to 
require  that  all  prior  defaults  be  first  cured  does  not  really  provide  a  complete 
answer.  Maintenance-type  defaults  may  not  even  be  known  at  that  time.  More- 
over, even  if  they  are  known,  it  would  in  most  circumstances  be  impossible  to 
cure  them  within  the  60-day  period.  Where  there  is  a  full  assumption  of  all  obliga- 
tions (which  has  been  the  case  in  all  prior  reorganizations),  investors  are  not 
concerned  with  this  problem  since  they  have  received  a  full  assumption  by  the 
trustee." 

In  addition  to  the  prospective  problems  noted  above  with  respect  to  the  possible 
interpretations  of  Section  1176,  there  is  a  present  problem  in  respect  of  the  stand- 
ard provisions  of  equipment  trust  agreements.  Under  such  agreements,  an  Event 
of  Default  occurs  if  a  rail  carrier  files  a  petition  for  reorganization  under  Section  77 
of  the  Act  and  if  the  Trustee  does  not  assume,  within  30  days,  all  obligations  of 
the  rail  carrier  under  such  agreement.  It,  therefore,  appears  that  if  Section  1176 
is  enacted  and  if,  pursuant  thereto,  the  Trustee  only  assumes  the  future  obliga- 
tions of  the  debtor  railroad  under  its  outstanding  equipment  trust  agreements, 
there  would,  nonetheless,  continue  to  exist  an  Event  of  Default  under  such  agree- 
ments which  would  permit  the  lenders  to  accelerate  the  payment  of  the  principal 
of,  and  interest  on,  the  trust  certificates  issued  thereunder  and  to  repossess  the 
equipment  financed  thereby,  notwithstanding  the  provisions  of  Section    1176. 

Revision  of  Section  1176,  in  accordance  with  Exhibit  C  hereto,  to  require  the 
Trustee  to  assume  all  the  debtor  railroad's  obligations  under  its  equipment  financ- 
ing agreements  would  (i)  eliminate  lenders'  uncertainty  as  to  which,  if  any,  Events 
of  Default  a  Trustee  would  not  be  liable  for;  (ii)  reduce  the  lenders'  exposure  to 
any  possible  reduction  in  the  value  of  the  security  of  the  equipment  financed 
occasioned  by  the  failure  of  the  debtor  railroad  to  properly  maintain  equipment 
financed,  or  to  make  the  required  deposits  with  the  trustee  for  equipment  which 
was  a  casualty  occurrence;  (iii)  eliminate,  especially  for  marginal  roads,  possible 
increases  in  either  the  interest  rate  or  equity  "cushion"  normally  required  by 
lenders;  and  (iv)  eliminate  the  possibility  that  a  default,  under  existing  equipment 
trust  agreements,  would  continue  to  exist,  notwithstanding  the  provisions  of 
Section  1176. 
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III.    SECTION    1179 ABANDONMENT    OF    RAIL    LINES    AND     DISCONTINUANCES     OF 

RAIL  SERVICES 

The  AAR  believes  that  the  approach  taken  by  Section  1169  of  H.R.  8200  is 
more  appropriate  in  meeting  the  exigency  of  curtailing  cash  loss  through  continued 
operation  of  unprofitable  rail  lines  than  is  Section  1179  of  S.  2266.  Section  1179 
adopts,  with  only  slight  modification  in  the  time  periods,  the  abandonment  pro- 
visions contained  in  Section  1(a)  of  the  Interstate  Commerce  Act.  Under  Section 
1  (a),  the  absolute  minimum  amount  of  time  required  for  an  abandonment  to  be- 
come effective  is  90  days,  and  if  the  ICC,  either  on  its  own  motion  or  upon  petition, 
causes  an  investigation  to  be  made,  the  period  of  time  involved  for  the  abandon- 
ment procedure  can  be  considerably  lengthened,  both  by  the  time  necessary  to 
complete  the  investigation  and  by  the  additional  120-day  waiting  period  required 
after  issuance  of  the  abandonment  certificate. 

The  AAR  believes  that  in  the  case  of  a  bankrupt  railroad  that  the  necessity  to 
cut  the  bankrupt  carrier's  cash  drain  requires  expeditious  treatment  of  the  aban- 
donment application,  and,  therefore,  supports  the  procedures  contained  in  Section 
1169  of  H.R.  S200.  The  Trustee,  with  the  approval  of  the  court,  files  with  the  ICC 
an  abandonment  application.  The  reorganization  court  then  states  a  time  period 
within  which  the  ICC  must  report  on  the  application.  The  ICC,  in  its  advisory 
role  before  the  court,  represents  the  public  interest,  while  the  Trustee  and  the 
creditors  represent  the  interests  of  the  debtor's  investors.  If  the  ICC  fails  to  report 
upon  the  application  within  the  allotted  time  period,  the  court  may,  upon  notice 
to  the  interested  parties  and  after  holding  hearing,  authorize  the  abandonment. 
The  court-ordered  abandonment  may  be  stayed  during  the  pendency  of  any 
appeal;  however,  during  the  appeal  process,  the  court,  upon  request  of  an  inter- 
ested party,  may  authorize  termination  of  service  on  the  line,  but  again,  only 
after  notice  to  the  interested  parties  and  the  holding  of  a  hearing.  This  procedure 
with  the  time  frame  established  by  the  court  on  a  case  by  case  basis  with  due 
regard  for  the  necessity  of  the  abandonment  in  each  instance  presents  a  most 
expeditious  method  for  handling  abandonments  in  bankruptcy  proceedings. 

Mr.  Chairman,  that  concludes  my  testimony  on  behalf  of  the  AAR  with  respect 
to  S.  2266,  and  I  would  be  pleased  to  entertain  any  questions  which  you  or  mem- 
bers of  your  Subcommittee  may  have  with  respect  to  my  statement. 

Exhibit  A 

MANDATORY    PAYMENT    OF    INTERLINE    ACCOUNTS 

Insert  new  sub-paragraph  (b). 
"Section  1169.     Effect  of  Other  Laws  and  Regulations 

******* 

(b)  The  debtor  and  the  trustee  shall  pay,  when  due,  in  accordance  with  ap- 
plicable statutes,  Interstate  Commerce  Commission  orders  or  rail  industry  set- 
tlement procedures,  all  net  balances  owed  by  the  debtor  to  other  carriers,  whether 
for  pre-  or  post-bankruptcy  services,  on  its  interline  accounts  (including,  but  not 
limited  to,  its  freight;  passenger;  per  diem;  overcharge;  loss  and  damage;  car  re- 
pair; and  switching  accounts)." 

ALTERNATIVE SIX-MONTH    PRIORITY    RULE 

Insert  new  sub-paragraph  Section  1173(a)(8). 

******* 

"*  *  *  (8)  The  plan  provides  for  payment  in  cash  of  all  allowed  claims  for  current 
operating  expenses  (including,  but  not  limited  to,  the  debtoi's  interline  accounts 
for  freight;  passenger;  per  diem;  overcharge;  loss  and 'damage;  car  repair  and 
switching)  incurred  by  the  debtor  during  the  six  months  immediately  preceding 
the  filing  of  the  petition  in  bankruptcy." 

Exhibit  B 

Salomon  Brothers, 
New  York,  NY.,  May  3,  1977. 
Re  H.R.  6 — Aircraft  Equipment  Financing. 
Hon.  Don  Edwards, 

Chairman,  Subcommittee  on  Civil  and  Constitutional  Rights, 
Washington,  D.C. 

Dear  Mr.  Chairman:  We  understand  that  it  is  proposed  to  delete  the  pro- 
visions in  Sections  1112  and  1166  which  would  expressly  negate  the  power  of  the 
22-510 — 78 49 
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court  to  enjoin  the  repossession  of  equipment  where  the  transaction  is  not  as- 
sumed in  reorganization. 

I  would  respectfully  urge  that  this  provision  be  retained  in  the  bill.  There  has 
been  so  much  notoriety  given  to  this  matter  that  the  failure  to  include  in  the  bill  a 
provision  negating  the  power  of  the  court  to  enjoin  would  be  most  detrimental 
and  would  be  considered  by  institutional  investors  as  a  weakening  of  their 
protection. 

Similarly,  the  limitation  on  the  assumption  by  the  debtor  solely  to  obligations 
becoming  due  after  the  date  of  the  order  for  relief  strikes  me  as  a  needless  limita- 
tion on  the  assumption.  In  every  railroad  reorganization  and,  indeed,  in  the  Con- 
rail  legislation,  there  was  a  full  assumption  of  all  obligations,  past,  present  and 
future.  The  fact  that  the  bill  purports  to  require  that  all  prior  defaults  be  first 
cured  does  not  really  provide  a  complete  answer.  Maintenance-type  defaults  may 
not  even  be  known  at  that  time.  Moreover,  even  if  they  are  known,  it  would  in 
most  circumstances  be  impossible  to  cure  them  within  the  60-day  period.  Where 
there  is  a  full  assumption  of  all  obligations  (which  has  been  the  case  in  all  prior 
reorganizations),  investors  are  not  concerned  with  this  problem  since  they  have 
received  a  full  assumption  by  the  trustee. 

In  order  that  equipment  obligations  of  both  the  airline  and  railroad  industries 
may  continue  to  receive  the  acceptance  and  favorable  rates  that  they  have  in  the 
past,  it  is  most  important  that  these  provisions  be  drafted  in  a  way  that  we  can 
assure  prospective  purchasers  of  these  obligations  that  no  weakening  of  their 
protection  is  contemplated  by  the  Subcommittee.  Accordingly,  I  would  appreciate 
your  reconsideration  of  the  foregoing  points. 
Sincerely, 

Layton  F.  Smith, 

General  Partner. 
Exhibit  C 

SECTION   1176 

Section  1176.  Rolling  stock  equipment 

(a)  The  right  of  a  secured  party  with  a  purchase-money  equipment  security 
interest  in,  or  of  a  lessor  or  conditional  vendor  of,  whether  as  trustee  or  otherwise, 
rolling  stock  equipment  or  accessories  used  on  such  equipment,  including  super- 
structures and  racks,  that  are  subject  to  a  purchase-money  equipment  security 
interest  granted  by,  leased  to,  or  conditionally  sold  to,  the  debtor  to  take  posses- 
sion of  such  equipment  in  compliance  with  the  provisions  of  a  purchase-money 
equipment  security  agreement,  lease,  or  conditional  sale  contract,  as  the  case 
may  be,  is  not  affected  by  section  362  or  363  of  this  title  or  by  any  power  of  the 
court  to  enjoin  such  taking  of  possession,  unless — 

(1)  before  60  days  after  the  date  of  the  order  for  relief,  the  trustee,  subject 
to  the  court's  approval,  agrees  to  perform  all  obligations  of  the  debtor  under 
such  security  agreement,  lease,  or  conditional  sale  contract,  as  the  case  may 
be; and 

(2)  any  default,  other  than  a  default  of  a  kind  specified  in  section  365(b)(2) 
of  this  title,  under  such  security  agreement,  lease,  or  conditional  sale  con- 
tract, as  the  case  may  be — 

( A)  that  occurred  before  such  date  and  is  an  event  of  default  there- 
under is  cured  before  the  expiration  of  such  60-day  period;  and 

(B)  that  occurs  or  becomes  an  event  of  default  after  such  date  is 
cured  before  the  later  of — 

(i)  30  days  after  the  date  of  such  default  or  event  of  default;  and 
(ii)  the  expiration  of  such  60-day  period. 

(b)  The  trustee  and  the  secured  party,  lessor,  or  conditional  vendor,  as  the 
case  may  be,  whose  right  to  take  possession  is  protected  under  subsection  (a)  of 
this  section,  may  agree,  subject  to  the  court's  approval,  to  extend  the  60-day 
period  specified  in  subsection  (a)(1)  of  this  section. 

Mr.  Breithaupt.  I  would  prefer  to  highlight  the  statement  to 
conserve  time. 

Before  I  get  into  that,  with  the  permission  of  the  Chair,  I  Mould 
like  to  be  accompanied  by  the  gentleman  on  my  right,  a  colleague  of 
mine,  Mr.  James  Faulkner,  assistant  general  counsel  of  the  Union 
Pacific  in  New  York  City. 
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Senator  DeCoxcixi.  We  are  glad  to  have  you. 

Mr.  Breithaupt.  In  many  respects,  he  is  more  familiar  with  the 
subject  than  I  am. 

I  should  like  to  address  three  particular  sections  of  the  bill  that 
you  are  considering,  Mr.  Chairman.  Those  sections  are  1169,  1176, 
and  1179. 

In  all  candor,  I  ought  to  advise  the  committee  that  while  I  purport 
to  speak  for  the  Association  of  American  Railroads  and  for  its  member 
roads,  there  may  be  some  contrariety  of  opinion  in  our  ranks  on 
some  of  these  matters,  even  on  some  of  the  matters  that  I  intend  to 
address  today. 

In  recent  days  I  have  learned,  for  example,  that  the  Chicago 
Rock  Island  and  Pacific  Railroad  may  be — or  the  trustee  of  that 
railroad  may  be— in  disagreement  with  at  least  one  of  the  positions 
that  I  propose  to  take  and  have  taken  in  this  prepared  statement,  but 
I  do  not  feel  any  need  to  try  to  elucidate  upon  that  because,  as  I 
observed  from  the  witness  list,  the  trustee  or  his  counsel  of  the 
Chicago  Rock  Island  and  Pacific  will  himself  appear  before  you. 
He,  no  doubt,  can  state  his  case  better  than  I  could. 

Section  1169  of  S.  2266  is  captioned:  "Effect  of  Other  Laws  and 
Regulations."  One  feature,  in  particular,  of  this  provision  of  the  bill 
is  of  extraordinary  interest  to  us.  The  section  provides,  in  part,  that 
a  debtor  railroad  and  the  trustee  in  bankruptcy  continue  to  be  subject 
to  Interstate  Commerce  Commission,  DOT,  and  State  or  local  regu- 
latory orders  during  reorganization  proceedings  except  for  such 
orders  as  may  require  the  expenditure  of  or  the  incurrence  of  an  obli- 
gation to  expend  money  from  the  debtor  railroad's  estate. 

Orders  falling  within  the  latter  exemption  require  court  approval 
with  one  exception.  That  is,  payments  that  are  made  in  settlement 
of  interline  accounts  pursuant  to  statutory,  ICC  or  recognized  industry 
settlement  procedures,  or  made  pursuant  to  ICC  orders  of  general 
applicability. 

This  is  a  feature  of  the  bill  that  was  the  topic  of  part  of  the  colloquy, 
Mr.  Chairman,  between  you  and  the  staff  and  the  Chairman  of  the 
Interstate  Commerce  Commission  a  few  moments  ago. 

The  railroad  industry,  insofar  as  the  association  may  speak  for 
the  industry,  strongly  supports  section  1169,  particularly  when  con- 
trasted with  the  provisions  of  the  counterpart  bill  pending  in  the 
House  of  Representatives,  because  this  bill,  as  opposed  to  that  bill, 
would  eliminate  the  necessity  for  court  orders  for  payments  made  in 
settlement  of  interline  accounts  or  pursuant  to  ICC  orders. 

The  fact  of  the  matter  is  that  in  the  rail  industry's  view  the  bill 
before  you  does  not  go  far  enough  in  recognizing  the  uniqueness  and 
the  interdependency  of  railroads  as  an  industry,  for  it  fails  to  make 
mandatory  the  payments  in  question. 

It  is  our  view,  for  reasons  that  are  best  explained  and  are  well 
articulated  in  the  opinion  of  the  district  court  which  is  cited  and 
quoted  on  page  2  of  my  prepared  statement,  that  the  very  nature 
of  the  railroad  industry  requires  a  reliance  upon  the  interdependence 
and  implementation  of  that  interdependence  by  the  financial  interplay 
that  comes  into  these  transactions. 
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We  think  that  the  very  highest  kind  of  priority  should  be  accorded 
to  freight  and  passenger  accounts  which  are  due  and  owing  by  the 
debtor  as  the  net  balance  owed  railroads,  sometimes  called  connecting 
roads,  for  transportation  performed  by  them  as  their  share  of  through- 
movements  of  passengers  or  freight. 

The  courts  have  recognized  that  funds  so  held  are,  for  the  most 
part,  held  in  trust  by  the  debtor  railroad,  and  thus,  are  entitled  to  the 
highest  kind  of  priority  by  wa}r  of  payment  by  the  trustee  over  to  the 
beneficiaries  of  the  trust. 

The  cases  in  that  regard  are  cited  in  my  prepared  statement. 

There  are,  in  addition  to  the  matters  covered  by  those  decided  cases, 
certain  other  types  of  interline  accounts  of  almost  equal  importance. 
Those  are  per  diem  accounts,  car  repair  accounts,  overcharge  accounts, 
loss  and  damage  accounts,  and  switching  accounts,  which  all  accrue  to 
railroads  by  reason  or  provision  of  the  Interstate  Commerce  Act  or 
other  provisions  of  law,  and  in  which  payments  are  due  in  the  case  of 
a  railroad  reorganization,  from  the  debtor  carrier  to  the  interline 
carriers  that  are  creditors  of  the  debtor  carrier. 

As  I  indicated  earlier,  the  cases  cited  at  the  bottom  of  page  3  of 
my  statement  do  not  favor  with  a  high-priority  status  the  car  repair 
accounts  and  the  overcharge  and  loss  and  damage  accounts  and  the 
other  interline  accounts  that  I  have  enumerated  for  you. 

It  is  our  view  that,  upon  the  enactment  of  the  bankruptcy  reform 
legislation  in  this  area  that  you  are  contemplating,  the  payment  of 
these  other  kinds  of  accounts  on  an  interline  basis  should  also  be  in- 
cluded, along  with  the  freight  and  the  passenger  accounts  and  the  per 
diem  accounts,  as  mandatory  payments  required  to  be  made  by  a 
trustee  of  the  reorganization  railroad.  They  should  be  required  to  be 
paid  without  the  necessity  of  recourse  to  the  bankruptcy  judge  or 
court  for  permission  to  make  the  payments. 

Implementation  of  our  philosophy  in  this  regard  and  our  plea  to 
you  in  this  regard  could  be  accomplished  by  an  amendment  of  your 
bill  as  suggested  in  exhibit  A-l  which  is  appended  to  the  perpared 
statement. 

If  the  Congress  should  determine  not  to  adopt  what  we  recommend, 
then  we  strongly  believe  that  your  bill,  at  the  very  least,  should  be 
revised  to  reinstate,  as  it  were,  the  priority  that  has  traditionally  been 
accorded  to  claims  by  creditors  for  necessary  supplies  and  services 
rendered  during  the  6  months  preceding  the  rail  carrier's  bankruptcy. 

There  were  some  leading  bills  and  earlier  bills  of  the  94th  Congress 
in  the  House,  H.R.  31  and  H.R.  32,  as  well  as  the  bill  currently  in  the 
House,  H.R.  8200,  which  did,  and  do,  retain  the  6  months  priority 
rule  accorded  the  creditors  who  provided  the  supplies  necessary  for 
the  operation  of  the  debtor  railroad  during  the  6  months  prior  to  the 
filing  of  the  bankruptcy  petition  and  accorded  to  those  claims  the 
status  of  high  priority. 

In  addition  to  reinstating  the  6  months  priority  rule,  we  suggest 
that  all  claims  for  services  and  supplies  under  such  rule  be  paid  in 
(ash.  I  use  the  word  "cash"  to  distinguish  it  from  trustee  certificates, 
short-term  or  long-term  notes,  or  paper  of  that  character. 

Exhibit  A-2  of  my  prepared  statement  contains  suggested  language 
to  achieve  the  revisions  that  I  have  just  noted. 

The  next  section  of  S.  2266  with  respect  to  which  we  have  a  par- 
ticular interest  this  morning  is  section  1176:  "Rolling  Stock  Equip- 
ment." The  discussion  begins  on  page  five  of  my  prepared  statement. 
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This  has  to  do  with  the  financing  of  rolling  stock  for  the  railroads. 
It  is  a  very  important  ingredient  of  railroad  business.  It  is  principally 
because  of  the  provisions  of  section  77 (j)  of  the  present  bankruptcy 
law  that  railroads,  despite  their  inadequate  rate  of  return  on  invest- 
ment and  their  consequent  poor  standing  in  the  mone}^  markets,  have 
nevertheless  been  generally  able  to  finance  the  acquisition  of  rolling 
stock  at  the  interest  rates  which  even  marginal  carriers  can  afford 
to  pay. 

Under  equipment  trust  financing,  as  this  is  called,  the  security 
offered  lenders  which  secures  the  favorable  interest  rates,  is  the  sum 
of  two  factors.  First,  the  rail  carrier's  20-percent  equity  participation 
in  the  purchase  price  of  the  equipment  and,  second,  the  relative 
difference  in  the  decrease  of  the  fair  market  value  of  the  rolling  stock 
as  compared  to  the  decrease  in  the  outstanding  principal  sum  of  the 
equipment  trust  certificates  yet  unpaid. 

Serial  repayment  of  these  trust  certificates  at  a  rate  faster  than  the 
normal  rate  of  depreciation  on  the  rolling  stock  secured  thereby,  is 
what  accounts  for  the  second  segment  of  the  lender' s  security.  This 
latter  aspect  of  the  lender's  security  is  dependent  upon  the  carrier's 
performance  of  the  required  maintenance,  a  covenant  included  in 
these  equipment  trust  papers. 

To  the  extent  that  such  maintenance  is  not  performed,  of  course,  it 
would  follow  that  the  lender's  security  is  proportionally  decreased.  In 
such  instances,  the  right  to  repossess  the  rolling  stock,  the  freight  car 
or  other  rolling  stock,  would  be  of  little  comfort  indeed  to  the  lender 
since  the  market  value  of  the  rolling  stock  might  then  well  have  been 
reduced  below  the  principal  amount  outstanding  of  the  equipment 
trust  obligations,  through  failure  to  perform  the  required  maintenance. 

Under  most  equipment  trust  agreements,  the  carrier's  failure  to 
meet  its  nonfinancial  obligations  (that  is,  the  required  maintenance, 
the  reporting  to  the  owner  or  the  trustee  of  the  equipment  trust  paper, 
of  casualty  occurrences  that  may  have  happened,  and  the  required  or 
specified  deposits  of  money  in  that  regard  with  the  trustee)  does  not 
mature  into  an  event  of  default,  as  it  is  called,  unless  the  carrier, 
after  written  notice  from  the  trustee — and  I  refer  here  to  the  trustee 
of  the  equipment  obligation  rather  than  the  trustee  of  the  reorganiza- 
tion estate — that  is,  unless  the  trustee  of  the  equipment  trust  serves 
notice  upon  the  railroad  and  there  is  a  failure  on  the  part  of  the  rail- 
road to  cure  the  default. 

There  is  often  therefore,  as  you  will  note,  a  considerable  period  of 
time  between  what  in  the  trade  is  called  lower  case  default  which  is 
a  technical  default,  occurring  by  reason  of  the  casualty  or  the  failure 
to  maintain,  and  an  Event  of  Default  in  capital  letters,  so  to  speak, 
which  is  the  operable  event  of  default  under  the  equipment  trust  paper 
giving  rise  to  repossession  rights  or  whatever  other  rights  may  be 
incorporated  in  the  instrument. 

Only  events  of  default  in  the  capital  letter  sense  give  rise  to  this 
right  to  repossess. 

Under  section  1176  of  the  bill  that  you  are  hearing,  it  is  unclear, 
in  our  opinion,  whether  events  of  default  which  arise  subsequent  to 
the  assumption  by  the  trustee — and  I  am  talking  here  of  the  bank- 
ruptcy trustee — of  the  equipment  trust  agreement,  but  which  were 
occasioned  by  the  debtor  carrier's  failure  to  perform  obligations  prior 
to  the  date  of  that  assumption — it  is  unclear  whether  those  instances 
would  constitute  defaults  for  which  the  trustee  would  be  responsible. 
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Under  one  reading — and  we  think  the  normal  reading  of  the  statute 
or  the  bill — obligations  which  were  not  met  by  the  debtor  carrier 
prior  to  the  trustee's  assumption  of  the  agreement,  and  which  matured 
to  events  of  default  thereafter,  are,  at  least  arguably,  not  the  direct 
responsibility  of  the  trustee  since  they  arise  out  of  "obligations"  that 
existed  prior  to  the  date  of  the  trustee's  assumption  of  the  agreement. 

The  amount  of  such  obligations  can  be  considerable. 

To  bring  it  into  current  history,  Conrail,  for  example,  in  the  north- 
east, has  paid  approximately  $5  million  in  deafults  of  this  kind  to  the 
lenders  on  the  eauipment  trust  obligations,  and  is  further  responsible 
for  additional  claims  as  yet  unquantified. 

Mr.  Chairman,  in  all  prior  reorganizations  under  section  77  that 
we  know  about,  the  trustee  has  assumed  all  obligations  under  equip- 
ment obligations,  past,  present,  and  future. 

The  legislation  creating  Conrail,  following  that  tradition,  required 
Conrail  to  assume  all  obligations  under  outstanding  equipment  obliga- 
tions, past,  present,  and  future. 

We  feel  that  unless  section  1176  of  S.  2266  is  amended  to  require 
similar  assumption,  then  lenders  will  view  the  legislation  as  a  lessening, 
if  you  will,  of  their  protection  at  a  time  when  there  is  clearly  a  major 
need  for  railroads  to  finance  additional  equipment  at  reasonable  rates 
and  to  do  so  on  otherwise  reasonable  terms  as  well. 

It  is  not  in  the  public  interest  to  increase  the  problem  of  the  rail- 
roads, I  say  to  you,  in  financing  large  equipment  purchases  by  legisla- 
tion which  would  be  taken  by  lenders  and  financiers  as  a  weakening 
of  their  security  position. 

Limiting  the  lenders'  rights  against  the  trustee  might  persuade  such 
lenders  to  require,  at  least  with  respect  to  marginal  railroads — of 
which  there  are  a  number — an  increase  in  the  amount  of  the  cushion, 
the  20-percent  railroad  participation  to  which  I  referred  earlier,  or  in 
the  interest  rate  charged  overall  by  the  lender. 

Revision  of  section  1176  in  accordance  with  exhibit  C  attached  to 
our  prepared  statement,  to  require  the  trustee  to  assume  all  the 
debtor  railroad's  obligations  under  its  equipment  financing  agreements 
would  No.  1,  eliminate  lenders'  uncertainties  as  to  which,  if  any, 
events  of  default  a  trustee  would  be  liable  for,  and  No.  2,  reduce  the 
lenders'  exposure  to  any  possible  reduction  in  the  value  of  the  security 
of  equipment  financed,  occasioned  by  the  failure  of  the  debtor  railroad 
properly  to  maintain  equipment  that  has  been  financed  or  to  make  the 
required  deposits  in  the  event  of  a  casualty  equipment  occurrence. 

And,  No.  3,  it  would  eliminate — especially  for  marginal  roads — 
possible  increases  in  either  the  interest  rates  or  the  20-percent  equity 
cushion  normall}^  now  required  by  lenders.  Fourth,  and  finally,  it 
would  eliminate  the  possibility  that  a  default  under  existing  equip- 
ment trust  agreements  would  continue  to  exist,  notwithstanding  the 
provisions  of  section  1176  of  this  bill. 

That  is  another  danger  that  I  had  not  mentioned  earlier. 

The  third  of  the  three  sections  in  this  bill  in  which  we  have  a 
considerable  interest  for  the  purpose  of  this  hearing  is  section  1179 
dealing  with  the  abandonment  of  rail  lines  and  discontinuances  of  rail 
service  by  a  railroad  in  reorganization. 

We  believe  that  the  approach  taken  by  section  1169  of  H.R.  S200, 
the  House  counterpart  bill,  is  more  appropriate  in  meeting  the  exigency 
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of  curtailing  cash  loss  which  comes  about  through  continued  operation 
of  unprofitable  rail  lines  than  is  the  equivalent  section  1179  of  this 
bill,  S.  2266.  In  other  words,  we  prefer  the  provisions  for  branch  line 
surgery,  if  you  will,  that  appear  in  H.R.  8200,  over  provisions  of  this 
Senate  version. 

Section  1179  adopts,  with  only  slight  modifications  of  the  time 
periods,  the  abandonment  provisions  contained  in  the  recently  enacted 
Section  la  of  the  Interstate  Commerce  Act. 

Under  section  la  of  that  act,  the  absolute  minimum  amount  of 
time  required  for  an  abandonment  to  become  effective  is  90  days.  If 
the  Interstate  Commerce  Commission,  either  on  its  own  motion,  or 
upon  petition  of  an  interested  party,  shipper  or  otherwise,  causes  an 
investigation  to  be  made  into  the  proposal  for  abandonment,  the 
period  of  time  involved  for  that  abandonment  proceeding  to  run  its 
course  can  be  considerably  lengthened,  both  by  the  time  necessary 
to  complete  the  Commission's  formal  investigation  of  the  matter  and 
by  an  additional  waiting  period,  which  is  required  by  statute  in  some 
instances  to  be  permitted  by  the  Commission,  after  it  has  already 
issued  the  abandonment  certificate. 

We  believe  that  in  the  case  of  a  bankrupt  railroad,  the  necessity  to 
cut  the  bankrupt  carrier's  cash  drain  requires  a  more  expeditious 
treatment  of  the  abandonment  application  and,  therefore,  we  support 
the  procedures  contained  in  section  1169  of  H.R.  8200. 

There,  the  trustee,  with  the  approval  of  the  court,  files  with  the 
Interstate  Commerce  Commission  an  abandonment  application.  The 
reorganization  court  then  states  a  time  period,  prescribes  a  time  period, 
within  which  the  Commission  must  report  on  the  application. 

The  Commission,  in  its  advisory  role  before  the  court,  represents 
the  public  interest  while  the  trustee  and  the  creditors  represent  the 
interests  of  the  debtors'  investors  and  creditors. 

If  the  ICC  fails  to  report  upon  the  application  within  the  allotted 
time,  the  court  may  upon  notice  to  all  concerned  and  after  holding 
hearings  of  its  own,  authorize  the  abandonment  to  take  place. 

The  court-ordered  abandonment  may  be  stayed  during  the  pen- 
dency of  any  appeal.  However,  during  the  appellate  process,  the 
court,  upon  request  of  interested  parties,  may  authorize  termination 
of  service  on  the  line  but  not  pull  up  the  tracks,  as  it  were.  But  again, 
this  is  only  after  notice  to  the  interested  parties  and  the  holding  of  a 
hearing. 

This  procedure  with  the  time  frame  established  by  the  court  on  a 
case-by-case  basis,  with  due  regard  to  the  necessity  for  abandonment 
in  each  instance  from  the  standpoint  of  the  parties  to  the  reorganiza- 
tion proceeding  that  the  court  is  obliged  to  look  out  for,  presents,  in 
our  view,  a  most  expeditious  and  yet  fully  fair  method  for  handling 
abandonments  in  bankrupty  proceedings. 

Mr.  Chairman,  with  these  comments  on  those  three  sections  of  the 
bill,  I  have  concluded  my  testimony  on  behalf  of  the  association.  I 
would  be  glad  to  try  to  answer  any  questions  you  may  have. 

Senator  DeConcini.  Thank  you. 

The  staff  has  put  together  some  questions.  I  will  ask  them  to  ad- 
dress you  at  this  time. 

Mr.  Feidler.  Mr.  Breithaupt,  I  think  that  many  of  the  questions 
will  be  similar  to  those  we  asked  the  Chairman  of  the  ICC.  They  focus 


770 

on  the  effect  that  the  mandatory  payment  of  the  interline  accounts 
would  have  on  a  road  that  has  just  gone  into  insolvency. 

Would  payment  of  interline  accounts  preclude  an  effective  reorgani- 
zation? 

Mr.  Breithaupt.  I  take  it,  Mr.  Feidler,  that  you  looked  over  our 
prepared  statement.  I  did  not  read  that  quotation  from  the  opinion  of 
the  district  court  in  the  Penn  Central  case  which  I  think  gives  pretty 
good  background  as  to  the  reason  that  there  ought  to  be  prompt  and 
full  payment  of  the  interline  accounts. 

Is  that  responsive  to  your  question? 

Mr.  Feidler.  Earlier  you  mentioned  that  Mr.  Manos,  who  may  be 
testifying  later,  might  disagree. 

There  have  been  a  number  of  comments  made  that  the  only  roads 
that  would  profit  by  your  suggestion  are  the  solvent  roads,  and,  from 
our  conversations  with  attorneys  for  trustees  of  insolvent  roads,  they 
have  indicated  that  they  could  not  hope  to  make  an  effective  re- 
organization plan  if  they  had  to  tie  up  capital  for  the  payment  of 
interline  accounts  and  assume  other  similar  obligations. 

I  wonder  if  some  of  the  smaller  roads  in  reorganization  would 
agree  with  all  the  provisions  that  you  are  suggesting,  or  if  there  is 
significant  dissent  as  you  alluded  to  yourself  in  your  introductory 
remarks. 

Mr.  Breithaupt.  There  is  no  doubt  that  the  requirement  of  law  is 
that  the  trustee  in  reorganization  make  good  on  these  accounts.  It  will 
prejudice  his  cash  position  with  respect  to  reorganizing  the  railroad 
for  which  he  is  responsible. 

I  take  it  that  this  result  would  account,  at  least  to  some  degree, 
for  any  disagreement  that  Rock  Island,  for  example,  might  have  with 
the  position  that  I  presented  this  morning. 

I  think  it  must  be  borne  in  mind,  however,  there  is  more  at  interest 
in,  that  is,  there  is  more  at  stake  in  the  preservation  of  rail  service  in 
the  United  States  than  the  reorganization  of  one  railroad. 

I  notice  that  the  draftsman  of  this  subchapter  of  this  bill  has  been 
quick  to  point  out,  and  has  been  at  pains  to  point  out,  that  in  addition 
to  the  considerations  normally  taken  into  account  by  a  bankruptcy 
trustee  in  his  administration  of  the  bankrupt  estate,  there  shall  be 
taken  into  account  the  need  of  the  public  for  continued  railroad 
service. 

In  my  view,  the  need  of  the  public  for  continued  railroad  service 
runs  not  only  to  that  need  which  evidences  itself  in  a  need  for  the 
continued  operation  of  railroad  services  by  the  railroad  in  reorganiza- 
tion, but,  indeed,  for  the  continued  efficient  and  economic  maintenance 
of  service  by  other  railroads  which  would  be  in  a  terribly  awkward 
position  financially,  if  "awkward"  is  a  strong  enough  work,  were  they 
unable  to  obtain  the  monej's  that  were  being  held  in  trust  for  them, 
as  the  Third  Circuit  court  said  in  the  Penn  Central  case. 

Or,  if  not  held  in  trust,  were  necessary  to  carry  out  or  to  implement 
this  interdependence  of  the  railroads  that  I  mentioned  earlier. 

I  do  not  know  whether  Mr.  Faulkner  has  any  additional  thoughts 
on  this,  but  I  would  welcome  them,  if  he  does. 

Mr.  Faulkner.  Mr.  Dixon,  I  would  add  this.  This  is  the  payment 
of  the  interline  accounts. 
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I  think  that  what  Mr.  Breithaupt  said  about  the  interdependence 
of  the  rail  industry  is  a  strong  point  for  making  the  payment  of  inter- 
line accounts  mandatory. 

I  do  not  think  this  is  any  less  of  a  strong  point,  but  there  is  the  char- 
acterization of  these  moneys  themselves  and  not  looking  to  the  balanc- 
ing of  the  interest  of  a  bankrupt  to  a  solvent  carrier,  but  looking 
to  the  nature  of  the  funds. 

The  court  decided  with  respect  to  the  interline  freight  and  passenger 
moneys  owing,  that  these  moneys  were  not  moneys  in  a  debtor-creditor 
relationship.  They  were  moneys  that  had  been  collected  from  a  third 
party  by  one  of  the  railroads  for  the  benefit  of  the  other  railroads. 

Those  accounts  do  not  have  the  trappings  of  a  debtor-creditor  re- 
lationship. There  has  been  no  assessment  of  risk  by  the  railroads 
who  did  not  collect  the  money  as  to  whether  they  would  get  their 
money  for  the  railroad  who  did. 

If  there  had  been  that  assessment  of  investment  risk,  then  there 
perhaps  might  have  been  an  interest  charged  or  there  might  have  been 
faster  turnaround  payments  on  a  cash  basis  only,  for  instance. 

Something  which  Chairman  O'Neal  mentioned  earlier  that  is  another 
point  for  making  the  payment  of  these  accounts  mandatory,  is  this: 

As  a  railroad  perhaps  faces  a  carrier's  financial  circumstances,  there 
is  the  tendency,  because  of  what  has  happened  in  prior  reorganiza- 
tion proceedings,  for  carriers  to  say:  "Well,  why  should  I  take  the 
risk  of  shipping  freight  over  that  carrier  and  have  the  moneys  that 
are  due  to  me  be  held  bv  him  when  I  am  not  getting  anything  in  re- 
turn for  it?" 

Theie  are,  I  guess,  a  number  of  things  that  could  happen.  You 
could  ship  the  freight  by  another  carrier,  which  in  either  pre-  or  post- 
bankruptcy  situation,  would  have  the  same  effect;  namely,  to  cut  down 
on  the  revenues  of  the  carrier  that  you  are  trying  to  reorganize. 

For  these  reasons,  the  industry  then  feels  much  better  in  terms  of 
the  movement  of  freight  from  the  west  coast  to  the  east  coast  and 
from  the  South  to  the  Northwest,  if  these  accounts  achieve  in  the 
statute  some  sort  of  mandatory  nature  of  payment. 

It  is  for  that  reason,  and  the  reason  that  Mr.  Breithaupt  just 
stated,  that  the  industry  would  like  to  have  these  accounts  made 
mandatory. 

Mr.  Feidler.  Do  you  think  there  is  any  sort  of  intermediate  position 
or  provision  that  could  be  drafted  providing  for  priority  payment  of 
interline  accounts  without  providing  for  their  immediate  payment? 
This  would  take  into  consideration  the  effect  of  the  drain  of  capital. 

Mr.  Faulkxer.  There  is  always  room  for  compromise. 

That  is  something  that  would  have  to  await  seeing  what  the  com- 
promise means.  Would  it  be  cutting  down  on  the  accounts  that  would 
be  involved  or  the  time  period?  That  is  difficult  to  answer  at  this 
point  in  time. 

But  I  think  that  with  respect  to  the  accounts  that  we  discussed — 
and  there  are  other  accounts  which  were  not  included  because  we  felt 
they  were  of  a  different  nature — but  I  think  we  could  come  to  some 
understanding  with  respect  to  these  payments. 

Mr.  Feidler.  There  was  an  earlier  question  with  regard  to  collective 
bargaining  agreements  and  the  restrictions  that  this  might  place  on 
the  ability  of  railroads  to  reorganize. 
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Would  you  care  to  comment  on  that? 

Mr.  Breithaupt.  I  suppose  in  a  perfect  world,  from  our  point  of 
view,  we  would  like  to  have  the  law  provide  that  an  executory  contract 
containing  provisions  with  respect  to  work  rules  and  wages  and  all  the 
other  matters  that  are  subject  to  collective  bargaining  would  be  sub- 
ject to  the  same  rule  as  other  executory  contracts,  and  that  that  would 
be  desirable. 

But  I  do  not  know  that  any  serious  poll  has  been  taken  of  the  rail- 
roads in  this  regard.  I  am  afraid  if  this  committee  has  in  mind  the 
enactment  of  bankruptcy  reform  legislation  anytime  soon,  that  is, 
within  a  reasonable  period,  that  you  very  likely  would  become  some- 
what bogged  down  if  you  injected  this  issue. 

We  are  not  seeking  a  provision  in  that  regard  at  this  time. 

Mr.  Feidler.  Thank  you,  Mr.  Chairman. 

Senator  DeConcini.  Mr.  Dixon? 

Mr.  Dixon.  Mr.  Breithaupt,  before  I  ask  you  the  question  let  me 
say  in  deference  to  your  associate,  that  my  use  of  the  Union  Pacific 
Railroad  and  my  question  to  Mr.  O'Neal  was  most  improvident.  I 
live  in  Omaha.  I  know  firsthand  of  the  solvency  of  the  Union  Pacific 
and  its  fine  operating  service  record. 

Having  said  that,  I  would  like  to  ask  a  general  question  on  behalf  of 
Senator  Wallop. 

In  Wyoming,  the  coal  fields  of  W}Toming  are  presently  being  devel- 
oped. In  that  regard  the  railroads  out  there  in  that  area  of  the  country 
are  building  tracks  to  develop  those  coal  fields. 

We  very  much  want  to  have  the  resources  of  Wyoming  to  continue 
to  be  developed. 

Is  there  anything  in  this  chapter  regarding  railroad  reorganization 
in  this  bill  that  we  are  concerniug  that  would  inhibit  the  development 
of  those  fields  and  the  expansion  of  the  railroads  to  serve  those  fields 
in  Wyoming? 

Mr.  Breithaupt.  I  am  familiar  in  at  least  a  peripheral  way  with 
the  plans  of  the  railroads  that  serve  those  coal  fields.  I  know  about 
the  plan  or  proposal,  for  example,  of  the  Burlington-Northern  in 
conjunction  with  Chicago  &  Northwestern  and  the  recent  interven- 
tion of  the  Union  Pacific  in  that  particular  situation  in  an  effort  to 
clarify. 

I  would  like  to  cogitate  on  your  question  at  leisure.  1  do  not  think 
there  is  anything  in  here  that  would  inhibit  the  development  of  the 
coal  fields  to  which  you  refer. 

But,  if  I  get  any  idea  to  the  contrary,  I  would  like  to  let  you  know 
by  letter. 

Mr.  Dixon.  I  am  sure  you  would  suggest  that  the  financing  pro- 
visions, if  they  were  changed,  that  is,  how  the  financing  provisions 
would  work  as  to  those  lenders  who  do  finance  railroad  cars,  if  they 
were  changed  and  it  was  more  difficult  for  railroads  to  borrow  money, 
then  it  may  similarly  be  more  difficult  for  the  expansion. 

Senator  Wallop  would  appreciate  any  further  comments  or  thoughts 
that  you  might  have  on  this  bill  and  how  it  would  affect  development 
of  railroads  as  well  as  those  railroads  who  might  be  in  need  of 
reorganization. 

Mr.  Breithaupt.  Yes.  I  will  be  in  further  touch  with  you,  if  I  may. 

Senator  DeConcini.  Without  objection,  so  ordered. 
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[Editor's  Note:  Material  not  received  at  time  of  publication.] 
Senator  DeConcini.  Any  further  questions? 
If  not,  we  thank  you  very  much. 
I  understand  Judge  Frank  McGarr  is  here  now. 
Judge,  if  you  would  come  forward,  we  appreciate  your  travel  today 
and  in  coming  to  the  committee. 
You  majr  proceed. 

STATEMENT  OF  FRANK  J.  McGARR,  JUDGE,  U.S.  DISTRICT  COURT, 

CHICAGO,  ILL. 

Judge  McGarr.  First,  I  apologize  for  my  tardiness.  I  have  the 
weather  and  TWA  to  blame. 

My  name  is  Frank  J.  McGarr.  I  am  a  district  court  judge  in  Chicago 
of  the  U.S.  district  court.  The  only  experience  which  qualifies  me  to 
address  this  committee  is  the  fact  that  the  reorganization  of  the 
Rock  Island  Railroad  has  been  assigned  to  me  and  has  been  pending 
before  me,  under  the  existing  section  77,  in  reorganization  for  about 
2}o  years. 

I  have  some  brief  comments,  not  precisely  on  the  exact  provisions 
of  S.  2266,  but  rather  on  general  matters  which  I  think  must  be 
considered  and  decided  as  part  of  the  context  in  which  the  particular 
provisions  of  this  new  bill — and  particularly  the  railroad  reorganiza- 
tion section — must  be  determined. 

Railroad  reorganization,  of  course,  is  a  real  anomaly  in  bankruptcy 
law.  It  is  so  unique  that  you  have  to  first  consider  whether  it  is  really 
a  bankruptcy  proceeding  at  all. 

What  the  proposed  legislation  provides,  in  my  mind,  takes  it 
much  farther  from  being  a  bankruptcy  proceeding  than  it  now  is. 
Before  you  can  evaluate  this  proposed  legislation,  1  think  some  basic 
questions  really  have  to  be  resolved.  Those  questions  are  those  that 
I  propose  to  raise  at  the  moment. 

In  the  traditional  bankruptcy,  3-011  have  an  insolvent  debtor.  He 
cannot  pay  his  creditors.  Your  choice  is  very  simple  and  obvious.  You 
either  liquidate  the  business  and  give  the  creditors  pro  rata  shares, 
according  to  the  priorities  established  by  law,  or  if  the  debtor  can  be 
salvaged  as  a  going  business,  you  reorganize. 

In  a  reorganization  you  pa}r  off  part  of  the  debts  and  you  cancel 
part  of  the  debts,  and  you  defer  part  of  the  debts. 

As  simple  as  it  sounds,  it  is  all  surrounded  by  a  rather  complex  and 
fully  developed  body  of  law  establishing  creditors'  priorities  and  vari- 
ous other  things  relevant  to  it. 

Whatever  public  policy  issues  there  are  in  bankruptcy  have  been 
built  into  the  law.  They  are  not  left  to  the  discretion  of  the  court. 
The  question  of  whether  the  bankrupt  company  will  be  liquidated  or 
salvaged,  is  a  financial  question  and  nothing  more. 

There  is  no  great  public  interest  in  whether  another  restaurant  or 
screw  machine  company  or  discount  house  will  stay  in  business  or  go 
out  of  business. 

With  a  railroad,  as  is  obvious  to  all  of  you,  we  have  a  much  different 
case  because  of  the  intervention  of  the  genuine  public  interest  in  the 
survival  of  the  railroad.  The  Rock  Island,  which  is  the  only  railroad 
in  the  world  I  know  anything  about,  (and  I  do  not  know  too  much 
about  it)  is  a  7,200-mile  railroad  which  services  13  States.  It  is  the 
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llth  largest  in  the  United  States.  It  is  a  "granger"  railroad,  which 
the  agricultural  community  is  heavily  dependent  upon.  The  public 
interest  in  whether  it  shall  survive  or  be  liquidated  is  obvious. 

The  first  question  I  have  to  ask  before  I  can  approach  this  new  law 
in  any  context  which  makes  it  comprehensible  to  me,  is  whether  you 
treat  railroads  as  just  another  business  which  must  sink  or  swim,  or 
whether  the  national  interest  demands  some  sovereign  support  for 
the  continued  existence  of  the  railroad. 

The  answer  to  that  and  current  public  attitudes  is  not  clear.  The 
Eastern  railroads,  the  Penn  Central,  the  New  York  Central  and  others 
involved,  have  been  the  subject  of  special  legislation  which  has  pro- 
duced Amtrack,  Conrail  and  billions  of  dollars  of  Federal  money 
poured  into  the  support  of  these  railroads. 

The  Rock  Island  and  the  Middle  West  has  gotten  virtually  nothing. 
We  discovered  $17  million  left  unexpended  in  a  $100  million  fund 
appropriated  to  save  the  Penn  Central.  We  managed  to  get  it  as  a 
loan.  We  have  had  applications  for  funds  under  the  4-R  Act,  pending 
before  the  FRA  for  over  a  year.  We  have  not  gotten  a  dime. 

So,  $17  million,  by  way  of  a  loan,  is  the  only  Federal  money  that 
has  come  to  the  Rock  Island. 

For  this  reason,  while  Penn  Central  and  the  New  York  Central  and 
the  Eastern  railroads  are  being  treated  under  the  philosophy — with 
which  I  do  not  agree — that  if  transportation  is  essential  in  the  national 
interest,  it  must  be  supported  by  an  infusion  of  public  funds;  the  Rock 
Island  is  being  treated  and  must  be  treated  as  just  another  business 
that  cannot  pay  its  creditors  and  has  no  source  of  income  other  than 
what  itself  can  produce. 

Before  you  know  how  the  Bankruptcy  Act  should  treat  railroad 
reorganization,  you  have  to  know  what  the  intended  Government  com- 
mitment to  transportation  is  going  to  be.  If  it  is  that  typified  by 
Conrail,  then  you  do  not  reorganize  the  railroads.  You  just  move 
the  Government  into  the  railroad  business  and  let  it,  in  the  Conrail 
tradition,  or  any  other  form  that  Congress  may  decide,  take  over  the 
transportation  problem  and  infuse  it  with  enough  Government  funds 
to  keep  it  going. 

That  is  not  a  reorganization.  It  does  not  respond  well  to  court  super- 
vision nor  to  any  of  the  traditional  concepts  of  bankruptcy  law.  If 
that  is  the  way  a  railroad  is  going  to  be  treated,  I  do  not  even  think 
we  need  a  railroad  reorganization  section  in  the  bankruptcy  law. 

If  the  Government  commitment  is  going  to  be  the  almost  total 
hands-off,  sink-or-swim  attitude  that  has  been  exhibited  in  the  case 
of  the  Rock  Island,  then  you  have  to  approach  the  bankruptcy  of 
the  railroad  as  a  traditional  fiscal  crisis,  a  real  bankruptcy  with  the 
unusual  unique  aspect,  however,  that  the  public  interest,  unlike  any 
other  matter  of  bankruptcy,  is  very  heavily  involved. 

But  in  treating  traditional  creditor's  rights  in  the  railroad  reorgan- 
ization ease  without  a  heavy  infusion  of  Federal  funds,  you  are  shift- 
ing to  the  creditors  the  burden  of  financing  the  public  interest  in 
keeping  the  railroad  going. 

This  creates  a  dilemma,  the  solution  for  which  I  do  not  see.  Equal 
protection  under  the  law  is  a  very  fundamental  constitutional  concept. 
That  is  involved  here.  It  is  the  situation  I  face  in  the  administration 
of  the  Rock  Island  case. 
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There  is  a  public  intrest  in  the  continuing  operation  of  this  rail- 
road, a  very  strong  public  interest.  But  there  is  also  a  basic  inequity  in 
shifting  the  burden  of  that  public  interest  to  private  citizens,  just 
because  they  happen  to  lend  money  to  a  railroad  or  advance  goods 
and  materials  to  a  railroad,  rather  than  to  some  other  business. 

In  the  existing  law,  Congress,  I  think,  has  wisely  locked  the  court 
and  the  Interstate  Commerce  Commission  together  in  a  partnership 
in  the  administration  of  the  railroad  reorganization. 

That  partnership  has  to  keep  clear  the  respective  roles  of  the  two 
parties.  As  I  see  it,  it  is  the  role  of  the  court  to  administer  the  bank- 
ruptcy law,  applying  all  the  laws  of  creditor's  rights,  to  the  existing 
case.  It  is  the  role  of  the  ICC  to  somehow  protect  the  public  intrest. 

The  ICC  cannot  protect  the  public  interest  by  infusing  funds  to 
keep  the  railroad  going.  Threfore,  it  has  no  real  power  to  do  anything 
in  the  case  of  any  consequence  except,  in  my  mind,  to  advise  the 
court  as  to  what  the  public  interest  is. 

This  union  of  the  ICC  and  the  courts  is  not  a  perfect  union,  but 
it  has  not  worked  out  too  badly.  My  relationship  with  the  Interstate 
Commerce  Commission  has  been  excellent.  I  have  established  a 
rapport  with  Mr.  Charles  White,  the  General  Counsel,  who  has  been 
extremely  cooperative  and  helpful.  Commissioner  Virginia  May  Brown 
has  apparently  been  assigned  some  supervisory  capacit}^  over  the 
Rock  Island  by  the  Commission.  She  and  I  have  exchanged  ideas. 
She  has  been  extremely  helpful. 

I  have  asked,  for  instance,  that  the  Interstate  Commerce  Com- 
mission speed  up  action  on  the  long-delayed  applications  for  abandon- 
ments of  little  used  lines.  The  Commission  has  responded  by  doing  so. 

I  have  asked  for  amicus  briefs  in  issues  that  I  thought  were  difficult 
and  on  which  I  needed  the  Commission's  help.  I  have  gotten  them. 
They  have  been  good  briefs  and  they  have  been  helpful. 

The  ICC  is  a  ponderous  bureau.  It  moves  slowly.  It  had  under 
consideration  a  merger  between  the  Rock  Island  and  the  Union 
Pacific  for  over  ten  years.  The  Rock  Island  went  bankrupt  waiting  for 
a  consummation  of  that  merger.  By  the  time  it  was  approved,  the 
Union  Pacific  had  backed  out. 

That  is  the  bad  side  of   the  Interstate  Commerce  Commission. 

But  if  I  could  work  out  a  plan  or  reorganization  and  keep  in  balance 
the  creditor's  rights  in  this  case,  then  I  would  expect  the  Interstate 
Commerce  Commission  to  play  a  major  role  in  the  determination 
of  that  plan  as  the  statute  provides;  but  only  to  the  extent  that  it 
would  involve  such  things  as  mergers,  abandonment  of  lines,  sales 
of  one  portion  of  a  line  to  another,  or  the  total  cessation  of  Rock 
Island  operations  in  any  particular  area  of  the  country. 

So,  in  both  the  existing  statute  and  the  new  statute,  I  think  it  is  a 
mistake  to  have  the  Commerce  Commission  involved  in  working 
out  plans  to  the  extent  that  they  deal  with  creditor's  rights. 

That  is  not  the  business  of  the  Commission.  It  is  the  business  of  the 
courts. 

Some  of  the  basic  changes  that  are  proposed  in  the  new  law,  let 
me  skip  over  them  very  briefly  because  I  know  you  are  more  familiar 
with  them  than  I,  but  I  will  highlight  them  because  they  caught 
my  attention.  The  law  obviously,  as  a  matter  of  philosophy,  opts  for 
reorganization. 
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Liquidation  has  two  aspects.  It  is  the  last  resort  and  it  is  a  threat 
in  case  the  Commission  and  the  court  do  not  shape  up  and  do  their 
job  quickly. 

This  is  a  policy  decision  that  I  think  the  court  ought  to  make,  not 
the  inflexible  law.  Reorganization  may  be  appropriate  in  a  given  case 
and  when  it  is,  the  court  should  decide  it  based  upon  the  facts  that 
that  it  has  before  it. 

The  next  item  that  I  would  like  to  comment  on  that  sort  of  strikes 
me  as  I  read  the  statute  is  this. 

The  law  shifts  the  major  responsibility  for  the  reorganization  from 
the  court  to  the  Interstate  Commerce  Commission.  In  the  area  of  the 
public  interest  aspects  of  railroad  service,  I  agree  that  is  where  the 
responsibility  should  be.  In  the  area  of  rights  of  creditors,  I  think  it  is 
a  mistake. 

The  law  sets  time  limits  which  are  unrealistic.  The  law  puts  the  court 
in  an  appellate  position  as  to  the  plan  of  reorganization  with  too  little 
time  to  act.  Despite  the  time  limits,  the  law  gives  the  court  the  power 
to  send  a  revised  plan  back  to  the  Commerce  Commission  after  listen- 
ing to  the  creditor  input,  which  the  Commission  may  have  ignored, 
under  circumstances  which  can  really  start  the  whole  timetable 
running  over  again. 

The  timetables,  and  their  obvious  attempt  to  put  limits  on  and 
speed  up  the  process,  become  illusory. 

The  only  result  of  Commerce  Commission  inaction  is  liquidation, 
whether  it  is  desirable  or  appropriate  or  not.  If  the  ICC  drops  the  ball 
or  handles  the  case  badly,  the  court  cannot  salvage  the  railroad.  It 
must  liquidate  it. 

Finally,  I  think  the  concept  of  choosing  a  trustee  from  a  list  main- 
tained by  some  agency  is  unrealistic.  I  say  that  just  in  passing. 

I  would  be  happy  to  answer  questions  on  it  later  if  there  are  any. 

Where  all  this  leaves  us  by  way  of  summary  is  that  if  the  Government 
assumes  the  responsibility  for  asserting  and  paying  for  the  public 
interest  which  it  seeks  to  protect,  then  railroad  reorganization  has 
very  little  to  do  with  traditional  bankruptcy  and  the  necessary  power 
and  legislation  belongs  in  the  Commerce  Commission  or  some  other 
agency  created  to  bring  about  tins  result. 

If  the  Government  is  going  to  allow  railroads  to  go  through  bank- 
ruptcy like  any  other  business,  then  my  conclusion  is  that  the  bank- 
ruptcy case  belongs  to  the  court,  and  under  the  total  control  of  the 
court  with  the  Commerce  Commission  functioning  in  an  advisory 
role  as  to  where  the  public  interest  lies. 

I  think  that  increasing  the  role  and  responsibility  of  the  ICC  is  a 
fundamental  policy  mistake.  I  am  not  looking  for  new  business.  My 
caseload  is  large  enough.  But  if  this  is  to  be  a  bankruptcy  case,  then 
it  belongs  in  the  courts.  If  it  is  not,  then  I  do  not  care  where  it  goes. 
I  am  not  at  all  interested  in  retaining  jurisdiction. 

Let  me  point  out,  however,  that  a  plan  of  reorganization  is  basically 
a  legal  and  financial  matter.  It  is  outside  the  area  of  expertise  of  the 
Interstate  Commerce  Commission. 

To  put  it  there  is  to  ignore  and  send  to  the  scrap  heap  a  huge  body 
of  developed  bankruptcy  law  and  creditor's  rights  and  priorities  and 
preferences  accumulated  by  generations  of  the  distillation  of  experience 
through  the  decisional  and  appeal  process. 
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This  body  of  law  today  makes  bankruptcy  law  and  creditor's 
rights  predictable.  I  do  not  see  anywhere  in  the  statute  where  it  is 
binding  on  the  ICC. 

Transferring  creditors  rights  decisions  under  this  body  of  law  to 
the  Interstate  Commerce  Commission  destroys  the  accumulated 
wisdom  and  experience  of  the  past.  The  predictable  result  of  this, 
among  other  things,  if  confusion  and  chaos  in  a  matter  of  railroad 
financing. 

I  also  point  out  that  the  rigid  time  limits  are  not  only  bad  policy, 
but  counterproductive;  630  days  sounds  like  a  lot  of  days,  180  days 
additionally  sounds  like  a  lot  of  days. 

Let  me  point  out  that  my  experience  with  the  Rock  Island  is  that 
it  took  18  months  for  us  to  get  the  first  $17  million  loan  that  we  got 
from  the  Government.  I  might  add  that  was  the  only  one  we  got.  If 
1  said  18,  I  meant  8  months. 

Our  4-R  application  has  been  pending  without  action  for  over  a 
3'ear.  In  any  plan  of  reorganization,  I  have  got  to  know,  and  the 
creditors  have  got  to  know,  what  funds  we  have  gotten  from  the 
Government  and  what  funds  we  might  expect  to  get  from  the  Govern- 
ment. 

The  new  trustee  whom  I  put  into  the  Rock  Island,  instituted  drastic 
manpower  reductions  and  changes  in  operating  procedures.  It  took 
a  year  to  find  out  whether  they  were  working.  We  used  our  $17  million 
and  other  income  to  extensively  rebuild  a  imainline  with  the  hope 
that  an  increase  in  traffic  and  the  speeds  permitted  on  this  line  would 
generate  revenue. 

It  took  us  a  year  and  a  half  to  rebuild  it,  and  it  has  taken  us  another 
year  to  convince  customers  who  have  abandoned  the  service  in  the 
past  to  reinstitute  it. 

I  say  this  only  to  indicate  that  you  measure  reorganization  of  a 
complicated  business  like  a  railroad  and  the  progress  being  made  in 
terms  of  years  and  not  months  and  not  days. 

The  only  clock  that  should  run  on  the  time  permitted  for  reorga- 
nization is  the  narrowing  gap,  if  it  is  narrowing,  between  the  liquida- 
tion of  the  railroad  and  the  total  claims  of  the  creditors.  If  you  have 
$200  million  worth  of  claims  and  a  railroad  you  think  is  worth  $400 
million,  as  long  as  that  $400  million  is  significantly  higher  than  the 
$200  million  in  claims,  then  you  still  have  time  to  work  toward 
reorganization. 

When  the  time  comes  when  that  excess  narrows  to  the  point  where 
creditor's  rights  are  about  to  be  dramatically  affected,  then  it  is  time 
to  conclude  that  the  reorganization  possibilities  are  not  there  and 
turn  to  liquidation. 

I  am  taking  too  much  time.  So,  I  will  summarize  and  conclude  by 
saying  this. 

If  the  Government  policy  is  to  take  over,  financially  assist,  and 
reorganize,  it  is  not  a  traditional  bankruptcy.  The  bankruptcy  law, 
now  existing,  or  as  you  propose,  is  not  to  be  applicable. 

If  no  massive  infusion  of  Federal  funds  is  contemplated,  then  a 
trade  creditor-debtor  situation,  which  comes  into  existence,  belongs 
in  the  courts  and  not  with  the  Interstate  Commerce  Commission. 

Finally,  the  Interstate  Commerce  Commission's  role,  as  I  see  it,  is 
to  protect  the  public  interests  in  the  continuing  available  service  by 
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advising  the  court  as  to  what  the  public  interest  is  and  allowing  the 
court  to  make  those  comprises  necessary  between  the  rights  of  credi- 
tors and  the  public  interest. 

Thank  you  very  much.  I  would  be  happy  to  answer  questions. 
Senator  DeConcini.  Judge,  I  thank  you  for  that  testimony.  It  is 
certainly  a  compliment  to  you  for  the  time  and  effort  and  success  as 
to  the  particular  railroad  that  you  have  been  involved  in. 

You  raise  an  interesting  point  of  view  regarding  the  ICC  involve- 
ment. I  am  under  the  impression  that  the  ICC  has  available,  other 
than  just  advice  to  the  court,  some  technical  assistance  and  some 
ability  to  provide  this  assistance  to  the  railroad  under  the  court's 
jurisdiction.  It,  in  fact,  does  that. 

Have  you  found  that  true  in  the  Rock  Island? 
Judge  McGarr.  I  have  found  it  true.  They  have  been  of  great 
assistance  in  the  Rock  Island  and  to  the  court  in  terms  of  surveying, 
for  instance,  the  ongoing  financial  situation  of  the  railroad  and  report- 
ing to  me,  which  is  a  great  asset. 

The  ICC  has  been  tremendously  cooperative  in  this  matter. 
I  would  like  to  see — and  it  is  not  true  in  the  present  law  and  not 
true  in  the  new  law — it  made  very  clear  that  all  of  that  assistance 
should  continue  to  be  available,  but  the  ultimate  authority  to  make 
the  reorganization  decisions  should  rest  with  the  court. 

As  long  as  it  is  a  true  bankruptcy,  that  should  be  the  situation 
because  the  creditor's  rights,  I  think,  have  got  to  be  paramount. 

Senaotr  DeConcini.  If  the  bankrupt  railroad  or  the  railroad  in 
reorganization  becomes  of  such  great  concern  to  the  Congress  because 
of  public  interest,  as  well  as  creditors'  interests,  and  in  transportation 
and  what  have  you,  do  you  feel  there  is  a  proper  time  for  the  congres- 
sional involvement  to  come  in  and  either  relieve  the  court  from  its 
further  participation,  or  do  you  think  it  just  really  should  stand  on 
its  own? 

Or,  do  you  think  there  is  anyway  they  can  operate  together? 
Judge  McGarr.  Bearing  in  mind  one  of  my  basic  tenets  that  the 
public  interest  cannot  be  paid  for  by  the  creditor,  I  think  there  is  a 
time,  if  the  public  interest  is  generally  involved,  and  the  railroad  is 
not  going  to  survive,  for  the  Congress  to  come  into  the  picture. 
It  should  come  into  the  picture  as  it  did  in  Conrail,  either  by  way 
of  a  general  statute,  which  takes  care  of  all  future  situations,  or  a 
particular  statute  for  the  Rock  Island  as  it  did  for  the  Eastern  rail- 
roads, which  assesses  the  public  interest.  If  it  determines  it,  it  supports 
it  by  funds. 

I  think,  of  course,  the  courts'  continuing  jurisdiction  would  be 
subject  to  whatever  Congress  did. 

But  as  always,  the  principal  role  of  Congress,  which  the  citizen 
looks  for,  is  to  supply  some  money.  I  think  truly  in  this  case  that  is 
the  role  of  Congress.  Jf  there  is  the  determination  that  the  public- 
interest  dictate  the  continued  services  of  an  insolvent  railroad,  then 
the  creditors  should  not  have  to  pay  for  it.  The  public  should. 

Senator  DeConcini.  Pursuing  that  a  little  bit,  if  Congress  made  a 
determination  that  there  should  be  an  available  fund,  some  sort  of 
available  resource  to  borrow  money,  as  Rock  Island  did,  is  it  your 
best  judgment  that  is  as  far  as  they  should  do  that  is,  make  the  funds 
available  under  certain  criteria  for  a  loan  and  then  permit  the  court 
to  continue  operating  and  not  get  into  the  operations  of  it? 
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Judge  McGarr.  My  own  judgment  on  Conrail  would  indicate 
that  the  Government  should  stay  out  of  it  and  they  should  make 
funds  available  and  let  the  railroad  management   continue  to  try. 

Senator  DeCoxcixi.  You  are  talking  about  under  a  loan  situation? 

Judge  McGarr.  Under  a  loan  subordinate  so  it  would  not  over- 
burden the  railroads.  You  could  subordinate  it  to  the  interest  of 
other  creditors,  so  if  the  reorganization  works  successfully,  it  would  be 
a  long-term  payout.  I  think  the  court  should  stay  in  it  as  long  as  it 
is  a  reorganization  under  the  bankruptcy  laws. 

Senator  DeCoxcixi.  Let  me  ask  you  a  question  about  collective 
bargaining.  Have  the  provisions  regarding  collective  bargaining 
agreements  restricted  the  ability  of  railroads  to  organize?  Did  you 
have  that  problem  in  the  Rock  Island? 

Judge  McGarr.  We  had  the  problem,  of  course,  that  we  had  all 
of  our  union  agreements  and  the  ongoing  renegotiations  for  salary 
increases  under  the  new  contracts  and  so  forth. 

I  have  the  personal  view  that  one  of  the  reasons  the  railroads  of 
the  country  are  in  trouble  today  is  because  of  unrealistic  work  rules. 

On  the  other  hand,  I  would  have  great  trouble  with  the  concept 
that  the  courts  should  be  able  to  intervene  and  scrap  all  the  work  rales 
and  substitute  its  judgment  for  the  collective  bargaining  process. 

I  think  that  is  more  undesirable  than  the  present  situation. 

I  think  the  collective  bargaining  process  should  continue.  I  am  a 
little  reluctant  to  see  it  built  into  the  new  statute  as  it  is.  It  does  seem 
to  give  special  deference  to  labor  and  prefer  it  over  other  creditors  in 
the  most  general  sense  of  that  word. 

But,  on  the  other  hand,  the  alternatives  are  such  that  I  cannot 
conceive  of  any  better  way  to  do  it. 

Senator  DeCoxcixi.  Under  the  Rock  Island  case  you  continued, 
I  believe,   to  make  interline  payments? 

Judge  McGarr.  Yes. 

Senator  Deconcixi.  What  is  your  view  on  that,  Judge? 

Judge  McGarr.  My  view  is  in  violent  contrast  to  the  view  of 
the  trustee  I  appointed  in  the  case,  and  who  appealed  my  decisions 
in  the  matters.  He  had  every  right  to  do  that. 

My  view  is  that  every  step  of  the  way  in  a  reorganization  proceeding 
you  are  testing  the  prospects  of  reorganization.  If  it  ever  becomes 
crystal  clear  that  reorganization  is  impossible,  then  further  inroads 
on  the  rights  of  the  creditors  should  cease  by  way  of  liquidation. 

It  seems  to  me  that  the  first  and  earliest  test  of  reorganization 
ability  is  whether  the  railroad  can  continue  to  maintain  its  obligations 
with  other  railroads  that  it  cooperates  with.  If  it  cannot  do  that  at 
the  outset,  then  it  is  probably  not  reorganizable. 

I  think  also  that  my  experience  with  the  Rock  Island  is  that  I 
suspect  very  much  that  one  or  another  other  railroads  would  have 
gone  bankrupt  had  the  Rock  Island  not  been  able  to  pay  their  current 
interline  accounts,  rentals,  and  other  things. 

Senator  DeCoxcixi.  In  other  words,  that  is  one  of  the  initial 
determinations  that  you  think  should  be  made  in  whether  or  not  a 
railroad  can  be  reorganized  and  whether  or  not  it  can,  at  the  present 
time,  meet  at  least  these  payments;  is  that  right? 

Judge  McGarr.  That  is  my  view.  I  say,  however,  that  the  trustee 
I  put  in  and  who  operates  the  railroad  and  has  more  knowledge  of 
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its  operations  than  I  do,  disagrees  with  that.  I  know  a  lot  of  other 
people  do. 

Senator  DeConcini.  I  appreciate  that.  I  read  some  statements 
made  by  a  number  of  people  regarding  the  subject  matter.  Your 
testimony  is  very  important  to  the  judgment  of  the  committee,  at 
least  to  this  Senator,  as  to  what  restrictions,  if  any,  we  should  place 
on  that. 

Certainly  if  they  cannot  operate  with  other  railroads,  they  are 
sure  going  to  be  in  tough  shape. 

Judge  McGarr.  I  may  add  one  caveat  to  that.  I  would  suggest  the 
committee  consider,  at  least,  leaving  that  in  the  discretion  of  the  court 
rather  than  fixing  it  forever  in  the  statute,  because  there  may  be 
circumstances  where  the  ability  of  the  railroad  to  pay  its  interline 
accounts  is  obvious  in  the  future  and  can  be  put  on  a  deferred  basis 
with  interest  or  something  of  the  sort. 

I  do  not  recall  whether  the  statute  provides  that  or  not. 

Senator  DeConcini.  Or  partial  payments. 

Judge  McGarr.  Yes,  I  think  the  discretion  of  the  court  would  be 
very  important  there.  But  I  reiterate  that  if  it  was  clearly  impossible 
for  the  railroad  to  make  those  payments  and  keep  them  current,  I 
would  probably  conclude  it  was  not  reorganizable  in  the  first  place 
and  liquidate. 

Senator  DeConcini.  Judge,  we  thank  you  very  much. 

Does  staff  have  any  questions? 

Mr.  Dixon.  I  have  one  question. 

Judge,  I  am  not  clear  from  your  testimony  whether  you  said  how 
much  your  judicial  time  is  spent  just  on  the  Rock  Island  case. 

Judge  McGarr.  I  did  not  say,  but  it  is  significant.  It  will  grow,  of 
course,  as  we  get  more  and  more  into  plans  of  reorganization  and 
hearings  and  so  forth. 

I  would  say  now  that  never  a  week  goes  by  that  the  Rock  Island 
or  its  creditors  are  not  in  court.  Assuming  that  I  am  on  the  bench 
120  hours  a  month,  then  20  hours  are  spent  on  the  Rock  Island.  That 
is  the  segment  of  my  time.  I  expect  it  to  grow  as  time  goes  by. 

Mr.  Dixon.  Do  you  expect  there  to  come  a  time  when  you  would 
spend  almost  all  of  your  time  on  the  Rock  Island? 

Judge  McGarr.  I  do  not  think  so.  There  are  devices  available  to 
me,  like  special  masters,  which  I  am  exploring.  I  am  exploring  reference 
to  magistrates  and  some  of  those  more  time-consuming  things  could 
be  taken  care  of.  I  expect  it  to  grow  but  I  never  expect  it  to  reach  the 
point  where  it  would  substantially  interfere  with  my  ability  to  handle 
my  other  cases. 

Of  course,  the  courts  are  flexible.  We  have  a  13- judge  court.  If  I  am 
in  big  trouble  I  go  to  my  brothers  and  say:  ''Will  you  diminish  my 
caseload  by  15  percent  to  help  me  out  in  this  case?" 

In  such  situations,  they  do  that. 

Mr.  Dixon.  How  long  has  the  Rock  Island  been  in  reorganization? 

Judge  McGarr.  Two  and  one-half  years. 

Mr.  Dixon.  How  long  do  you  think  it  will  be  in  reorganization? 

Judge  McGarr.  I  have  no  idea.  I  guess  it  would  be  at  least  another 
year  before  we  get  a  plan  of  reorganization  to  the  Commerce  Commis- 
sion. How  long  it  will  take  after  that,  I  do  not  know.  I  know  the 
history  of  railroad  reorganization  is  numbered  in  terms  of  10  and  12 
years,  which  I  hear. 
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My  theory  is  that  there  is  one  overriding  outside  limit  on  that.  The 
Rock  Island  continues  to  lose  money,  although  in  much  smaller 
numbers  than  before  their  going  into  reorganization. 

The  profitability  picture  is  improving  constantly.  If  it  ever  gets 
to  the  point  where  we  are  making  money,  then  it  does  net  matter  to 
me  how  long  it  takes  to  get  it  all  worked  out  and  all  the  creditors  paid. 

As  long  as  we  are  losing  money,  the  ultimate  clcck  I  keep  my  eye  on 
is  whether  the  accumulating  losses  ultimately  present  an  overriding 
threat  to  the  rights  of  the  creditors.  If  that  becomes  the  fact,  then  I 
think  liquidation  should   terminate   the   case. 

Mr.  Dixox.  Would  it  be  fair  to  say,  although  not  perhaps  in 
quantity,  at  least  in  quality,  that  your  responsibility  for  the  Rock 
Island  reorganization  is  as  great  as  the  trustees? 

Judge  McGarr.  Very  much  so.  Probably  greater  than  the  trustee. 
He  does  an  awful  lot  of  work,  but  I  make  the  big  decisions. 

Mr.  Dixox.  I  have  some  concern  with  the  costs  of  reorganization. 
All  reorganization,  and  particularly  railroad  reorganizations,  where 
you  have  indicated  they  last  sometimes  over  a  period  of  10  years,  I 
suspect  that  because  of  that,  reorganization  becomes  almost  a  full-time 
occupation  of  the  trustees. 

Is  that  the  case? 

Judge  McGarr.  In  the  instance  of  a  single  trustee  as  opposed  to 
the  committee  type  of  reorganization,  it  becomes  the  full-time  occupa- 
tion, very  full-time  occupation  of  the  trustee. 

Mr.  Dixox.  You  have  indicated  that  the  quality  of  your  responsi- 
bility is  perhaps  greater  than  that  of  the  trustee.  Yet,  it  is  my  under- 
standing in  the  Rock  Island  case  that  the  salary  of  the  trustee  is 
approximately  three  times  that  of  your  salary. 

Judge  McGarr.  Almost  everybody's  salary  is  three  times  my 
salary.  [Laughter.] 

Senator  DeCoxcixi.  Not  senators,  Judge.  [Laughter.] 

Judge  McGarr.  That  is  true,  but  it  is  not  out  of  line  with  a  good 
attorney  in  Chicago  devoting  his  full  time. 

Mr.  Dixox.  $180,000? 

Judge  McGarr.  I  suppose  that  is  what  it  looks  like  in  numbers, 
but  it  takes  the  Commerce  Commission  so  long  to  approve  what  I 
recommend,  that  they  have  fallen  far  short  of  that  in  actual  dollars. 

But  if  they  ever  get  paid  all  I  recommend  and  all  I  hope  the  Com- 
mission approves,  it  will  be  somewhere  between  $150,000  and  $180,000 
a  year  for  a  full-time  trustee  who  has  totally  given  up  all  other  sources 
of  income  and  whom  I  think  is  worth  it. 

A  single  trustee,  I  might  add,  is  what  I  am  talking  about.  I  have 
no  truck  with  committees.  I  do  not  think  you  can  run  railroads 
with  committees. 

Mr.  Dixox.  I  can  appreciate  that,  particularly  in  the  short  run, 
but  do  you  think  over  a  long  period  of  time  that  is  the  case?  This 
almost  becomes  the  job  of  the  trustee  for  the  rest  of  his  life. 

Do  you  think  we  ought  to  have  some  sort  of  limit,  ma}'be  below 
that  figure  for  trustees  in  these  kinds  of  cases? 

Judge  McGarr.  I  have  a  limit  in  mind  if  this  looks  like  it  is  going 
to  be  a  career  for  the  trustee.  I  have  in  mind  making  lower  recom- 
mendations and  trying  to  work  out  with  the  Commerce  Commission 
something  on  an  annualized  basis  or  a  gentleman's  agreement.  1  will 
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start  recommending  less  on  an  annual  salary  basis.  I  hope'they  will 
understand  and  agree  with  it. 

But  I  am  sensitive  to  the  fact  that  $180,000  a  }-ear  is  a  lot  of  money. 
I  think  the  trustee  I  have  is  worth  it. 

On  the  other  hand,  if  this  looks  like  it  is  going  to  turn  out  to  be  a 
career  for  him,  then  I  suppose  that  something  less  would  be  appro- 
priate. I  would  not  shrink  from  reducing  it. 

Bear  in  mind,  however,  that  the  trustee  that  I  have  chosen — and 
this  is  true  when  you  pick  a  single  man  to  give  a  full-time  job — has 
totally  abandoned  the  other  business  opportunities  that  he  had. 

In  my  instance,  I  chose  a  lawyer  who  no  longer  has  any  law  practice. 

Mr.  Dixon.  Are  there  any  things  that  we  could  do  in  this  bill  that 
in  your  mind  we  could  limit  or  somehow  reduce  the  overall  costs  of 
attorney's  fees  and  trustees'  fees  and  these  reorganizations  so  that 
more  could  be  returned  to  creditors  and  to  stockholders? 

Judge  McGarr.  Well,  I  am  not  willing  to  concede  that  the  cost 
of  administration  in  the  Rock  Island  case  is  in  the  slightest  bit  un- 
reasonable. I  do  not  interpret  your  question  to  suggest  it.  I  have  not 
given  much  thought  to  that. 

I  think  Congress  has  got  to  decide  in  this  case  as,  in  eveiy  other 
case,  that  you  go  through  a  lot  of  agony  choosing  a  judge.  When  you 
get  one  you  ought  to  trust  him.  I  think  that  basically  is  the  attitude. 

I  think  statutory  limitations  of  this  type  tend  to  become  unrealistic 
and  inflation  varies  them  and  circumstances  vary  them.  They  ulti- 
mately become  a  strait  jacket  that  you  want  to  avoid. 

Mr.  Dixon.  You  spoke  briefly  about  the  agonies  in  choosing  a 
judge.  It  has  been  suggested  earlier  in  testimony  that  perhaps  a  judge, 
either  a  Federal  district  court  or  a  bankruptcy  judge,  should  be  ap- 
pointed by  the  chief  judge  of  the  circuit  in  which  the  case  is  filed. 

Do  you  have  an  opinion  on  that  sort  of  a  provision? 

Judge  McGarr.  As  distinguished  from  an  assignment  by  lot  in 
the  traditional  way? 

Mr.  Dixon.  Yes. 

Judge  McGarr.  That  is  why  I  was  chosen  in  this  case.  That  is  the 
way  it  was  done  in  Chicago.  I  think  that  is  something  that  the  in- 
dividual circuits — I  should  not  say  that.  I  was  not  chosen  by  the  chief 
judge  of  the  circuit,  but  by  the  chief  judge  of  our  district  court. 

I  think  the  district  should  be  allowed  to  be  flexible  on  that.  I  think 
it  is  a  wise  policy  because  there  are  older  judges  who  are  on  the  verge 
of  retirement  who  are  tapering  off  or  are  senior  status  judges  who  take 
cases  by  assignment  but  who  should  not  have  a  case  like  this. 

1  do  not  think  it  is  necessary  to  put  that  into  law.  I  think  the  judges 
in  their  own  discretion  see  the  wisdom  of  that  and  would  inevitably 
do  it. 

Mr.  Dixon.  I  might  say,  in  closing,  that  it  seems  certainly  to  have 
worked  in  your  case.  We  have  only  heard  the  finest  things  about  the 
administration  of  the  Rock  Island  reorganization  and  your  particular 
role  in  the  supervision  of  that  case. 

Thank  you,  Mr.  Chairman. 

Senator  DeConcini.  Judge,  let  me  ask  one  more  question  about  the 
selection  of  trustees. 

We  have  had  some  testimony  here  over  the  last  couple  of  daj^s 
indicating  that  there  might  be  an  appearance  of  some  conflict  of 
interest  or  improprieties  with  the  judge  selecting  the  trustee. 
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Do  you  see  any  advantage  of  having  a  list  submitted  to  you  or 
being  able  to  request  the  administration  or  administrative  office  to 
submit  a  list  or  add  other  people  to  the  list  as  far  as  relieving  this 
problem? 

Judge  McGarr.  There  might  be  an  advantage.  It  is  a  plan  that 
looks  good  on  paper  and  solves  the  problem  which  everybody 
recognizes,  or  seems  to. 

But  I  quarrel  with  that  based  on  my  own  experience.  When  I  learned 
this  case  was  to  be  assigned  to  me,  I  started  to  reflect  on  who  the 
trustee  might  be.  My  first  thought  was  that  a  railroad  man  would  be 
obvious.  I  started  to  look  for  one. 

No  railroad  man  currently  employed  by  a  viable  railroad  cared  to 
leave  his  employment  and  become  a  trustee  of  the  Rock  Island.  So 
tli en  I  started  to  look  for  retired  railroad  men. 

Everybocty  in  Chicago  recommended  a  gentleman  in  Florida  whose 
name  escapes  me  for  the  moment.  I  found  him  with  some  difficulty. 
He  said :  "Do  you  think  I  am  going  to  leave  Florida  and  come  back  to 
Chicago  in  the  winter?  Do  you  think  I  am  crazy?" 

I  then  turned  to  the  transportation  field  generally.  I  found  a  very 
fine  young  man  in  Chicago  named  Robson  who  was  deemed  to  be  an 
expert,  although  his  field  of  expertise  was  more  in  airlines.  I  discovered 
that  2  days  before  I  found  him  he  had  been  appointed  to  the  CAA  as  a 
member  of  the  Board,  or  as  chairman,  I  forget  which. 

I  finally  gave  up  completely  in  the  transportation  industry  and 
turned  to  a  person  I  thought  appropriate,  a  lawyer.  I  chose  a  former 
partner  of  mine.  I  was  critized  for  it. 

My  conclusion  is  that  I  chose  him  first  because  when  you  are  looking 
for  a  good  lawyer  to  do  a  job  that  demands  intelligence  and  integrity, 
you  do  not  look  among  strangers  nor  do  you  choose  your  enemies.  So, 
I  made  a  wise  choice,  and  I  think  events  have  proved  it. 

That  circumstance  and  the  difficulty  I  had  suggest  to  me  that  if  I 
were  working  from  a  list  that  someone  else  had  put  together,  that  I 
would  have  even  more  difficulty  convincing  anybody  on  that  list  to 
come  to  Chicago. 

First,  it  would  be  a  national  list  and  it  would  require,  in  my  belief, 
a  full-time  man  who  would  have  to  move  to  Chicago.  If  he  had  any 
other  current  employment,  he  might  not  want  to  leave  and  if  he  was 
retired  after  he  was  on  the  list  for  more  than  2  or  3  years,  he  is  too  old 
for  the  job. 

The  concept  sounds  good,  but  I  see  many  practical  difficulties  in 
administering  it. 

Senator  DeConcixi.  Do  you  think  the  concept  could  be  expanded 
to  have  more  local  involvement  of  putting  that  list  together? 

Judge  McGarr.  That  would  be  all  right.  I  see  no  problem  with 
assistance  to  the  judge  in  finding  the  right  people  or  persons  for  this 
job  as  long  as  the  judge  makes  the  final  choice. 

If  I  were  given  five  good  men  and  had  to  pick  one  of  them,  I  would 
have  no  problem  with  that  at  all. 

Senator  DeConcini.  If  you  were  given  five  good  men  or  five  nom- 
inees, but  they  did  not  satisfy  you,  you  could  reject  those  and  ask 
for  five  more;  how  would  that  be?  Hopefully  you  could  then  find  one. 

Judge  McGarr.  That  would  be  fine,  too. 

I  see  the  whole  thing  as  kind  of  cumbersome.  But  if  it  is  deemed  im- 
portant by  Congress  to  eliminate  the  threat  of  cronyism  and  this  is 


784 

the  system  for  doing  it,  as  long  as  I  made  the  final  choice,  I  would  be 
satisfied. 

Senator  DeCoxcixi.  I  thank  you.  I  compliment  you,  as  Mr.  Dixon 
did,  on  the  sterling  example  of  reorganization.  We  appreciate  your 
taking  the  time  to  come  here  this  morning. 

Judge  McGarr.  Thank  you. 

Senator  DeConcixi.  We  will  take  a  5-minute  break  at  this  time. 

Our  next  witness  will  be  Mr.  Nick  Manos,  a  trustee  of  the  Rock 
Island  Railroad. 

[Recess  taken. 1 

Senator  DeCoxcixi.  The  subcommittee  will  come  back  to  order. 

We  will  resume  the  hearings  at  this  time. 

Air.  Manos,  we  welcome  you  to  the  committee.  We  have  read  about 
you  in  one  of  the  Washington  papers  recentty.  We  look  forward  to 
your  testimony,  sir. 

STATEMENT  OF  NICK  MANOS,  ATTORNEY  FOR  THE  TRUSTEE  OF 
THE  CHICAGO,  ROCK  ISLAND  &  PACIFIC  RAILROAD  CO. 

Mr.  Manos.  I  regret  that  Mr.  William  M.  Gibbons,  the  trustee  of 
the  Chicago  Rock  Island  is  unable  to  be  here  today.  I  am  the  attorney 
for  the  trustee.  He  would  have  preferred  to  have  been  here  to  give  his 
testimony  first  hand.  He  has  told  me  that  he  would  like  to  have  the 
opportunity  to  present  his  statement  to  the  subcommittee. 

Senator  DeCoxcixi.  The  record  will  be  open  until  January  31. 
We  will  welcome  having  ths  testimony. 

Without  objection,  so  ordered. 

[The  prepared  statement  of  Nicholas  Manos  follows :] 

Statement  of  Nicholas  G.  Manos,  Attorney  for  the  Trustee  of  the 
Chicago,  Rock  Island  and  Pacific  Railroad  Co. 

Mr.  Chairman  and  members  of  the  subcommittee,  my  name  is  Nicholas  G. 
Manos,  attorney  for  William  M.  Gibbons,  the  Trustee  of  the  Chicago,  Rock  Island 
and  Pacific  Railroad  Company,  a  debtor  railroad  whose  reorganization  is  pending 
in  the  U.S.  District  Court  for  the  Northern  District  of  Illinois,  in  proceedings 
under  Section  77  of  the  Bankruptcjr  Act.  I  am  a  partner  in  the  Chicago  law  firm  of 
Williams,  Manos,  Rutstein,  Goldfarb  &  Sharp.  My  professional  activity  has  been 
devoted  exclusively  to  the  Rock  Island  reorganization  proceedings  since  their 
initiation  during  March,  1975. 

I  thank  the  subcommittee  for  affording  me  the  opportunity  to  comment  on 
Senate  Bill  2266.  My  comments  will  address  Rock  Island's  experiences  with  the 
existing  rehabilitative  vehicle  of  Section  77  and  my  observations  on  how  a  pro- 
spective railroad  debtor  might  fare  under  the  proposed  legislation. 

It  is  my  belief  that  the  Senate  bill  in  its  proposed  form  weakens  an  already 
weakened  reorganization  vehicle  for  railroads  and  creates  an  avenue  for  the 
liquidation  rather  than  the  salvation  of  financially  marginal  roads. 

It  has  been  stated  many  times,  and  I  repeat  here  today  as  a  preface  to  my  com- 
ments, that  when  Section  77  was  enacted  in  the  thirties  it  served  as  a  rehabilitative 
vehicle  for  a  different  type  of  railroad  debtor  than  exists  today.  Trustees  of  reor- 
ganization debtors  in  the  late  thirties  and  forties  found  no  problem  with  conduct- 
ing operations  under  court  and  ICC  supervision  and  were  able  to  successfully 
reorganize  debtors  in  the  classic  bankruptcy  sense,  i.e.  they  availed  themselves  of 
court  relief  through  a  restraint  of  general  and  secured  creditor  action  while  they 
formulated  a  restructure  of  debt  as  their  primary  problem.  The  constitutionally 
permissible  impairment  of  contracts  in  bankruptcy  proceedings  and  the  discharge 
of  general  debt,  coupled  with  the  court's  exclusive  jurisdiction  over  the  debtor 
and  its  assets,  provided  the  ultimate  vehicle  for  reorganization.  Funds  with  which 
to  operate  the  railroad  posed  no  obstacle,  more  than  a  sufficient  fund  being  made 
available  not  only  from  the  build-up  of  cash  through  the  deferral  of  general  pre- 
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petition  debt,  but  principally  by  reason  of  the  recovery  boom  from  the  depression 
years,  as  well  as  the  boom  created  by  the  war-time  economy  and  its  positive  post- 
war impact.  The  tremendous  advantage  gained  by  these  railroads,  many  of  which 
exist  today  as  viable  roads,  was  the  opportunity  to  reorganize,  while  simultane- 
ously, rebuilding  their  track  and  properties  long  neglected  during  the  depression 
years.  The  Missouri  Pacific  Railroad  is  the  best  example  of  this.  Most  of  these 
railroads,  including  Missouri  Pacific,  learned  the  lesson  of  the  need  to  constantly 
invest  in  the  maintenance  and  improvement  of  their  physical  plants  and  replace- 
ment of  their  depreciated  equipment  and  have  retained  their  competitiveness  with 
other  railroads  and  other  modes  of  transportation.  Regretfully,  this  lesson  was  not 
learned  by  all  of  the  roads,  and  during  the  seventies  when  the  country  began  to 
feel  the  effects  of  prolonged  recession  many  of  them  again  sought  the  protection 
of  Section  77,  being  out  of  cash  for  operations  and  unhappily  having  deteriorated 
roadbeds  and  dilapidated  equipment  with  which  to  conduct  them.  This  time,  how- 
ever, the  cash  could  not  be  adequately  generated  either  internally  or  through  pri- 
vate sources.  The  provisions  of  Section  77  offered  inadequate  relief  in  the  face  of 
operations  conducted  with  inflated  costs  and  severe  negative  cash  flows.  In  the 
northeast  corridor,  as  the  subcommittee  will  remember,  operations  were  con- 
ducted through  massive  funding  under  emergency  legislation,  followed  by  a 
forced  reorganization  hose  final  product  (Conrail)  is  still  dependent  on  public 
funds  to  exist.  The  opportunity  to  reorganize  in  the  classic  bankruptcy  sense  no 
longer  was  there. 

In  Rock  Island's  case,  the  trustee  has  struggled  since  the  onset  of  the  Section 
77  proceedings  in  March,  1975  to  launch  a  possible  reorganization  by  the  painful 
process  of  rigid  cost  controls,  drastic  change  in  managerial  functions  and  policies, 
and  a  complete  overhaul  and  improvement  in  its  traffic  and  marketing  policies. 
Despite  ever-mounting  labor  and  other  costs,  the  imposition  of  strict  cost  control 
measures  helped  produce  consistent  positive  cash  flows  which  were  carefully 
invested  in  the  slow  process  of  rebuilding  its  essential  lines.  Federal  government 
funding  has  been  limited  to  $17  million  borrowed  under  the  same  1970  federal 
legislation  which  subsidized  Penn  Central  in  initial  stages  of  its  court  proceedings. 
Approximately  $5  million  has  been  borrowed  from  states  and  shippers  on  various 
loan  programs  which  have  helped  to  rebuild  track  and  repair  equipment.  Some 
of  these  loans  have  already  been  satisfied  in  full  and  the  balances  are  being  retired 
without  default.  All  of  these  magnificent  efforts  have  kept  Rock  Island  in  the 
picture  and  heading  for  an  increasingly  possible  reorganization  which  might  have 
been  achieved  earlier  had  there  been  available  a  stronger  rehabilitative  vehicle 
under  the  Bankruptcy  Act. 

It  is  my  firm  opinion  that  marginal  roads  which  may  be  compelled  under 
present  day  circumstances  to  seek  the  umbrella  of  a  reorganization  statute  must 
have  the  vehicle  which  provides  them  with  a  balanced  contribution  from  both 
public  and  private  (creditor)  interests.  Any  imbalance  in  this  contribution  tilting 
to  the  need  for  larger  public  contribution  will  result  in  either  quick  liquidations 
or  in  more  CONRAILS  and  eventual  nationalization  of  all  railroads.  In  either 
event,  private  investors  in  railroads  and  junior  creditor  interests  could  suffer 
and  the  public  would  assume  a  greater  tax  burden. 

It  is  consequently  important  that  the  creditor  contribution  to  reorganization 
first  be  strengthened  under  any  proposed  railroad  reorganization  statute,  since 
without  it,  profitability  would  be  impossible  even  if  accompanied  by  massive 
government  funding.  Penn  Central  is  probably  the  best  example  of  this  in  recent 
railroad  reorganization  history.  The  proposed  Senate  Bill  2266  reduces  creditor 
contribution  on  even  a  greater  scale  than  was  achieved  by  creditor  groups  under 
Section  77.  Railroads  in  the  creditor  class  have  almost  succeeded  in  removing 
themselves  as  creditors  and  are  attempting  to  place  the  creditor  contribution 
burden  completely  on  non-railroad  creditors.  In  the  Penn  Central  case,  railroads 
were  able  to  carve  out  pre-bankruptcy  freight  and  passenger  revenues  as  a  trust 
fund  not  deferrable  and  dischargeable  as  ordinary  railroad  debt.  Not  content 
with  this,  they  zeroed  in  on  pre-bankruptcy  interline  per  diem  settlements  in  the 
Rock  Island  case,  and  with  full  Interstate  Commerce  Commission  support,  have 
created  a  priority  for  that  debt  in  the  Seventh  Circuit.  For  the  Rock  Island,  this 
meant  a  bigger  burden  in  the  trustee's  operation  by  over  $4  million  for  debt  which 
existed  when  he  was  appointed  trustee.  He  must  now  generate  that  fund  from  his 
current  operation  and  is  compelled  by  court  edict  to  pay  it  as  a  current  cost  of  his 
administration,  thereby  removing  that  fund  from  his  rebuilding  programs  and 
delaying  reorganization.  The  ICC  position  on  pre-bankruptcy  per  diem  required  a 
reorganization  debtor  to  contribute  to  a  national  car  supply  by  preferring  rail- 
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road  creditors  and  completely  disregarded  the  need  for  a  fair  and  equal  contribu- 
tion by  all  creditors  to  a  successful  reorganization  rather  than  liquidation  of 
a  railroad.  But  this  is  only  one  example  of  the  erosion  of  creditor  contribution 
to  a  railroad  reorganization.  The  railroads  (AAR)  now  insist  thai  all  railroad 
[iie-bankruptcy  interline  debt  be  made  a  priority  cost  of  administration.  Section 
1169  as  drafted  removes  the  necessity  for  court  approval  on  payment  of  all 
interline  debt,  pre-  or  posi-bankruptcy.  While  the  draft  is  not  too  clear,  it  inferen- 
tially  creates  a  priority  by  removing  the  court's  discretion  to  sanction  the  payment 
of  pre-bankruptcy  interline  debt.  I  understand  the  AAR  is  pressing  for  even 
stronger  language  which  would  make  such  payments  by  a  trustee  mandatory. 
The  effect  of  their  request  is  to  assure  creditor  railroads  of  a  100%  preferential 
payment  of  all  of  their  claims,  thereby  removing  them  from  the  general  unsecured 
class  of  creditors  on  their  pre-bankruptcy  claims.  This  casts  a  tremendous  burden 
on  the  trustee  who  is  deprived  of  cash  needed  to  halt  negative  cash  flows  and 
maintain  operations  while  rebuilding  the  road.  Even  if  the  railroads  were  to  be 
magnanimous  and  acquiesced  to  a  postponed  payment  the  priorities  which  they 
seek,  it  still  would  not  solve  the  problem  of  the  creation  of  priority  debt  which 
still  has  to  be  faced  under  a  plan  of  reorganization  and  be  paid  in  full.  I,  therefore, 
suggest  that  the  proviso  contained  in  the  draft  of  Section  1169  be  deleted  so  as  to 
permit  a  deferral  of  all  railroad  pre-bankruptcy  debt,  with  the  possible  exception 
of  freight  and  passenger  revenues  under  the  Penn  Central  "trust  fund"  theory. 
Railroads  are  not  substantially  prejudiced  by  my  suggestion,  since  all  post- 
petition  railroad  obligations  already  have  a  cost  of  administration  priority  status. 
The  elimination  of  pre-bankruptcy  interline  debt  as  a  priority  will  enhance  a 
debtor's  rehabilitation  prospect  and  provide  a  contribution  to  the  reorganization 
from  all  creditors  rather  than  preferring  the  railroads  as  a  class.  In  the  Rock 
Island  proceeding,  for  example,  if  Section  1169  was  to  be  the  governing  law,  the 
trustee  would  be  confronted  with  a  priority  burden  of  $14  million  to  be  paid 
immediately  (exclusive  of  freight  and  passenger  revenues),  half  of  which  is  esti- 
mated to  be  in  car  repair  interline  debts  for  car  defects  occurring  prior  to  the 
onset  of  reorganization. 

The  second  class  of  creditors  which  must  contribute  to  a  reorganization  should 
be  the  labor  creditors.  Their  successful  lobby  has  created  a  situation  for  railroad 
labor  not  existing  in  any  other  reorganization  section,  either  presently  on  the 
books  or  proposed  in  Senate  Bill  2266.  Railroads  debtors  in  the  thirties  and  forties 
were  not  burdened  with  cash  flow  problems  because  of  their  profitable  operations. 
Labor  at  that  time  succeeded  in  removing  itself  as  a  creditor  class  completely  by 
procuring  the  mandate  of  Congress  on  the  court  and  its  trustee  that  labor  was  to 
be  completely  unaffected  by  the  proceeding.  A  trustee  was  and  is  prevented  from 
rejecting  existing  labor  contracts  he  may  consider  unreasonable.  With  future 
contracts,  however,  the  trustee's  role  is  a  different  one.  There  he  must  elect  to 
either  enter  into  collective  bargaining  in  one  of  the  most  difficult,  lengthy  and 
perplexing  processes  in  U.S.  industrial  relations,  or  simply  give  the  entire  matter 
over  to  national  rail  labor  bargaining  units.  The  latter  route  has  created  almost 
uncontrollable  increases  in  costs,  as  with  Penn  Central,  for  example.  At  Rock 
Island,  the  trustee  has  undertaken  to  deal  with  labor  on  an  individual  basis.  If 
contracts  were  always  handled  nationally,  labor  costs  would  continue  to  rise 
during  a  reorganization.  Rules  that  provide  cost  handicaps  to  a  debtor  would 
remain  inflexible  because  of  the  trustee's  inability  to  modify  them.  Such  inflex- 
ibility would,  at  minimum,  delay  reorganization  or,  indeed,  possibly  frustrate 
any  reorganization  at  all. 

Inflexible  labor  rules  create  an  additional  burden  for  the  trustee,  just  as  in  the 
case  of  suggested  priorities  for  pre-bankruptcy  railroad  interline  debt,  and  he  is 
forced  to  seek  greater  public  funding,  which  in  turn  produces  greater  debt  for  the 
road  to  face  in  its  effort  to  achieve  viability  and  to  formulate  its  plan  of  reorgan- 
ization. The  labor  ranks  and  their  unions  must  begin  to  realize  that  if  marginal 
roads  are  rendered  extinct  through  a  weakened  bankruptcy  rehabilitative  vehicle, 
labor  will  eventually  suffer  through  massive  layoffs.  They  must  consequently 
seek  to  contribute  to  a  reorganization,  just  as  all  other  creditors,  secured  and 
unsecured,  and  should  look  to  a  court  which  is  strengthened  rather  than  weakened 
by  any  proposed  legislation,  for  sound  economic  decisions  in  their  interests  as  well 
as  thebalanced  interests  of  all  other  parties.  I  believe,  therefore,  that  Section  1177 
of  the  proposed  bill  should  be  eliminated  in  favor  of  a  moratorium  of  Section  6 
of  the  Railway  Labor  Act  which  describes  the  procedures  that  must  be  followed 
to  modify  existing  labor  contracts.  Labor's  remedy  would  then  be  in  the  Reorgan- 
ization Court  which  would  have  the  responsibility  to  act  promptly  and  to  treat  all 
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creditors  fairty.  My  suggestion  would  not  affect  standard  wages  and  benefits  and 
would  encourage  adoption  of  more  efficient  rules  and  practices.  What  is  important, 
however,  is  that  these  economic  decisions  could  be  made  by  a  strong  court  in  an 
expeditious  fashion  so  as  to  set  the  stage  for  the  early  reorganization  which  the 
proposed  Senate  Bill  2266  appears  to  require. 

To  achieve  all  of  tin-  above  requires  a  strong  court  with  unfettered  equitable 
powers,  making  economic  decisions  for  both  debtors  and  creditors  within  the 
framework  of  constitutional  limitations.  These  powers  must  be  coupled  with 
strong  ties  to  the  Interstate  Commerce  Commission  and  the  Department  of 
Transportation  in  the  public  interest  comparable  to  the  present  state  of  the  law. 
The  proposed  Senate  Bill  2266  swings  much  too  far  in  favor  of  placing  the  im- 
portant decisions  in  a  regulatory  agency,  placing  the  court  in  a  secondary  capacity 
of  rubber  stamping  the  Commission's  decisions  with  very  circumscribed  powers 
of  review.  I  consider  this  to  be  a  grave  error,  despite  the  built-in  time  constraints 
for  reorganization  which  ostensibly  streamlines  or  expedite  the  reorganization 
process.  Far  from  doing  that,  it  places  the  major  economic  decisions  for  the 
railroad  in  a  decentralized  atmosphere  subject  to  a  panoply  of  external  influence 
which  would  trigger  liquidation  within  the  less  than  2}i-year  framework  provided 
by  the  proposed  legislation.  By  also  creating  a  larger  cost  of  administration 
burden  on  the  Trustee  and  his  estate  for  this  service  (Section  1172(c))  instead  of 
out  of  its  own  budget  as  is  true  under  Section  77,  a  further  impediment  to  re- 
organization is  created  by  the  increase  in  priority  debt  over  which  the  court 
has  no  control. 

I  do  not  infer  in  any  way  that  the  Commission's  role  should  be  diminished  in 
the  reorganization  process.  Their  expertise  in  the  abandonment,  line  transfer, 
and  plan  of  reorganization  areas,  including  merger  inclusion  with  other  roads 
when  called  for,  must  be  preserved  and  enhanced  as  vital  proceedings  to  assist 
the  court.  My  opinion  is  that  the  Commission  should  retain  its  powers  under  the 
present  state  of  the  law  in  dual  jurisdiction  with  the  court  to  decide  those  matters 
and  to  present  them  to  the  court  for  its  ultimate  approval.  I  must  take  this 
opportunity  to  applaud  the  Commission's  role  in  the  pending  Rock  Island  case. 
Their  constant  vigil  over  the  proceedings  and  liaison  to  the  court  has  produced 
expeditious  handling  of  abandonment  applications  and  firm  support  in  the  trustee's 
efforts  to  fund  his  rebuilding  projects.  Their  early  approval  of  securities  as  re- 
quired under  Section  10(a)  of  the  Interstate  Commerce  Act  enhanced  the  trustee's 
objectives.  I  am  confident  that  the  Commission  will  promptly  discharge  its 
statutory  duties  under  Section  77  as  a  partner  of  the  court  when  Rock  Island  has 
arrived  at  the  formal  plan  stage  of  the  proceedings.  Time  constraints  should 
nevertheless  be  placed  on  the  Commission,  howrever,  in  any  new  legislation  so  as 
not  to  encourage  any  possible  delay.  Moreover,  the  court's  powers  of  approval 
should  be  strengthened  beyond  the  circumscribed  review  procedures  provided 
under  Section  1174. 

The  government's  contribution  to  the  reorganization  of  railroads  must  be 
through  quick  implementation  of  federal  funding  legislation  such  as  the  4-R  Act 
or  similar  legislation  to  be  enacted  in  the  future,  until  such  time  as  healthy  roads 
are  restored  to  the  national  rail  system.  Coupled  with  the  contribution  to  pro- 
spective viability  by  private  creditor  interests  as  I  have  suggested,  this  govern- 
ment funding  need  not  be  massive,  but  can  be  controlled  and  selective  on  worthy 
projects  with  high  public  benefits.  Rock  Island's  trustee  has  been  patiently 
waiting  for  such  funding  but  unfortunately  has  not  received  dime  one  desptie 
over  one  year  of  studies  by  the  Federal  Railroad  Administration  on  its  applica- 
tions. The  government  contribution  to  the  reorganization  must  be  expedited  in 
order  to  assist  the  rehabilitation  process  of  any  Bankruptcy  Act. 

Finally,  permit  me  to  address  the  great  cause  for  concern  that  the  proposed 
legislation  gives  me  in  its  provisions  that  deal  with  time  frames  for  the  reorganiza- 
tion of  railroads  (Sections  1172  and  1175).  Section  1172  requires  a  trustee  to  file 
a  plan  with  the  Commission  within  8  months  of  the  commencement  of  the  pro- 
ceeding, not  to  be  extended  for  more  than  4  additional  months  or  a  total  of  12 
months. 

Unless  such  a  plan  has  been  filed,  approved  by  the  Commission  and  submitted 
to  the  court  for  its  confirmation  within  21  months  of  the  onset  of  the  proceedings, 
the  court  is  required,  without  discretion,  to  hold  a  hearing  within  30  days  to 
determine  whether  the  railroad  should  be  liquidated.  If  the  court  finds  that 
reorganization  may  be  possible,  he  is  permitted  to  direct  the  Commission  or  the 
trustee  to  file  a  plan  within  6  months  from  the  date  of  the  statutory  30-day 
hearing.  Unless  a  plan  is  filed  within  that  time,  the  court  has  no  option  but  is 
required  to  order  liquidation  (Section  1175).  The  total  permissible  time  available 
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for  the  filing  of  a  plan  is  28  months  (630+30+180  days),  with  no  discretionary 
power  to  extend.  The  Commission  is  thereafter  afforded  9  months  to  approve  and 
submit  the  same  to  the  court  for  its  confirmation  which  I  presume  cannot  be 
unreasonably  delayed  by  the  court. 

It  is  noteworthy  that  these  time  constraints  are  imposed  only  on  railroad 
reorganization  debtors  and  their  trustees,  while  in  all  other  reorganizations  under 
proposed  Chapter  11,  no  time  limits  are  set.  In  this  connection,  I  invite  your 
attention  to  Section  1121(d)  of  the  proposed  bill  (inapplicable  to  railroads  by 
virtue  of  Section  1161)  which  gives  the  court  discretionary  power  "for  cause" 
to  extend  the  filing  dates  of  the  plan. 

I  find  it  totally  unrealistic  to  impose  no  time  constraints  on  a  widget  manu- 
facturer undergoing  reorganization  while  simultaneously  ordering  railroads 
operating  in  the  public  interest  to  file  acceptable  plans  within  28  months  or  be 
summarily  liquidated.  One  would  think  that  the  reverse  should  be  true  since  the 
projected  viability  of  widget  type  reorganizations  and  their  prospect  of  achieving 
an  accord  with  creditors  most  certainly  is  attainable  within  28  months.  A  railroad, 
however,  with  its  multitude  of  problems  and  complexity  of  its  far  flung  system, 
should  be  given  an  opportunity  within  reasonable  time  constraints  to  file  an 
acceptable  plan,  the  time  frames  to  be  decided  by  a  strong  court  exercising  sound 
discretion  in  the  interest  of  all  parties  and  the  protection  of  their  constitutional 
rights. 

The  legislation  of  such  a  restricted  time  for  railroad  trustees  to  formulate  and 
file  a  plan  will  result  in  the  liquidation  of  railroads  rather  than  their  rehabilitation. 
This  is  especially  true  under  the  present  condition  of  the  railroad  industry  which 
is  depressed  both  physically  and  financially  and  requires  strong  rehabilitative 
measures  rather  than  stringent  time  limitations  to  effect  reorganization  of  its 
railroads.  Moreover,  debtor  railroads  must  have  a  reasonable  time  to  achieve 
an  interaction  of  the  various  creditor  and  government  contribution  factors  which 
I  have  outlined  in  this  statement.  If  a  railroad  were  to  file  a  proceeding  tomorrow 
under  the  proposed  Senate  Bill  2266  it  would  face  instant  liquidation,  given  the 
priorities  contemplated  for  railroad  creditors,  the  highly  protective  provisions 
for  labor  collective  bargaining,  and  the  painstakingly  slow  process  of  receiving 
federal  funds  for  worthy  projects  with  priority  public  benefits,  not  to  mention 
a  weakened  court  with  a  dilution  of  its  equitable  powers  to  monitor  economic 
decisions  for  reorganization  debtors  within  constitutional  bounds.  I  do  not  believe 
that  the  Congress  intends  such  a  result  since  it  defeats  the  policy  of  Congress, 
as  declared  in  the  recently  enacted  4-R  Act,  to  restore  the  physical  plants  of 
railroads  and  their  financial  stability  so  that  they  will  remain  viable  in  the  private 
sector  of  the  economy.  I  would  respectfully  recommend  in  consequence  that 
Sections  1172  and  1173  be  modified  to  retain  the  present  state  of  the  law  and  the 
court's  sound  discretion  to  determine  reorganization  timing. 

Mr.  Chairman  and  members  of  the  subcommittee,  I  thank  you  for  your  invita- 
tion to  appear  here  today,  and  hope  that  my  three-year  experience  in  a  living 
railroad  reorganization  with  viable  prospects  has  provided  some  useful  information 
for  the  future.  My  regret  is  that  my  duties  as  counsel  for  Mr.  Gibbons  in  the 
demanding  day-to-day  process  of  Rock  Island's  reorganization  has  not  permitted 
me,  in  the  limited  time  available,  to  address  greater  specificity  on  the  proposed 
bill. 

Mr.  Manos.  Mr.  Chairman,  as  I  indicated,  my  name  is  Nicholas  G. 
Manos,  attorney  for  William  M.  Gibbons,  the  trustee  of  the  Chicago, 
Rock  Island  &  Pacific  Railroad  Co.,  a  debtor  railroad  whose  re- 
organization is  pending  in  the  U.S.  District  Court  for  the  Northern 
District  of  Illinois,  before  the  Honorable  Frank  J.  McGarr,  who  testi- 
fied earlier,  in  proceedings  under  section  77  of  the  Bankruptcy  Act. 

I  am  partner  in  the  Chicago  law  firm  of  Williams,  Manos,  Rutstein, 
Goldfarb  &  Sharp.  My  professional  activity  has  been  devoted  ex- 
clusively to  the  Rock  Island  reorganization  proceedings  since  their 
initiation  during  March  1975. 

Because  of  the  size  of  that  proceeding,  a  railroad  operating  through 
13  States,  having  properties  valued  in  excess  of  $450  million,  conserva- 
tively, and  lniving  a  multitude  and  complex  situation  involved  in  the 
reorganization  proceeding  itself,  it  has  been  my  activity  for  nearly 
3  years. 
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I  believe  that  we  are  dealing  here  with  a  living  reorganization;  in 
other  words,  a  eompam"  that  is  involved  in  a  77  proceeding  under  an 
existing  rehabilitative  vehicle  with  a  good  opportunity  of  being 
reorganized. 

I  hope  that  my  testimony  here  today,  with  respect  to  any  prospec- 
tive legislation  can  be  helpful  to  you,  Mr.  Chairman,  and  to  the 
committee. 

In  preparing  this  statement,  I  addressed  specifiealh"  the  problems 
as  I  perceived  them  to  be  of  the  Chicago  Rock  Island  or  an}"  other 
railroad  in  a  distressed  capacity  who  might  hereafter  be  compelled 
to  file  for  a  section  77  or  proceeding  under  any  other  legislation  which 
the  Congress  may  enact. 

It  is  my  belief  that  the  Senate  bill  in  its  proposed  form  weakens  an 
already  weakened  reorganization  vehicle  for  railroads  and  creates  an 
avenue  for  the  liquidation  rather  than  the  salvation  of  financially 
marginal  roads. 

It  has  been  stated  many  times,  and  I  repeat  here  today  as  a  preface 
to  mv  comments,  that  when  section  77  was  enacted  in  the  1930s  it 
served  as  a  rehabilitative  vehicle  for  a  different  type  of  railroad  debtor 
than  exists  today. 

Trustees  of  reorganization  debtors  in  the  late  1930s  and  1940s  found 
no  problem  with  conducting  operations  under  court  and  ICC  super- 
vision and  were  able  to  successfully  reorganize  debtors  in  the  classic 
bankruptcy  sense,  that  is,  they  availed  themselves  of  court  relief 
through  a  restraint  of  general  and  secured  creditor  action  while  they 
formulated  a  restructure  of  debt  as  their  primary  problem. 

The  constitutionally  permissible  impairment  of  contracts  in  bank- 
ruptcy proceedings  and  the  discharge  of  general  debt,  coupled  with 
the  court's  exclusive  jurisdiction  over  the  debtor  and  its  assets,  pro- 
vided the  ultimate  vehicle  for  reorganization. 

Funds  with  which  to  operate  the  railroad  posed  no  obstacle,  more 
than  a  sufficient  fund  being  made  available  not  only  from  the  build-up 
of  cash  through  the  deferral  of  general  prepetition  debt,  but  prin- 
cipally by  reason  of  the  recovery  boom  from  the  depression  years,  as 
well  as  the  boom  created  by  the  war-time  economy  and  its  positive 
post-war  impact. 

The  tremendous  advantage  gained  bv  these  railroads,  manv  of 
which  exist  today  as  viable  roads,  was  the  opportuity  to  reorganize, 
while  simultaneously  rebuilding  their  track  and  properties  long 
neglected  during  the  depression  years.  The  Missouri  Pacific  Railroad 
is  the  best  example   of  this. 

It  took  25  years  to  reorganize  the  Missouri  Pacific  Rzilroad  and 
I  do  not  believe  that  anybody  today  would  say  that  this  time  was  not 
properly  spent. 

Most  of  these  railroads,  including  Missouri  Pacific,  learned  the 
lesson  of  the  need  to  constantly  invest  in  the  maintenance  and 
improvement  of  their  physical  plants  and  replacement  of  their  de- 
preciated equipment  and  have  retained  their  competitiveness  with 
other  railroads  and  other  modes  of  transportation. 

Regretfully,  this  lesson  was  not  learned  by  all  of  the  roads,  and 
during  the  1970s  when  the  country  began  to  feel  the  effects  of  pro- 
longed recession,  many  of  them  again  sought  the  rehabilitative  pro- 
tection of  section  77,  being  out  of  cash  for  operations  and  unhappily 
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having  deteriorated  roadbeds  and  dilapidated  equipment  with  which 
to  conduct  them. 

This  time,  however,  the  cash  could  not  be  adequately  generated 
either  internally  or  through  private  sources. 

The  piovisicns  of  section  77  offered  inadequate  relief  in  the  fact  of 
operations  conducted  with  inflated  costs  and  severe  negative  cash 
flows. 

In  the  northeast  corridor  as  the  subcommittee  will  remember, 
operations  were  conducted  through  massive  funding  under  emergency 
legislation,  followed  by  a  forced  reorganization  whose  final  product — 
CcnRail — is  still  dependent  on  public  funds  to  exist.  The  opportunity 
to  reorganize  in  the  classic  bankruptcy  sense  no  longer  was  there. 

In  Rock  Island's  case,  as  Judge  McGarr  has  indicated  earlier  in 
his  testimon}^,  Mr.  Chairman,  the  trustee  has  struggled  since  the 
onset  of  the  section  77  proceedings  in  March  1975  to  launch  a  possible 
reorganization  by  the  painful  process  of  rigid  cost  controls — un- 
fortunately accompanied  by  a  substantial  reduction  in  our  labor 
force — a  drastic  change  in  managerial  functions  and  policies,  and  a 
complete  overhaul  and  improvement  in  its  traffic  and  marketing 
policies. 

Despite  ever-mounting  labor  and  other  costs,  the  imposition  of 
strict  cost  control  measures  helped  produce  consistent  positive  cash 
flows  which  were  carefully  invested  in  the  slow  process  of  rebuilding 
its    essential    lines. 

Federal  Government  funding  has  been  limited  to  $17  million  bor- 
rowed under  the  same  1970  Federal  legislation  which  subsidized 
Penn  Central  in  initial  stages  of  its  court  proceedings. 

Incidentally,  although  Judge  McGarr  indicated  that  it  took  us  8 
months  to  achieve  Federal  funding — the  fact  is  that  until  the  money 
actually  flowed  into  our  coffers,  more  than  1  year  had  passed.  This  was 
a  painful  process,  too.  We  had  obstruction  every  moment  of  the  way 
by  the  secured  creditors  who  were  seeking  liquidation  rather  tlmn 
reorganization.  We  had  to  fight  that  battle  with  the  secured  creditros 
who  had  raised  issues  of  constitutional  dimension.  Fortunately,  we 
were  able  to  survive  that  one  through  the  appellate  processes. 

Finally,  the  $17  million  came  to  us.  We  were  able  to  put  it  in  the 
track  that  so  sorely  needed  it,  including  receiving  52  new  locomotives 
in  order  to  satisfy  our  power  problem  which  was  a  tremendous  concern 
that  we  faced  in  March  1975.  If  it  were  not  for  the  52  locomotives,  Mr. 
Chairman,  and  if  it  were  not  for  the  $17  million — and  that  was  a  drop 
in  the  bucket  in  relation  to  the  other  funding  that  other  railroads  in  the 
northeast  corridor  got — and  if  it  were  not  for  the  rigid  cost  control, 
and  if  it  were  not  for  the  careful  supervision  and  that  we  received  from 
the  court  and  the  ICC,  I  would  not  be  here  testifying  as  the  at- 
torne}r  for  a  living  possible  reorganization. 

Approximately  $5  million  has  been  borrowed  from  States  and 
shippers  on  various  loan  programs  which  have  helped  to  rebuild  track 
and  repair  equipment.  Some  of  these  loans  have  already  been  satisfied 
in  full  and  the  balances  are  being  retired  without  default.  All  of  these 
magnificent  efforts  have  kept  Rock  Island  in  the  picture  and  heading 
for  an  increasingly  possible  reorganization  which  might  have  been 
achieved  earlier — and  I  emphasize  that — if  we  had  a  better  tool,  a 
better  rehabilitative  tool  under  the  Bankruptcy  Act  to  work  with. 
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It  is  my  firm  opinion  that  marginal  roads  which  may  be  compelled 
under  present  day  circumstances  to  seek  the  umbrella  of  a  reorganiza- 
tion statute  must  have  the  vehicle  which  provides  them  with  a 
balanced  contribution  from  both  public  and  private  (creditor)  in- 
terests. The  creditor  interest  is  the  one  that  I  wish  to  emphasize  in  my 
statement.  Any  imbalance  in  this  contribution  tilting  to  the  need  for 
larger  public  contribution  will  result  in  either  quick  liquidations  or  in 
more  ConraiPs  and  eventual  nationalization  of  all  railroads.  Perhaps 
this  is  what  some  special  interests  would  like  to  see.  In  either  event, 
private  investors  in  railroads  and  junior  creditor  interests  and  indeed  a 
great  segment  of  the  shipping  public  will  suffer,  and  simultaneously, 
the  public  would  assume  a  greater  tax  burden  if  we  have  Conrad's  in 
the  middle  west  or  any  other  sector. 

It  is  consequently  important  that  the  creditor  contribution  to 
reorganization  first  be  strengthened  under  any  proposed  railroad 
reorganization  statute,  since  without,  it  profitability  would  be  im- 
possible even  if  accompanied  by  massive  Government  funding.  Penn 
Central  is  probably  the  best  example  of  this  in  recent  railroad  reor- 
ganization history. 

The  proposed  Senate  bill  2266  reduces  creditor  contribution  on 
even  a  greater  scale  than  was  achieved  by  creditor  groups  under 
section  77.  For  example,  let  me  address  railroad  creditors  as  a  group. 
I  have  heard  the  statement,  Mr.  Chairman,  of  the  representative  of  the 
American  Association  of  Railroads  who  was  accompanied  by  a  repre- 
sentative of  the  Union  Pacific,  Mr.  Faulkner.  I  wish  to  address  the 
problems  that  are  created  b}r  the  proposed  section  1169  which  creates 
an  inference  that  all  interline  debt,  no  matter  what  it  is,  whether 
freight  and  passenger  revenues  or  per  diem,  or  any  other  of  the 
"grocery  bills"  that  constitute  the  interline  debt,  must  be  paid  on 
a  mandatory  basis  whether  it  is  prebankruptcy  or  postbankruptc}*. 
This  is  where  a  special  problem  is  created  unless  one  distinguishes 
between  prebankruptcy  and  postbankruptcy  obligations. 

Railroads  in  the  creditor  class  have  almost  succeeded  in  removing 
themselves  as  creditors  and  are  attempting  to  place  the  creditor  contri- 
bution burden  completely  on  nonrailroad  creditors.  In  the  Penn 
Central  case,  railroads  were  able  to  carve  out  prebankruptcy  freight 
and  passenger  revenues  as  a  trust  fund  not  deferrable  and  discharge- 
able as  ordinary  railroad  debt.  Not  content  with  this,  the  railroad 
creditor  group  zeroed  in  on  prebankruptc}^  interline  per  diem  settle- 
ments in  the  Rock  Island  case,  and  with  full  Interstate  Commerce 
Commission  support,  have  created  a  priority  for  that  debt  in  the 
Seventh  Circuit.  I  am  fearful  now  that  this  decision  may  become  the 
law  of  the  land.  For  the  Rock  Island,  this  decision  has  meant  a  bigger 
burden  in  the  trustee's  operation  by  over  $4  million — and  I  am  only 
talking  about  prebankruptcy  per  diem — debt  which  existed  when  he 
was  appointed  trustee.  He  must  now  generate  that  fund  from  his 
current  operation  and  is  compelled  by  court  edict  to  pay  it  as  a 
current  cost  of  his  administration,  thereby  removing  that  fund  from 
his  rebuilding  programs  and  delaying  reorganization.  Now,  incident- 
ally, Mr.  Chairman,  I  wish  to  make  this  emphatic  point  that  is  not 
contained  in  nry  printed  statement.  We  are  not  concerned  here  with 
the  method  in  which  the  Rock  Island  is  meeting  its  postbankruptcy 
obligations  on  all  the  interline  debt.  This  we  are  doing.  In  fact,  in  the 
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Rock  Island  case,  there  is  an  order  that  makes  it  mandatory  on  the 
trustee  to  meet  all  of  his  postreorganization  interline  debt.  I  agree 
with  Judge  McGarr  that  we  should  be  in  a  position  to  able  to  do 
that.  If  we  are  not,  then  perhaps  we  are  not  worthy  of  continued 
operation. 

What  I  am  concerned  about  is  the  treatment  of  all  forms  of  interline 
prebankruptcy  debt — in  the  Rock  Island  case  it  is  about  $14  million, 
exclusive  of  freight  revenue.  This  is  a  relatively  small  amount  when 
distributed  to  the  individual  railroad  claimant,  but  as  far  as  the 
Rock  Island  or  any  other  reorganization  debtor,  it  is  a  big  amount 
in  its  total  sum.  To  grant  it  a  priority  status  does  not  solve  any  major 
problem  for  the  creditor  railroads.  What  it  does  is  to  create  a  great 
burden  for  the  trustee.  Even  if  one  were  to  be  flexible  and  say:  "Let 
us  defer  the  payment  of  that  for  awhile — let  us  say  that  it  is  a  prior- 
ity— but  let  us  defer  payment."  That  does  not  solve  the  problem  at 
all,  in  my  opinion  since  when  you  get  to  the  reorganization  stage, 
you  still  have  to  provide  for  it  since  it  constitutes  a  cost  of  administra- 
tion that  has  to  be  funded  and  paid  in  full. 

The  Interstate  Commerce  Commission  position  on  pre-bankruptcy 
per  diem  in  the  Rock  Island  case  required  a  reorganization  debtor  to 
contribute  to  a  national  car  supply  by  granting  a  priority  status  to 
all  per  diem  and  thus  preferring  railroad  creditors.  The  end  result  was 
a  disregard  for  the  need  for  fair  and  equal  contribution  by  all  creditors 
to  a  successful  reorganization,  rather  than  to  the  liquidation  of  a 
railroad. 

I  was  somewhat  surprised  to  hear  the  representative  of  the  Associ- 
ation of  American  Railroads  suggesting  that  if  prebankruptcy  inter- 
line debt  was  not  to  be  granted  a  priority,  that  the  industry  would 
hold  over  that  reorganization  debtor  who  is  struggling  to  reorganize, 
the  threat  of  cutting  off  interline  exchange.  This,  I  believe,  is  con- 
trary to  the  public  interest  that  the  railroad  industry  is  dedicated  to 
espouse  and  protect.  Undoubtedly  the  representative  of  the  American 
Association  of  Railroads  did  not  consider  that  factor  and  I  am  con- 
fident he  did  not  intend  to  pose  it  as  a  threat.  Prebankruptcy  debt 
of  the  railroads,  along  with  any  other  "grocery  bills"  of  a  railroad, 
should  consequently  be  deferred  and  should  be  discharged  as  general 
debt,  and,  if  need  be,  should  be  reduced  or  canceled  by  a  court  that 
wields  the  power  of  determining  debtor-creditor  claims  and  approving 
a  plan  of  reorganization. 

Per  diem  is  only  one  example  of  the  erosion  of  creditor  contribution 
to  a  railroad  reorganization.  Having  achieved  a  priority  for  pre- 
bankruptcy per  diem,  the  industry  now  proposes  that  all  railroad 
prebankruptcy  interline  debt  be  granted  the  priority  status  of  a 
cost  of  administration.  That  includes  car  repair,  loss  and  damage, 
switching,  and  a  multitude  of  other  things  that,  in  my  opinion,  are 
strictly  in  the  category  of  debts  and  should  be  dealt  with  by  the  court. 

The  ICC  took  the  position  in  the  Rock  Island  case  that  per  diem 
was  sui  generis  entitled  to  special  treatment.  Perhaps  per  diem  should 
be  granted  a  priority.  The  Commission  caught  the  ear  of  the  court  of 
appeals  in  our  circuit  and  won  that  particular  issue.  But  certainly, 
when  we  are  dealing  with  the  other  categories  of  interline  debts,  they 
should  be  in  no  preferred  position.  They  are  not  entitled  to  be. 
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Section  1169,  as  drafted,  removes  the  necessity  for  court  approval 
on  payment  of  all  interline  debt,  in  any  category,  and  whether  pre-  or 
post-bankruptcy.  While  the  draft  is  not  too  clear,  it  inferentially 
creates  a  priority  by  removing  the  court's  discretion  to  rule  on  the 
payment  of  pre-bankruptcy  interline  debt.  I  understand  the  AAR  is 
pressing  for  even  stronger  language  than  that  contained  in  section 
1169  which  would  make  such  payments  by  a  trustee  mandator}'.  The 
effect  of  their  request  is  to  assure  creditor  railroads  of  a  100  percent 
preferential  payment  of  all  their  pre-bankruptcy  claims,  thereby  com- 
pletely removing  them  trom  the  general  unsecured  class  of  creditors. 

This  casts  a  tremendous  burden  on  the  trustee  who  is  deprived  of 
cash  needed  to  halt  negative  cash  flows  and  maintain  operations 
while  rebuilding  the  road.  Even  if  the  creditor  railroads  were  to  be 
magnanimous  and  acquiesced  to  a  postponed  payment  of  the  priori- 
ties which  they  seek,  it  still  would  not  solve  the  problem  of  the  creation 
of  a  large  priority  debt  which  still  has  to  faced  under  a  plan  of  re- 
organization and  be  paid  in  full. 

I  would  therefore  recommend  that  the  proviso  contained  in  the 
draft  of  section  1169  be  deleted  thus  permitting  a  court  to  order  a 
deferral  of  all  railroad  prebankruptcy  debt  with  the  possible  exception 
of  freight  and  passenger  revenues  under  the  Penn  Central  "trust  fund" 
theory.  Railroads  would  not  be  substantially  prejudiced  by  my  sug- 
gestion, since  all  postpetition  railroad  obligations  already  have  a 
cost  of  administration  priority  status.  They  are  receiving  this  money 
from  the  Rock  Island  on  a  current  basis. 

I  am  of  the  opinion  that  railroad  debtors  can  cope  with  this  post- 
petition  payment.  But  the  payment  of  prepetition  debt  creates  an 
unreasonable  burden  and  is  clearly  a  preference  to  the  railroad 
creditors. 

The  elimination  of  all  prebankruptcy  interline  debt  as  a  priority 
except  for  freight  revenues  will  enhance  a  debtor's  rehabilitation 
prospect  and  provide  a  contribution  to  the  reorganization  from  all 
creditors  rather  than  preferring  the  railroads  as  a  class. 

Why,  Mr.  Chairman,  for  example,  should  the  railroads,  because  of 
their  service  to  the  public  be  preferred  as  crditors?  Why  should  not 
other  suppliers  of  the  Rock  Island  or  other  creditors  also  be  preferred? 
Fuel  suppliers,  for  example.  Why  should  not  all  creditors  supply  the 
Rock  Island  with  paperclips  or  anything  else  be  preferred  as  a  credi- 
tor? Why  single  out  the  railroads  and  say  that  they  are  not  creditors 
in  the  debtor-creditor  sense? 

I  have  heard  testimony  that  if  pre-petition  debt — interline  debt — 
is  not  paid  to  some  of  these  railroads,  it  might  trigger  the  filing  of 
section  77  proceedings  for  those  roads.  Mr.  Chairman,  I  do  not  agree 
with  that  conclusion  since,  when  3rou  spread  the  distribution  amongst 
all  of  the  railroads,  the  effect  on  each  recipient  is  miniscule.  In  the 
Rock  Island  proceeding,  for  example,  if  section  1169  as  drafted  was 
to  be  the  governing  law,  the  trustee  would  be  confronted  with  a 
priority  burden  of  $14  million  to  be  paid  immediately — exclusive  of 
freight  and  passenger  pre-bankruptcy  revenues — half  of  this  amount 
being  estimated  to  be  car  repair  claims  for  car  defects  occurring  prior 
to  the  onset  of  reorganization  and  before  the  trustee  was  appointed. 
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I  believe  that  it  is  unfair  when  dealing  with  car  defects  that  occurred 
prior  to  bankruptcy  to  impose  that  priority  on  the  trustee  and  say: 

Now  you  must  pay  that  as  a  cost  of  your  administration  and  do  it  now  out  of 
your  current  operating  revenues.  If  you  are  going  to  fund  your  reorganization, 
then  you  have  to  get  your  money  someplace  else.  Go  to  the  Government  for 
public  contribution  or  go  to  the  general  unsecured  creditor  classes  and  get  it  there. 
Or,  go  wherever  you  want,  but  just  leave  us  alone.  Make  absolutely  sure  that  the 
railroad  creditors  get  100  percent  of  their  claims. 

The  second  class  of  creditors,  and  I  know  this  is  a  delicate  subject, 
Mr.  Chairman,  but  I  feel  I  must  enter  into  this  phase  of  it — which 
must  contribute  to  a  reorganization  should  be  the  labor  creditors. 
Their  successful  lobby  has  created  a  situation  for  railroad  labor  not 
available  to  labor  in  any  other  reorganization  section,  either  presently 
on  the  books  or  proposed  in  Senate  bill  2266.  I  say  that  emphatically 
because  if  General  Motors,  for  example,  were  to  file  tomorrow  under 
the  proposed  Senate  bill  2266,  they  would  not  be  faced  with  a  com- 
parable section  that  applies  to  railroad  reorganizations  where  col- 
lective bargaining  is  preserved  under  the  Railway  Labor  Act.  Railroad 
debtors  in  the  1930's  and  1940's  were  not  burdened  with  cash  flow 
problems  because  of  their  profitable  operations.  Labor  at  that  time 
succeeded  in  removing  itself  as  a  creditor  class  completely  by  procuring 
the  mandate  of  Congress  on  the  court  and  its  trustee  that  labor  was 
to  be  completely  unaffected  by  the  proceeding.  A  trustee  was,  and  is, 
prevented  from  rejecting  existing  labor  contracts  he  may  consider 
unreasonable.  With  new  contracts,  the  trustee  must  elect  to  either 
enter  into  collective  bargaining  in  one  of  the  most  difficult,  lengthy, 
and  perplexing  processes  in  U.S.  industrial  relations,  or  simply  give 
the  entire  matter  over  by  power  of  attorne}T  to  national  rail  labor 
bargaining  units. 

The  latter  route  has  created  almost  uncontrollable  increases  in 
costs,  as  with  Penn  Central,  for  example.  At  Rock  Island,  the  trustee 
has  himself  undertaken  to  deal  with  labor  on  an  individual  basis.  We 
are  hoping  that  we  can  achieve  something  with  labor  in  that  context, 
and  to  try  to  control  some  of  the  costs.  If  contracts  were  always 
handled  nationally,  labor  costs  would  continue  to  rise  during  a  reor- 
ganization. Rules  that  provide  cost  handicaps  to  a  debtor  would 
remain  inflexible  because  of  the  trustee's  inability  to  modify  them.  Such 
inflexibility  would,  at  minimum,  delay  reorganization  or,  indeed, 
possibly  frustrate  any  reorganization  at  all.  Inflexible  labor  rules 
create  an  additional  burden  for  the  trustee,  just  as  in  the  case  of 
suggested  priorities  for  prebankruptcy  railroad  interline  debt,  and 
he  is  forced  to  seek  greater  public  funding,  which,  in  turn,  produces 
greater  debt  and  less  profitability  for  the  road  to  face  in  its  effort  to 
achieve  viability  and  to  formulate  its  plan  of  reorganization. 

The  labor  ranks  and  their  unions  must  begin  to  realize  that  if 
marginal  roads  are  rendered  extinct  through  a  weakened  bankruptcy 
rehabilitative  vehicle,  labor  will  eventually  suffer  through  massive 
layoffs.  They  must  consequently  seek  to  contribute  to  a  reorganiza- 
tion, just  as  all  other  creditors,  secured  and  unsecured,  and  should 
look  to  a  court  which  is  strengthened  rather  than  weakened  by  any 
proposed  legislation,  and  able  to  make  sound  economic  decisions  in 
their  interests  as  well  as  the  balanced  interests  of  all  other  parties. 

Mr.  Chairman,  I  heard  Judge  McGarr's  testimony  earlier  expressing 
reluctance  that  a  bankruptcy  vehicle  should  provide  for  the  transfer 
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of  collective  bargaining  to  the  function  of  the  judge.  But  what  Judge 
McGarr  does  not  know,  perhaps,  because  this  has  occurred  only 
recently,  is  that  Rock  Island  hail  been  served  with  notices  that  would 
add  a  cost  burden  to  it  of  $230  million  over  the  next  3  years.  This  is 
what  we  have  to  cope  with  within  the  framework  of  section  6  of  the 
Railway  Labor  Act.  Perhaps  we  can  cope  with  it  if  we  had  time.  But 
Senate  bill  2266  says  you  have  to  reorganize  in  3  years  or  less  or  be 
liquidated.  How  do  you  do  that?  Implementation  of  section  6  takes 
time,  so  that  a  trustee  would  have  to  abdicate  on  labor  completely. 
In  the  context  of  an  expedited  rehabilitation,  which  apparently  is  the 
£oal  set  under  Senate  bill  2266,  you  would  have  to  abdicate  to  labor 
and  say:  "Well.  I  give  up.  You  go  ahead  and  achieve  your  national 
contracts  and  whatever  emerges  I  will  adopt  them.  As  far  as  local 
rules  are  concerned,  I  will  have  to  take  them." 

In  the  interest  of  preserving  rather  than  liquidating  railroads,  labor 
must  consequently  seek  to  contribute  to  the  reorganization,  just  as 
all  other  creditors,  secured  and  unsecured.  They  must  look  to  a  court 
for  sound  economic  decisions  in  their  interests  as  well  as  the  balanced 
interests  of  all  other  parties. 

I  believe,  therefore,  that  section  1177  of  the  proposed  bill  should 
be  eliminated  in  favor  of  a  moratorium  of  section  6  of  the  Railway 
Labor  Act  which  describes  the  procedures  that  must  be  followed  to 
modify  existing  labor  contracts.  Labor's  remedy  would  then  be  in  the 
reorganization  court  which  would  have  the  responsibility  to  act 
promptly  and  equitably  in  the  treatment  of  all  creditor  interests  as 
well  as  the  best  interest  of  the  debtor. 

Mr.  Chairman,  I  do  not  wish  to  imply  in  any  way  that  standard 
wages  and  benefits  should  be  affected.  What  I  am  saying  is  that  my 
suggestion  would  encourage  the  adoption  of  more  efficient  rules  and 
practices  and  protect  the  standard  wages.  This  is  what  we  have  done 
in  the  Rock  Island  so  far  in  the  pending  negotiations.  We  have  told 
labor:  "We  want  you  to  have  standard  wages  and  benefits.  We  do 
not  want  you  to  be  second-class  citizens  because  you  work  for  the  Rock 
Island."  We  are  pleading  with  them  to  sit  down  in  the  interest 
of  ultimate  rehabilitation  to  attempt  to  work  out  something  with 
respect  to  some  of  these  rules  that  cast  an  economic  burden  on  the 
Rock  Island.  I  say  to  your  subcommittee,  Mr.  Chairman,  that  if  we 
are  able  to  do  that  in  the  Rock  Island,  we  might  conceivably  save  as 
much  as  $10  million  annually.  This  is  a  lot  of  money  and  labor  would 
not  suffer.  They  would  still  have  their  standard  wages  that  they  would 
be  entitled  to  nationally.  This  $10  million  can  go  into  track  and  go 
into  equipment  and  hasten  the  day  of  reorganization.  That  is  the 
name  of  the  game. 

Senator  DeCoxcixi.  Let  me  interrupt  you  there.  When  you  say 
that  labor  will  not  suffer;  do  you  not  think  that  perhaps  the  wage 
earner  of  the  Rock  Island  might  disagree  with  you  in  the  fact  that  you 
are  suggesting  that  they  do  not  get  what  the}r  have  a  contract  to 
receive? 

Mr.  Manos.  Mr.  Chairman,  I  suggest  to  you  that  if  the  labor 
ranks  were  to  be  polled  in  their  particular  situation,  I  believe  that 
we  will  find  that  the  labor  ranks,  if  they  were  assured  standard  wages, 
or  the  wages  that  national  now  is  negotiating,  and  if  they  were  able 
to  achieve  those  increases  on  a  national  scale  that  are  being  bargained 
collectively,  then  our  labor  ranks  would  be  satisfied. 
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Senator  DeCoxcini.  Are  your  existing  labor  agreements  in  excess 
of  the  national  rate ;  is  that  what  you  are  saying? 

Mr.  Manos.  I  am  not  saying  that.  I  am  suggesting  that  they  have 
the  same  scale  as  achieved  on  the  national  negotiations. 

Senator  DeCoxcini.  Where  do  you  get  that  $10  million  saving? 

Mr.  Manos.  Through  a  modification  of  the  rules.  I  have  a  whole 
list  of  rules  with  me  today  that  could  save  money  for  the  Rock  Island 
or  any  other  reorganization  debtor  and  not  appreciably  hurt  the  labor 
ranks.  Some  of  these  work  rules,  Mr.  Chairman,  in  some  instances  do 
not  even  provide  any  appreciable  fringe  benefits  for  labor.  What  they 
do  is  cast  a  burden  on  the  railroad.  This  is  the  area  that  we  are  hoping 
and  praying  that  we  are  going  to  be  able  to  achieve  an  accord  with  all 
the  operating  unions.  We  are  trying  to  do  this  before  January  1. 
This  is  extremely  important  in  the  context  of  everybody  contributing 
to  the  reorganization. 

Senator  DeConcini.  Are  you  suggesting  that  our  legislation  might 
include  specifically  some  of  these  particular  rules  that  you  are  talking 
about  negotiating? 

Mr.  Manos.  I  would  not  suggest  that,  Mr.  Chairman.  I  believe  for 
Congress  now  to  delineate  a  working  program  for  these  work  rules 
would  not  be  the  most  effective  vehicle.  The  effective  vehicle  would 
be  to  eliminate  collective  bargaining  outside  of  the  scope  of  the  re- 
organization court  and  to  permit  labor  to  negotiate  their  contracts 
with  the  court  and  with  its  trustee.  This  is  what  I  am  suggesting 
specifically.  My  suggestion  would  not  effect  standard  wages  and  bene- 
fits and  would  encourage  adoption  of  more  efficient  rules  and  prac- 
tices. What  is  important,  however,  is  that  these  economic  decisions 
could  be  made  by  a  strong  court  in  an  expeditious  fashion  so  as  to  set 
the  stage  for  the  early  reorganization  which  the  proposed  Senate  bill 
2266  appears  to  require. 

To  achieve  all  of  the  above  requires  a  strong  court  with  unfettered 
equitable  powers,  making  economic  decisions  for  both  debtors  and 
creditors  within  the  framework  of  constitutional  limitations  and 
dimensions.  These  powers  must  be  coupled  with  strong  ties  to  the 
Interstate  Commerce  Commission  and  the  Department  of  Trans- 
portation in  the  public  interest  comparable  to  the  present  state  of 
the  law. 

The  proposed  Senate  bill  2266  swings  much  too  far  in  favor  of 
placing  the  important  decisions  in  a  regulatory  agency,  placing  the 
court  in  a  secondary  capacity  of  rubber  stamping  the  Commission's 
decisions  with  very  circumscribed  powers  of  review.  I  consider  this 
to  be  a  grave  error  despite  the  built-in  time  constraints  for  reorganiza- 
tion which  ostensibly  streamline  or  expedite  the  reorganization  process. 
Far  from  doing  that,  it  places  the  major  economic  decisions  for  the 
railroad  in  a  decentralized  atmosphere  which  could  be  subject  to  a 
panoply  of  external  influence  which  would  trigger  liquidation  within 
the  less  than  two  and  one-half  year  framework  provided  by  the  pro- 
posed legislation.  By  also  creating  a  larger  cost  of  administration 
burden  on  the  trustee  and  his  estate  for  this  service — section  1172(c) — 
instead  of  out  of  its  own  budget  as  is  true  under  section  77,  a  further 
impediment  to  reorganization  is  created  by  the  increase  in  priority 
debt  over  which  the  court  has  no  control. 

I  do  not  infer  in  any  way  that  the  Commission's  role  should  be 
diminished  in  the  reorganization  process.  Their  expertise  in  the  aban- 
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donment,  line  transfer,  and  plan  of  reorganization  areas,  including 
merger  inclusion  with  other  roads  when  called  for,  must  be  preserved 
and  enhanced  as  vital  proceedings  to  assist  the  court.  My  opinion  is 
that  the  Commission  should  retain  its  powers  under  the  present  state 
of  the  law  in  dual  jurisdiction  and  partnership  with  the  court  to  decide 
those  matters  and  to  present  them  to  the  court  for  its  ultimate 
approval. 

I  must  take  this  opportunity  to  applaud  the  Commission's  role  in 
the  pending  Rock  Island  case.  Their  constant  vigil  over  the  proceed- 
ings and  liaison  to  the  court  has  produced  expeditious  handling  of 
abandonment  applications  and  firm  support  in  the  trustee's  efforts  to 
fund  his  rebuilding  projects.  Their  early  approval  of  securities  as 
required  under  section  20(a)  of  the  Interstate  Commerce  Act  enhanced 
the  trustee's  objectives.  I  am  confident  that  the  Commission  will 
promptly  discharge  its  statutory  duties  under  section  77  as  a  partner 
of  the  court  when  Rock  Island  has  arrived  at  the  formal  plan  stage  of 
the  proceedings. 

Time  constraints  should,  nevertheless,  be  placed  on  the  Commission, 
however,  in  any  new  legislation  so  as  not  to  encourage  any  possible 
delay.  Moreover,  the  court's  powers  of  approval  should  be  strength- 
ened beyond  the  circumscribed  review  procedures  provided  under 
section  1174. 

A  very  important  contribution  to  the  rehabilitative  vehicle,  Mr. 
Chairman  can  be  made  by  the  Government.  I  believe  that  the  Govern- 
ment's contribution  to  the  reorganization  of  railroads  must  be  through 
quick  implementation  of  Federal  funding  legislation  such  as  the  4-R 
Act  or  similar  legislation  to  be  enacted  in  the  future,  until  such  time  as 
healthy  roads  are  restored  to  the  national  rail  S3Tstem.  Coupled  with  the 
contribution  to  prospective  viability  by  private  creditor  interests  as  I 
have  suggested,  this  Government  funding  need  not  be  massive,  but 
can  be  controlled  and  selective  on  worthy  projects  with  high  public 
benefits.  Rock  Island's  trustee  has  been  patiently  waiting  for  such 
funding  but  unfortunately  has  not  received  dime  one  despite  over  1 
year  of  studies  by  the  Federal  Railroad  Administration  on  its  applica- 
tions. The  Government  contribution  to  the  reorganization,  conse- 
quently, must  be  expedited  in  order  to  assist  the  rehabilitation  process 
of  any  bankruptcy  act. 

Mr.  Chairman,  I  heard  your  question  which  was  addressed  to  the 
other  witnesses  as  to  whether  Congress  should  enter  into  the  picture 
and  take  over  the  railroad  rehabilitative  process. 

In  effect  it  has  already  done  so.  Congerss,  under  the  4-R  Act 
recently  enacted  has  declared  its  policy  of  aiding  and  abetting  finan- 
cially distressed  roads  so  that  they  can  achieve  viability  and  be  self- 
sustaining  in  the  private  sector.  Congress  has  supplied  the  vehicle.  We 
are  all  waiting  now  for  the  Department  of  Transportation  and  the 
Federal  Railway  Administration  to  implement  this  legislation.  This  is 
the  Government's  contribution  to  assist  the  marginal  roads  in  the 
public  interest. 

Finally,  Mr.  Chairman,  I  must  address  certain  provisions  of  the 
proposed  legislation  which  give  me  much  concern  dealing  with  time 
frames  for  the  reorganization  of  railroads.  See  sections  1172  and  1175. 
Section  1172  requires  a  trustee  to  file  a  plan  with  the  Commission 
within  8  months  of  the  commencement  of  the  proceeding,  not  to 


798 

be  extended  for  more  than  4  additional  months  or  a  total  of  12  months. 
Unless  such  a  plan  has  been  filed,  approved  by  the  Commission  and 
submitted  to  the  court  for  its  confirmation  within  21  months  of  the 
onset  of  the  proceedings,  the  court  is  required,  without  discretion, 
to  hold  a  hearing  within  30  days  to  determine  whether  the  railroad 
should  be  liquidated.  If  the  court  finds  that  reorganization  may  be 
possible,  he  is  permitted  to  direct  the  Commission  or  the  trustee 
to  file  a  plan  within  6  months  from  the  elate  of  the  statutory  30-day 
hearing  as  initially  set  by  the  court.  Unless  a  plan  is  filed  within  that 
time,  the  court  has  no  option  but  is  required  to  order  liquidation — 
section  1175.  The  total  permissible  time  available  for  the  filing  of 
a  plan  is  28  months — 630  plus  30  plus  180  days — with  no  discre- 
tionary power  to  extend.  The  Commission  is  thereafter  afforded  9 
months  to  approve  and  submit  the  same  to  the  court  for  its  confir- 
mation which  I  presume  cannot  be  unreasonably  delayed  by  the  court. 

It  is  noteworthy  that  these  time  constraints  are  imposed  only  on 
railroad  reorganization  debtors  and  their  trustees,  while  in  all  other 
reorganizations  under  proposed  chapter  11,  no  time  limits  are  set. 
In  this  connection,  I  invite  }'our  attention  to  section  1121(d)  of  the 
proposed  bill — inapplicable  to  railroads  by  virtue  of  section  1161 — 
which  gives  the  court  discretionary  power  "for  cause"  to  extend  the 
filing  dates  of  the  plan. 

Senator  DeConcini.  Let  me  interrupt  on  that  matter.  Is  there  any 
justification  for  time  limits  to  be  imposed  when,  in  fact,  even  in  your 
railroad  case,  there  are  Federal  funds  involved  and  loans  and  grants 
made  to  various  railroads?  Does  that  not  give  some  justification  to 
expedite  it  so  the  Government  will  be  in  and  out  of  it,  either  success- 
fully or  unsuccessfully? 

Mr.  Manos.  I  must  answer  that  by  saying  that  one  must  assume 
that  within  that  expedited  time  frame  the  Government  is  going  to 
act  promptly  in  funding  a  reorganization  debtor  that  needs  it.  Addi- 
tionally, we  must  assume  that  labor  is  going  to  contribute  to  the 
reorganization;  that  interline  railroads  are  suddenly  going  to  become 
magnanimous  and  admit  that  they  are  pre-petition  unsecured  credi- 
tors like  everybody  else,  and  also  that  there  would  be  an  interaction 
of  all  of  these  factors  so  that  the  legislation  of  time  constraints  would 
become  practical. 

Then  I  would  say  that  if  all  of  these  things  interacted,  then,  sure, 
we  might  achieve  quicker  reorganizations.  But  who  is  to  assure  a  re- 
organization debtor  who  files  tomorrow  that  the  interaction  of  all  of 
these  factors  are  going  to  occur?  It  is  not  built  into  this  rehabilitation 
statute.  It  is  not  built  into  S.  2266.  It  has  not  been  built  into  section  77. 
So,  all  of  these  things  have  to  happen  and  somebody  has  to  make 
them  happen.  The  only  one  who  can  do  that  is  a  court  with  the  dis- 
cretion to  extend  a  reorganization  while  carefully  monitoring  any 
possible  prejudice  to  creditor  rights. 

Let  me  address  now  my  response  with  a  little  more  particularity  to 
the  Rock  Island  in  terms  of  time  constraints.  I  feel  that  there  has  to 
to  be  sufficient  time  and  flexibility  to  act,  as  Judge  McGarr  in  Rock 
Island  has  now  acted,  to  allow  the  railroad,  for  example,  sufficient  time 
to  stabilize  its  operation  and  to  take  care  of  the  problems  that  resulted 
from  previous  management  policies.  A  railroad  debtor  and  its  trustee 
should  investigate  consolidation  with  other  lines  or  possible  mergers. 
This  takes  time. 
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In  fact,  in  the  Rock  Island  case,  we  are  confronted  with  a  merger 
that  has  been  announced  between  the  Burlington  and  Frisco.  Tluit 
merger  affects  the  Rock  Island  and  it  is  something:  that  the  trustee 
has  to  look  at  in  the  context  of  a  formulation  of  the  plan.  You  canont 
do  that  overnight.  Burlington  is  one  of  Rock  Island's  biggest  con- 
nections and  the  Frisco  is  one  of  its  biggest  competitors.  You  put 
those  two  things  together  and  how  do  you  formulate  a  plan  in  3 
years  while  ignoring  what  is  happening  around  you. 

It  is  not  enough  to  say:  "Mr.  Trustee,  give  us  your  plan,  regardless  of 
what  it  is  but  do  it  quickly.  We  will  consider  you  cured  and  will  send 
you  out  into  the  marketplace."  How  do  you  do  that? 

Senator  DeConcini.  What  assurance  does  the  taxpayer  or  the 
Government  have  if  they  are  going  to  attempt  to  help  some  of  these 
railroads  that  the  case  is  going  to  be  terminated  or  brought  to  some 
culmination  within  some  reasonable  time,  if  not  3  years,  then  some 
period  of  time  that  it  does  not  go  10  years  or  longer  and  then  have 
to  liquidate  it? 

It  seems  to  me  there  is  justification  that  some  time  restraints  be 
in  there  just  by  the  fact  that  the  Federal  Government  does,  in  many 
instances,  get  involved  financially. 

Mr.  Manos.  Mr.  Chairman,  your  question  is  very  appropriate.  I 
would  like  to  respond  by  saying  that  the  duty  of  the  Department  of 
Transportation  and  the  Federal  Railroad  Administration,  as  I  per- 
ceive it  under  the  4-R  Act,  is  to  fund  worthy  projects  that  have  high 
public  benefit  without  regard  to  the  reorganization  or  the  timing  of 
the  reorganization  of  the  debtor.  Regardless  of  what  happens  in  the 
reorganization  process,  the  public  will  continue  to  be  benefitted  by 
the  application  of  these  funds. 

Senator  DeConcini.  During  that  period  of  time  only,  you  are 
suggesting. 

Mr.  Manos.  That  is  absolutely  correct. 

Senator  DeConcini.  In  other  words,  the  Government  should  be 
prepared  to  invest  public  funds  and  not  having  any  kind  of  assurance 
that  it  is  going  to  be  brought  to  a  conclusion  as  to  whether  or  not  it 
is  going  to  succeed  or  not,  but  just  on  the  basis  of  continuing  the  public 
service  or  the  public  interest  during  that  period  of  time  which  may  be 
short;  is  that  right? 

Mr.  Manos.  There  should  be  a  proper  balance  between  those  con- 
siderations, the  public  benefit  versus  where  the  railroads  are  going  in 
the  context  of  their  reorganization.  There  should  be  a  balance.  As  I 
understand  the  sense  of  Congress  under  the  4-R  Act,  the  balance 
should  be  tilted  in  favor  of  the  public  benefit  in  that  respect.  I  would 
believe  that  under  the  recommendations  that  I  have  made  here  today 
that  this  funding  need  not  be  massive  provided  everybody  contributes 
to  the  rehabilitation.  The  public  consequently  need  not  be  burdened 
to  a  degree  as  in  Penn  Central,  where  we  have  billions  of  dollars  now 
that  are  being  poured  into  ConRail  and  in  fact,  the  tremendous 
amount  that  went  into  the  prereorganization  phase  of  it.  I  find  it 
totally  unrealistic  to  impose  no  time  constraints  on  a  "widget"  manu- 
facturer undergoing  reorganization  while  simultaneously  ordering  rail- 
roads operating  in  the  public  interest  to  file  acceptable  plans  within 
28  months  or  be  summarily  liquidated.  One  would  think  that  the 
reverse  should  be  true  since  the  projected  viability  of  widget-type 
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reorganizations    and    their   prospect    of    achieving    an    accord    with 
creditors,  most  certainly  is  attainable  within  28  months. 

A  railroad,  however,  with  its  multitude  of  problems  and  complexity 
of  its  farflung  system,  should  be  given  an  opportunity  within  reason- 
able time  constraints  to  file  an  acceptable  plan,  the  time  frames  to  be 
derided — not  by  the  Commission  alone — but  by  a  strong  court  exer- 
cising sound  discretion  in  the  interest  of  all  parties  and  the  protection 
of  their  constitutional  rights. 

Another  big  problem,  for  example,  that  we  are  facing  in  the  Rock 
Island  and  that  has  to  be  addressed  within  a  short  time  frame  is  to 
rebuild  track  and  replenish  car  supply.  How  do  you  do  this  in  the 
framework  of  just  a  3-year  reorganization?  This  is  almost  akin  to 
putting  a  very  sick  man  into  a  hospital  and  performing  serious  surgery 
on  him  and  the  very  next  morning  announcing  to  him:  "Your  surgery 
has  been  very  successful.  Now  we  want  you  to  get  up  immediately 
and  go  right  to  work." 

I  do  not  think  this  is  the  way  to  do  it.  You  need  a  sound  and  healthy 
railroad  that  is  achieving  consistent  profitability.  The  only  way  you 
are  going  to  do  that  is  by  an  interrelation  of  all  of  these  things  that  I 
have  suggested,  including  the  rebuilding  of  its  tracks,  and  its  roads, 
and  including  the  replenishment  of  its  car  supply. 

The  legislation  of  such  a  restricted  time  for  railroad  trustees  to 
formulate  and  file  a  plan  will  result  in  the  liquidation  of  railroads 
rather  than  their  rehabilitation. 

I  hope  it  does  not  happen.  If  another  railroad  in  our  district  is 
compelled  to  file  tomorrow  under  Senate  bill  2266  as  presently  pro- 
posed, it  would  mean  that  this  railroad  would  be  eliminated.  Perhaps 
this  is  a  result  that  some  people  would  want  in  order  to  eliminate 
competition  and  weed  out  some  of  the  weak  roads,  but  this  certainly 
cannot  be  in  the  best  public  interest.  I  believe  that  the  sense  of  Con- 
gress is,  and  the  public  interest  dictates,  that  what  we  should  have  is 
more  railroads  that  are  energy  efficient.  Most  certainly,  the  shippers 
need  these  railroads.  If  the  Rock  Island,  for  example,  were  to  dis- 
appear— and  even  if  other  roads  were  to  take  over  its  more  profitable 
lines  and  its  segments — there  would  still  be  shippers  out  there  that 
would  be  compelled  to  go  to  other  modes  of  transportation  that  would 
be  more  expensive  for  them. 

So,  I  say  that  I  do  not  believe  that  this  is  the  sense  of  Congress. 
I  believe  what  we  are  looking  for  is  the  salvation  of  railroads.  This 
should  be  the  objective  of  Senate  bill  2266. 

I  sound  this  warning  because  this  is  especially  true  under  the  present 
condition  of  the  railroad  industry  which  is  depressed  both  plrysically 
and  financially,  and  requires  strong  rehabilitative  measures  rather 
than  stringent  time  limitations  to  effect  reorganization  of  its  railroads. 
Moreover,  debtor  railroads  must  have  a  reasonable  time  to  achieve 
an  interaction  of  the  various  creditor  and  governmental  contribution 
factors  which  I  have  outlined  in  this  statement. 

If  a  railroad  were  to  file  a  proceeding  tomorrow  under  the  pro- 
posed Senate  bill  2266,  it  would  face  instant  liquidation,  given  the 
priorities  contemplated  for  railroad  creditors,  the  highly  protective 
provisions  for  labor  collective  bargaining,  and  the  painstakingly  slow 
process  of  receiving  Federal  funds  for  worthy  projects  with  priority 
public  benefits,  not  to  mention  a  weakened  court  with  a  dilution  of  its 
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equitable  powers  to  monitor  economic  decisions  for  reorganization 
debtors  within  constitutional  bounds.  I  do  not  believe  that  the  Con- 
gress intends  such  a  result  since  it  defeats  the  policy  of  Congress,  as 
declared  in  the  recently  enacted  4-R  Act,  to  restore  the  physical 
plants  of  railroads  and  their  financial  stability  so  that  they  will  remain 
viable  in  the  private  sector  of  the  economy. 

Incidentally,  Mr.  Chairman,  I  call  your  attention  to  the  provision 
of  the  4-R  Act  recently  enacted  in  1976  that  made  provision  for  the 
funding  of  railroads  in  reorganization  through  the  vehicle  of  trustee 
certificates.  There  was  a  reason  for  that  provision  in  the  statute. 
Congress  perceived  that  there  were  railroads  in  reorganization  that 
needed  the  funding  that  I  am  talking  about  in  order  to  achieve  not 
only  high-priority  public  interest  projects,  but  also  to  achieve  the 
ultimate  viability  of  these  roads  in  the  private  sector. 

I  would  respectfully  recommend  in  consequence  that  sections  1172 
and  1175  be  modified  to  retain  the  present  state  of  the  law  and  the 
court's  sound  discretion  to  determine  reorganization  timing. 

Mr.  Chairman  and  members  of  the  subcommittee,  I  thank  you  for 
your  invitation  to  appear  here  today,  and  hope  that  my  3-}^ear  experi- 
ence in  a  living  railroad  reorganization  with  viable  prospects  has 
provided  some  useful  information  for  the  future. 

My  only  regret  is  that  my  duties  as  counsel  for  Mr.  Gibbons  in 
the  demanding  day-to-day  process  has  not  permitted  me  in  the  limited 
time  available  to  address  other  problems  that  I  find  in  the  act  that 
also,  in  my  opinion,  should  be  addressed  as  they  affect  railroad 
reorganization. 

Thank  you  very  much.  I  would  be  pleased  to  answer  any  questions. 
Senator   DbConcini.   Thank  you  very  much.   That  is   excellent 
testimonj^,  and  it  will  be  extremely  helpful  to  us.  I  compliment  you 
on  the  superb  job  in  reorganizing  the  Rock  Island. 

Judge  McGarr  indicated  today  some  fees  that  had  been  paid,  and 
Mr.  Dixon  had  brought  out  some  fee  schedules.  Can  you  disclose  to 
us  what  the  trustee's  fee  is? 

Mr.  Manos.  As  indicated  by  Judge  McGarr,  the  fees  that  have 
been  approved  thus  far  by  the  ICC  for  Trustee  Gibbons  have  been 
in  the  area  of  a  total  of  $180,000  on  an  annual  basis,  although  I  do 
not  believe  that  this  is  annualized. 

The  application  is  made  every  6  months,  and  then  it  is  up  to  the 
Commission  to  determine  within  the  framework  of  the  work  that 
was  accomplished  within  that  6-month  period  amounts  to  recommend 
maximum  limits  to  the  court  for  its  ultimate  approval.  But  these  are 
the  parameters  that  have  been  established  by  the  Interstate  Commerce 
Commission  thus  far. 

Senator  DeCoxcixi.  In  addition,  he  has  asked  for  attorneys'  fees? 
Mr.  Manos.  A  separate  application  has  been  filed  by  myself — and, 
incidentally,  Mr.  Chairman,  I  must  point  out  that  in  this  instance 
I  am  the  only  attorney  representing  the  trustee.  I  do  not  elect  to  have 
the  forces  of  a  large  law  firm  building  up  costs  of  administration  in 
this  particular  reorganization  proceeding.  It  was  the  intent,  as  I 
believe  Judge  McGarr  announced  very  early  in  the  proceeding,  to 
effect  an  extremely  economical  administration.  This  he  proposed  to 
achieve  by  eliminating  a  committee  of  trustees  and  imposing  that 
responsibility  on  one  trustee,  and  also  by  imposing  the  responsibility 
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of  legal  counsel  on  one  attorney  who  had  the  background  to  be  able 
to  perform  the  functions,  all  the  legal  functions  that  pertain  to 
reorganization,  without  burdening  the  administration  with  large  num- 
bers of  lawyers  that  might  add  to  the  costs  of  administration. 

This,  I  believe,  Mr.  Chairman,  has  been  accomplished. 

Senator  DeConcixi.  You  are  involved  in  a  partnership  law  firm 
now? 

Mr.  Manos.  Yes. 

Senator  DeConcini.  Do  you  spend  all  of  your  time  doing  this? 

Mr.  Manos.  Ninety-nine  point  nine  percent  with  the  Chicago  Rock 
Island  case.  As  I  have  indicated  to  the  Interstate  Commerce  Com- 
mission, and  in  my  applications,  this  has  taken  me  away  from  the 
marketplace,  so  to  speak. 

In  other  words,  I  have  one  client  rather  than  many  clients,  as  I 
have  had  in  the  past. 

Senator  DeConcini.  What  accumulation  of  your  fees  have  been 
petitioned  on  an  annualized  basis? 

Mr.  Manos.  My  income  has  not  dramatically  increased  since  the 
days  of  my  private  practice,  which  was  principally  in  the  bankruptcy 
and  reorganization  field.  My  fees  now  that  have  been  approved  by  the 
Interstate  Commerce  Commission  thus  far  have  been  comparable  to 
the  trustees  fees  that  have  been  approved  for  him.  For  the  periods 
now  that  have  preceded  us,  they  have  been  on  a  scale  comparable  to 
the  trustees  which  would  be  in  the  area  of  $180,000  annually,  which 
is  turned  over  by  myself  to  my  law  firm  which  then  compensates  me 
by  the  way  of  salary  just  as  all  other  law  firms  function. 

Senator  DeConcini.  I  understand. 

Mr.  Manos,  I  thank  you  for  that.  I  have  no  further  questions. 

Does  staff  have  any  questions? 

If  not,  then  we  have  no  further  questions.  We  thank  you  for  this 
fine  testimony.  We  appreciate  your  taking  the  time  to  come  here 
today. 

Mr.  Manos.  Thank  you. 

Senator  DeConcini.  We  will  take  one  more  witness  before  we 
break  for  lunch.  We  will  call  now  Mr.  Lowell  Dinius,  President  of  the 
American  Flether  Leasing  Association  of  Indianapolis,  Indiana. 

We  welcome  you  to  the  committee.  We  appreciate  your  taking  the 
time  to  travel  here. 

STATEMENT  OF  E.  LOWELL  DINIUS,  VICE  PRESIDENT,  AMERICAN 
FLETCHER  LEASING  CORP.,  INDIANAPOLIS,  IND. 

Mr.  Dinius.  Thank  you,  Mr.  Chairman. 

I  appreciate  the  opportunity  to  appear  before  this  subcommittee. 

Senator  DeConcini.  Your  statement  will  appear  in  the  record  at 
this  time  in  to  to  and  if  you  care  to  highlight  that  for  us,  we  will 
appreciate  it. 

Without  objection,  so  ordered. 

[The  prepared  statement  of  E.  Lowell  Dinius  follows:] 

Prepared  Statement  of  Lowell  Dinius 

I  am  submitting  this  statement  in  my  capacity  as  an  attorney  active  in  the 
leasing  industry.  The  corporation  which  employs  me  has  been  involved  as  advisor 
in  lease  transactions,  either  completed  or  committed  to,  during  1977  with  a  total 
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equipment  cost  in  excess  of  $100  million.  Leasing  is  important  to  the  acquisition 
and  use  of  capital  equipment  in  our  economy.  I  appreciate  your  invitation  and 
the  opportunity  I  have  to  make  a  statement  to  your  Subcommittee. 

By  way  of  background,  leasing  enables  a  business  to  acquire  the  use  of  capital 
assets  with  no  initial  expenditure.  The  price  for  the  use  of  the  asset  (rentals)  is 
paid  at  a  time  when  the  asset  is  revenue  producing.  Congress  has  promoted 
leasing  as  a  means  of  satisfying  the  capital  needs  of  American  business  through 
enactments  contained  in  the  Internal  Revenue  Code  of  1954,  as  amended. 

It  is  noted  that  to  comply  with  the  guidelines  promulgated  by  the  Internal 
Revenue  Service,  the  owner  of  equipment  which  is  the  subject  of  a  lease  trans- 
action must  bear  the  economic  risk  of  the  appreciation  or  depreciation  in  the 
value  of  such  equipment.  One  of  the  incentives  to  the  lessor  in  a  lease  transaction 
is  the  possibility  of  substantial  profit  from  the  use  or  disposition  of  leased  property 
subsequent  to  the  expiration  of  the  term  of  the  initial  lease. 

Equipment  leasing  is  significantly  different  from  a  conditional  sale  or  install- 
ment purchase  with  the  accompanying  lien  on  the  equipment  in  favor  of  the 
seller.  In  the  case  of  a  conditional  sale  or  installment  purchase,  the  buyer  con- 
tributes part  of  the  equipment  cost,  usually  to  the  extent  of  10  percent  to  50 
percent.  The  risk  of  the  conditional  seller  is  then  protected  by  that  part  of  the 
value  of  the  equipment  contributed  by  the  buyer  in  excess  of  the  conditional 
seller's  investment  in  the  equipment. 

The  lessor  has  no  such  protection.  In  a  single  investor  lease,  the  lessor  finances 
100  percent  of  the  acquisition  cost  of  the  equipment  and  the  lessor's  risk  includes 
100  percent  of  the  equipment  cost,  not  just  50  percent  to  90  percent  of  the 
equipment  cost.  In  a  leveraged  lease  where  the  lessor  borrows  on  a  non-recourse 
basis  to  finance  the  equipment  purchase,  the  non-recourse  lender  has  a  lien  on 
the  equipment  to  the  extent  of  the  non-recourse  loan  and  the  lessor  takes  the 
risk  on  that  portion  of  the  investment  that  would  be  contributed  by  the  buyer 
in  a  conditional  sale  financing. 

In  making  the  decision  to  lease,  the  equipment  lessor  considers  the  credit 
worthiness  of  a  prospective  lessee  and  the  on-going  value  of  the  equipment.  Unlike 
the  conditional  seller  or  lender,  the  lessor  has  no  intervening  investment  to  lessen 
thr>  impact  of  deterioration  in  the  credit  of  the  lessee  or  deterioration  in  the 
value  of  the  equipment  leased.  Thus,  the  lessor  relies  heavily  on  the  ability  to 
secure  the  return  of  the  equipment  promptly  in  the  event  that  there  is  a  default 
by  the  lessee  in  its  obligations  under  the  lease.  In  exchange  for  this  right  of  prompt 
repossession,  lease  documents  are  conspicuously  devoid  of  restrictive  covenants 
hampering  the  flexibility  of  the  lessee  to  conduct  its  operations.  This  lack  of 
restrictive  covenants  is  naturally  perceived  as  an  advantage  by  the  lessee  of 
the  equipment. 

There  may  be  many  reasons  why  companies  needing  capital  equipment  prefer 
to  lease,  but  one  of  the  significant  reasons  is  that  companies  investing  heavily 
in  capital  equipment  may  not  be  able  to  take  advantage  of  all  of  the  tax  incentives 
associated  with  ownership  of  equipment.  Certain  corporations  choose  to  be  lessors 
because  they  can  take  advantage  of  the  tax  incentives.  Lessors  can  provide  the  use 
of  equipment  to  lessees  at  very  competitive  costs.  Realization  of  tax  incentives 
by  the  lessor  is  a  significant  economic  element  of  lease  transactions  and  the  lessee 
obtains  the  benefit  of  the  lessor's  realization  of  tax  incentives  in  the  form  of  a  lower 
rental. 

In  sum,  the  leasing  industry  provides  a  method  by  which  American  business 
can,  in  part,  satisfy  its  capital  demands  without  incurring  restrictions  on  operating 
flexibility  and  at  rates  which  compare  favorably  to  conventional  financing.  Any 
restrictions  on  the  lessor's  ability  to  secure  the  return  of  the  equipment  or  protect 
equipment  values  in  the  event  of  a  default  by  the  lessee  will  denigrate  the  ability 
of  American  business  to  satisfy  its  demand  for  capital  at  a  reasonable  cost.  Also, 
the  lessor  must  be  protected  as  to  the  use  of  the  equipment  and  the  conduct  of  the 
lessee  so  as  not  to  lose  significant  tax  incentives  which  have  an  economic  impact  on 
the  transaction.  The  lessee  benefits  from  these  tax  incentives  through  the  competi- 
tive rate  which  is  his  cost  for  use  of  the  equipment.  Necessarily,  deterioration  of 
the  ability  to  rely  on  equipment  value  and  tax  incentives  will  result  in  greater 
emphasis  on  the  financial  strength  of  prospective  lessees.  The  result  will  be  that 
weaker  credits  will  be  denied  needed  capital. 

DEFINITION    OF    AFFILIATE 

I  am  delighted  and  relieved  to  find  in  S.  2266  language  which  clarifies  what  is  a 
definitional  defect  in  the  House  Bill,  H.R.  8200.  For  various  business  reasons, 
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special  purpose  corporations  or  trusts  are  frequently  established  to  hold  legal  title 
to  equipment  being  leased.  All  of  the  assets  of  such  a  corporation  or  trust  may  be 
leased  to  one  lessee.  The  shareholder  of  the  corporation  or  beneficial  owner  of  the 
trust  is  the  equity  investor  and,  hence,  the  corporation  or  trust,  as  lessor,  has  an 
arm's  length  relationship  with  the  lessee. 

Under  the  definition  of  Affiliate,  as  contained  in  H.R.  8200  [§  101(2)],  a  cor- 
poration of  the  kind  referred  to  in  the  preceding  paragraph  would  be  an  affiliate 
of  the  lessee-debtor.  Further,  H.R.  8200  is  not  clear  as  to  whether  a  special- 
purpose  trust  would  similarly  be  an  affiliate,  but  it  is  conceivable  that  the  courts 
could  so  construe  the  legislation.  By  definition,  an  affiliate  is  also  an  insider 
[§  101(24)  (E)].  Under  §  547(b)(4),  the  trustee  in  bankruptcy  has  the  right  to 
set  aside  transfers  to  insiders  that  take  place  up  to  one  year  prior  to  the  time  of 
the  filing  of  a  petition.  Arguably,  then,  rent  paid  under  a  lease  during  the  twelve- 
month period  prior  to  the  filing  of  a  petition  could  be  recoverable  by  the  trustee 
in  bankruptcy.  It  is  true  that  the  trustee's  right  is  conditioned  on  the  fact  that  the 
trustee's  right  is  conditioned  on  the  fact  that  the  insider  had  reasonable  cause 
to  believe  the  debtor  was  insolvent  at  the  time  of  transfer;  however,  such  a 
standard  is  of  little  comfort. 

In  addition  to  the  foregoing,  the  lessor  may  have  a  significant  unsecured 
claim  pursuant  to  the  provisions  of  the  lease.  Because  under  the  assumed  cir- 
cumstances the  lessor  is  an  insider,  it  would  be  prohibited  from  participating  in 
the  election  of  the  trustee  [§  702(a)(3)]. 

The  apparent  objective  of  the  definitions  of  affiliate  and  insider  and  the  pre- 
ference provision  is  to  set  aside  transfers  where  the  debtor  and  the  affiliate  have 
common  ownership  and  the  debtor  has  utilized  multiple  corporations  or  trusts 
in  a  bad  faith  effort  to  avoid  payment  of  valid  obligations.  Such  objective  is 
meritorious.  In  such  cases,  the  trustee  in  bankruptcy  should  have  the  power  to 
take  appropriate  action. 

The  language  of  S.  2266  [§  101(2)]  is  a  vast  improvement  over  the  language 
in  H.R.  8200  [§  101(2)],  and  I  feel  the  language  as  now  contained  in  S.  2266 
(October  31,  1977)  adequately  protects  special-purpose  trusts  and  corporations 
used  in  an  arm's  length  transaction  to  provide  needed  financing  for  a  lessee- 
debtor  and  indeed  in  other  types  of  special-purpose  financing  while  still  pre- 
serving the  objective  of  sorting  out  bad  faith  use  of  multiple  business  structures. 
I  am  grateful  to  your  Subcommittee  and  its  staff  for  their  sensitivity  to  this 
highly  complex  but  very  important  issue  to  the  leasing  industry.  I  would  urge 
the  full  Committee  in  any  future  conference  sessions  with  the  House  to  adhere 
to  the  language  as  presently  contained  in  S.R.  2266  [§  101(2)]. 

RELIEF  FROM  THE  AUTOMATIC  STAY 

I  would  now  like  to  focus  on  Chapter  3,  Subchapter  IV — Administrative  Powers. 
Upon  the  filing  of  a  petition  pursuant  to  §  301,  302  or  303,  the  automatic  stay 
[§  362(a)]  goes  into  effect.  §  365(d)(1)  then  gives  the  trustee  the  opportunity  to 
assume  or  reject  the  lease  (i)  within  a  60  day  period  in  cases  filed  under  Chapter 
7  (Liquidation)  and  (ii)  before  the  confirmation  of  a  plan  under  Chapters  9,  11 
(Reorganization)  or  13.  During  the  intervening  time  period  between  the  filing 
of  a  case  and  acceptance  or  rejection  of  the  contract  (which  time  may,  under 
Liquidation,  be  60  days  or  an  extension  of  the  60  days,  or,  under  a  reorganiza- 
tion, be  as  long  as  several  years),  the  lessor  has  the  opportunity  to  petition  for 
relief  of  the  automatic  stay  pursuant  to  §  362(d). 

The  standard  for  relief  has  included  "adequate  protection"  as  such  term  is 
defined  in  §  361.  The  definition  in  §  361  relates  to  "a  decrease  in  the  value  of  such 
entity's  interest  in  such  property".  As  noted  above  in  the  introductory  part  of 
this  statement,  protection  against  diminution  of  property  value  alone,  while 
potentially  adequate  for  the  lender-lien  holder,  is  far  from  adequate  for  the  lessor 
who  has  given  the  lessee  the  economic  benefit  of  tax  incentives.  Mere  use  of  the 
equipment  in  violation  of  lease  provisions  which  does  not  "decrease  the  value  of 
such  entity's  interest  in  such  property"  may  involuntarily  impose  significant 
financial  hardships  upon  a  lessor  in  the  form  of  lost  tax  incentives  and  other 
damages. 

I  believe  your  Subcommittee's  added  language  in  §  362(d)  directing  relief  when 
the  debtor  has  no  equity  in  the  property  recognizes  the  distinction  between 
lending  and  leasing.  The  provision  directs  relief  when  the  debtor  has  no  equity  in 
the  property,  which  will  be  the  case  in  a  true  lease. 
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The  requirement  that  the  lessor  petition  the  court  [§  362(d)]  and  that  a  hearing 
be  held,  upon  notice,  gives  the  court  control  of  the  affairs  of  the  debtor.  The  lessor 
then  has  an  opportunity  to  establish  the  true  lease  situation  by  showing  a  lack  of 
equity  of  the  debtor  in  the  leased  property.  Once  the  lack  of  equity  is  established, 
the  lessor  is  entitled  to  relief. 

RELIEF  TO  BE  GRANTED  AND  ASSUMPTION  OF  THE  CONTRACT 

The  last  sentence  of  §  362(d)  is  not  clear  as  to  the  relief  to  be  granted.  Since 
entities  other  than  lessors  may  be  seeking  relief  pursuant  to  this  sentence,  I 
believe  the  statutory  language  would  be  unnecessarily  complicated  by  further 
amplification.  I  suggest  that  the  report  accompanying  S.  2266  indicate  that  proper 
relief  to  be  granted  a  lessor  will  consist  of  (i)  rejection  or  (ii)  assumption  pursuant 
to  §  365(d). 

§  365(b)(1)  requires  the  trustee  prior  to  assumption  to  (A)  cure  defaults,  (B) 
compensate  for  actual  pecuniary  loss  and  (C)  provide  "adequate  assurance  of 
future  performance  under  such  contract  or  lease."  "Adequate  assurance  of  future 
performance  under  such  contract  or  lease"  would  seem  to  mean  that  the  lessor 
will  receive  the  benefit  of  the  lease  contract;  however,  the  language  is  inconsistent 
with  language  used  in  §  1110  (Aircraft  Equipment  and  Vessels)  and  §  1176  (Rolling 
Stock  Equipment)  where  the  same  objective  is  desired.  The  language  in  these 
latter  sections  is  "agrees  to  perform  all  obligations  of  the  debtor".  I  believe  that 
"agrees  to  perform  all  obligations  of  the  debtor"  is  the  preferable  language  and 
suggest  that  §  365(b)(1)(c)  read  as  follows: 

(c)   agrees  to  perform  all  obligations  of  the  debtor  under  such  contract  or  lease  • 

IPSO  FACTO  OR  BANKRUPTCY  CLAUSE 

Standard  events  of  default  in  lease  documents  usually  include  the  ipso  facto  or 
bankruptcy  clauses  described  in  §  365(b)(2).  If  the  bankruptcy  legislation  de- 
prives thv  lessor  of  its  right  to  withdraw  equipment  because  insolvency  or  filing 
of  a  bankruptcy  petition  has  occurred  and  is  an  event  of  default,  lessors  will  seek 
other  contractural  remedies  so  that  ecjuipment  can  be  withdrawn  before  its  residual 
value  is  jeopardized  by  its  possession  by  a  bankruptcy  trustee. 

Your  Subcommittee  and  its  staff  have  provided  an  adequate  mechanism  for  the 
protection  of  lessors  with  respect  to  the  ipso  facto  or  bankruptcy  clauses.  Because 
of  your  Subcommittee's  modifications,  lessors  will  probably  not  be  pushed  into 
documentation  that  would  be  oppressive  to  a  lessee.  §  365(b)(3)  recognizes  the 
major  areas  of  concern  to  lessors  with  respect  to  application  of  the  ipso  facto  or 
bankruptcy  clauses. 

Under  §  365(b)(3)(A),  a  lessor  has  the  benefit  of  such  clauses  in  cases  under 
Chapter  7  (Liquidation).  Such  benefit  is  consistent  with  the  objective  of  liquida- 
tion. If  the  debtor  is  to  go  through  liquidation,  which  implies  termination  of 
operations,  it  is  difficult  to  justify  the  debtor  or  the  trustee  having  the  ability  to 
assume  a  lease  contract.  Assumption  is  more  likely  to  be  a  desirable  alternative  in  a 
reorganization. 

Under  §  365(b)  (3)  (B),  a  lessor  has  the  benefit  of  its  existing  contracts.  The  pro- 
visions of  H.R.  8200,  if  enacted,  would  summarily  and  materially  alter  the 
rights  between  lessors  and  lessees  with  respect  to  existing  contracts.  Commercial 
lease  contracts  for  the  use  of  equipment  are  customarily  the  result  of  arm's 
length  negotiations.  Once  the  deal  is  struck,  the  lessor  relies  upon  existing  rights 
under  present  law.  Your  Subcommittee  has  preserved  those  rights. 

The  justification  for  assumption  of  a  lease  contract  by  a  trustee  should  be  sur- 
vival of  the  debtor.  If  the  lease  does  not  contribute  to  survival  of  the  debtor,  the 
lessor  should  have  the  benefit  of  a  contract  right  to  withdraw  equipment.  Under 
§  365(b)  (3)  (C),  your  Subcommittee  has  so  provided. 

Under  §  365(b)(3)(D),  your  Subcommittee  has  again  responded  to  the  com- 
plexities of  the  business  community.  At  the  inception  of  a  lease  transaction  the 
lessor  agrees  to  a  lease  rate  (rents)  for  a  fixed  term.  Without  §  365(b)(3)(D),  if 
an  insolvency  occurred  during  a  time  when,  due  to  business  conditions,  the  rental 
value  of  the  ecniipment  was  very  high,  the  trustee  could  take  advantage  of  the  rate 
difference  through  an  assumption  and  an  assignment.  In  contrast,  if  rental  values 
are  low,  the  trustee  need  net  suffer  from  the  business  conditions,  but  can  reject 
the  lease  and  return  the  equipment  to  the  lessor.  The  lessor  is  effectively  robbed  of 
any  upside  potential  but  certainly  left  with  the  downside  risk.  Your  Subcommittee 
has  provided  that  such  an  unfair  consequence  can  be  precluded  by  a  lessor  using 
appropriate  contract  terms. 
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The  provisions  discussed  in  the  foregoing  paragraphs  go  far  toward  solving  some 
practical  problems  of  lessors  while  retaining  the  objectives  of  the  legislation; 
however,  some  ambiguity  remains.  §  365(b)(3)  seems  to  be  contradicted  by 
§  365(f)(3).  It  is  suggested  that  §  365(f)(3)  commence  with  the  words  "Except  as 
provided  in  subsection  (b)(3),  notwithstanding  *  *  *" 

TRANSPORTATION    EQUIPMENT 

Existing  law  provides  that  a  lessor  may  withdraw  aircraft,  vessels,  and  rolling 
stock  from  a  plan  of  reorganization  if  the  contract  so  provides.  This  concept  was 
first  introduced  into  law  in  1935  in  order  to  resolve  uncertainty  as  to  how  entities 
then  being  used  to  finance  railroad  equipment  would  be  treated  under  bank- 
ruptcy law.  It  was  noted  that  lenders  needed  certainty  as  to  their  rights  in  order 
to  encourage  them  to  provide  the  capital  necessary  to  support  a  then-expanding 
railroad  industry.  The  need  for  capital  investment  motivated  a  similar  provision 
for  aircraft  in  1957  and  for  vessels  in  1968. 

H.R.  8200  and  S.  2266  represent  a  departure  from  existing  law  in  ways  that 
both  enhance  and  diminish  the  lessor's  position.  Under  existing  law,  the  right  to 
withdraw  equipment  is  only  available  in  a  Chapter  10  reorganization  and  is  not 
available  in  Chapter  11.  Under  H.R.  8200  and  S.  2266  as  currently  drafted,  the 
lessor  would  enjoy  certain  privileges  with  respect  to  any  reorganization.  The  lessor 
i-  affected;  however,  by  not  being  able  to  withdraw  equipment  unequivocally.  The 
trustee  has  the  right  to  decide  whether  he  will  use  the  equipment  or  whether  he 
will  return  it  to  the  lessor.  The  time  frame,  60  days,  for  this  decision  appears  to 
be  quite  reasonable,  and  in  the  event  that  the  trustee  does  assume  a  lease  and 
decide  to  retain  the  equipment  and  operate  it,  the  lessor  gets  the  benefit  of  his 
bargain  by  the  statutory  requirement  that  the  trustee  perform  all  obligations  of 
the  debtor  that  become  due  on  or  after  such  date  under  such  lease. 

In  my  view,  one  small  problem  remains.  It  is  assumed  that  the  "order  for  relief" 
referred  to  in  §  1110  and  §  1176  is  the  same  order  for  relief  specified  in  §  301,  302, 
and  303;  however,  such  a  conclusion  is  not  entirely  clear.  The  concept  of  "order  for 
relief"  is  not  well  defined  and  requires  further  refinement.  For  example,  in  the  case 
of  an  involuntary  petition,  an  order  may,  in  a  contested  proceeding,  be  entered 
only  after  trial.  During  the  trial,  the  lessor  is  subject  to  the  automatic  stay  pro- 
visions under  §  362.  To  clarify  the  status  of  lessors  in  a  case  filed  under  §  303 
with  respect  to  transportation  equipment  and  preserve  the  uniform  sixty  (60) 
days  throughout,  the  following  language  is  suggested  for  Subsection  (a)(1)  of 
both  §  1110  and  §  1176. 

(1)  before  60  days  after  the  date  of  the  opeler  f-e?  relief-  [commencement  of  a 
ca^e]  under  this  chapter,  the  trustee  *  *  * 

I  hope  that  the  foregoing  comments  are  helpful.  These  comments  are  the  result 
of  my  own  limited  review.  I  have  not  had  the  benefit  of  an  in-depth  study  of 
S.  2266  nor  have  I  had  the  benefit  of  an  in-depth  comparison  of  existing  law  with 
S.  2266.  I  reserve  the  right  to  comment  further  should  future  study  disclose 
relevant  considerations.  I  applaud  your  Subcommittee's  efforts  to  structure  a 
workable  bankruptcy  law  and  greatly  appreciate  my  opportunity  to  participate. 

Mr.  Dinius.  I  would  make  just  a  few  remarks  extemporaneously 
to  correct  the  record.  I  am  vice  president  and  counsel,  not  president 
of  American  Fletcher  Leasing  Corp. 

Senator  DeConcini.  We  will  correct  that. 

Mi.  Dinius.  My  background  is  highly  specialized  in  the  area  of 
leasing  what  we  call  big  ticket  items,  such  as  aircraft,  rolling  stock, 
vessels,  and  mining  equipment. 

The  management  of  the  corporation  I  advise  limits  investment  to 
fungible  equipment  that  is  readily  resalable  in  the  market  place. 

In  focusing  on  S.  2266,  I  feel  that  a  significant  problem  arising  out 
of  the  structure  of  our  transactions  has  been  corrected  by  the  changes 
in  the  definition  of  affiliate,  for  which  I  am  grateful  to  the  committee. 

I  feel  also  that  mail}?"  of  our  concerns  have  been  relieved  by  the 
language  of  365(b)(3)  and  362(d).  I  do,  however,  want  to  focus  for  a 
moment  on  the  mechanics  that  occur  when  a  petition  is  filed. 
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The  filing  of  a  petition  triggers  the  stay  of  section  362.  The  lessor 
then  has  remedies  available  if  his  contract  so  provides  under  section 
365(b)(3).  I  feel  that  these  remedies  generally,  with  some  exceptions, 
reflect  existing  law  and  should  be  retained. 

If  the  remedies  of  365(b)(3)  are  not  available,  and  they  may  not  be 
in  the  case  of  a  reorganization,  the  standard  for  relief  is  §361.  I  am 
particularly  concerned  about  reorganization  because  the  type  of 
lessees  that  I  have  in  my  portfolio  would  tend  to  wind  up  in  reorgani- 
zation rather  than  liquidation.  I  take  great  comfort  in  the  last  sentence 
of  section  362(d)  which  has  been  added.  It  gives  me  some  peace  of 
mind. 

If  that  sentence  were  not  there,  I  Mould  have  to  appeal  to  the 
standard  of  section  361  which  is  adequate  protection.  I  would  appeal 
to  the  standard  to  force  a  trustee  to  accept  or  reject  my  contract 
during  that  period  of  time  from  the  filing  of  a  petition  until  a  plan  of 
reorganization  is  established. 

That  period  of  time  can  be  significant,  in  most  cases,  not  as  signif- 
icant as  with  the  railroads,  but  it  can  be  significant.  The  standard  of 
section  361, "decrease  in  the  value  of  property,"  gives  me  great  concern. 
If  there  is  one  point  that  I  could  make,  leasing  is  not  the  same  as 
secured  lending.  The  lessor  has  risks  that  the  secured  lender  does  not 
have. 

For  example,  the  type  of  leasing  that  I  do  is  highly  sensitive  to  tax 
incentives.  The  use  of  the  equipment,  outside  the  continental  United 
States,  with  respect  to  railroad  rolling  stock  or  over-the-road  trans- 
portation equipment,  would  cause  a  loss  of  tax  incentives. 

The  lessee  has  received  the  benefit  of  these  tax  incentives  in  the 
lease  rate. 

Decreasing  the  value  of  property  as  a  standard  does  not  protect  me 
from  the  loss  of  those  incentives. 

If  my  equipment  is  moved  into  another  jurisdiction,  such  as  in  your 
State,  Senator,  and  I  am  not  qualified  as  a  foreign  corporation  prior 
to  movement  of  the  equipment,  I  may  not  be  able  to  enforce  contract 
rights. 

If  the  trustee  moves  that  equipment  without  my  knowledge  or 
consent,  then  I  could  be  hurt. 

Decrease  in  the  vlaue  of  property  does  not  address  itself  to  the 
payment  of  sales  tax,  which  the  lessor  is  required  to  pay  on  his  rentals. 

These  are  problems  that  I  see  and  they  concern  me.  I  believe  that 
the  language  you  put  in  section  362(d),  that  is,  the  last  sentence, 
protects  me  from  those  concerns.  I  desire  that  language  remain. 

On  balance  and  overall  I  think  the  equipment  lessor  is  well  protected 
under  your  bill.  The  equipment  lessors'  decisions  are  based  upon  the 
credit  of  the  lessee,  his  financial  ability  to  pay,  and  in  the  case  of  our 
operation,  we  rely  heavily  on  the  equipment  value. 

I  believe  the  provisions  of  this  bill  generally  and  overall  allow  us  to 
rely  on  that  equipment  value. 

Any  time  that  equipment  value  reliance  is  impaired,  of  course,  we 
must  shift  to  the  other  pillar  of  our  decision,  which  is  credit. 

I  have  appreciated  this  opportunity  to  participate  and  to  summarize 
my  statement.  I  would  be  willing  to  answer  any  questions  with  respect 
to  leasing  if  you  or  your  staff  have  specific  questions. 
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I  would  also  reserve  the  right  to  examine  other  statements  which 
have  been  submitted  today  and  perhaps  comment  further  in  the  time 
that  you  have  available. 

Senator  DeConcini.  Yes:  you  may  submit  further  testimony,  if 
you  would  like. 

Without  objection,  so  ordered. 

[Supplemental  material  follows:] 

I  appreciate  the  opportunity  to  supplement  my  previous  comments  to  your 
committee  and  I  would  emphasize  just  two  areas. 

1.  AUTOMATIC    STAY 

The  automatic  stay  is  for  the  benefit  of  the  debtor,  unsecured  creditors  and 
attorneys  attempting  to  preserve  the  debtor's  assets  to  be  applied  to  the  cost  of 
administration.  The  automatic  stay  works  to  the  detriment  of  lessors  and  amr 
other  parties  who  are  fully  protected  by  asset  value  and  contract  rights.  I  am  not 
quarreling  with  the  concept  of  the  automatic  stay,  but,  from  the  fully  protected 
creditors  point  of  view,  it  is  an  evil  necessitated  by  the  need  to  bring  order  to  the 
affairs  of  the  debtor.  I  make  this  comment  only  to  rebut  those  who  have  said  that 
the  automatic  stay  is  to  everyone's  benefit.  It  clearly  is  not  and  it  costs  the  fully 
protected  creditor  time,  money  and  asset  value. 

2.  LACK    OF    EQUITY 

Some  commentators  seemed  incensed  that  certain  creditors  would  be  able  to 
withdraw  property  from  the  estate  by  showing  a  lack  of  debtor  equity.  The  very 
fact  of  a  lack  of  debtor  equity  would  indicate  that  the  debtor  has  no  financial 
resources  at  risk  in  the  property.  If  creditors  cannot  withdraw  such  property, 
then  the  law  forces  that  creditor's  assets  to  be  used  for  the  benefit  of  a  bankrupt 
estate. 

The  question  then  becomes,  what  price  should  be  paid  for  the  use  of  those 
assets?  I  have  previously  made  the  case  that  adequate  protection  as  defined  in 
Section  361  does  not  compensate  lessors  for  the  use  of  their  assets.  I  believe  that 
giving  the  lessor  performance  of  all  obligations  of  the  debtor  under  the  contract 
or  lease  is  adequate  protection  and  should  enable  the  debtor  to  continue  his 
right  to  use  the  property  without  bleeding  a  healthy  lessor  or  creditor  for  the 
benefit  of  an  insolvent  estate. 

Again,  let  me  express  my  appreciation  to  you,  your  Subcommittee  and  your 
staff  for  your  efforts  in  attempting  to  forge  a  workable  bankruptcy  law  for  our 
nation. 

Senator  DeConcini.  You  talk  about  the  value  of  the  particular 
leased  property.  Is  it  not  true  that  some  of  the  types  of  properties 
that  you  lease  depreciate  greatly  in  the  fact  that  they  are  used,  maybe 
with  the  exception  of  airplanes?  Is  that  a  fair  general  statement? 

Mr.  Dinius.  The  type  of  property  that  my  management  goes  after 
does  not  depreciate. 

Senator  DeConcini.  What  type  is  it? 

Mr.  Dinius.  We  have  in  our  portfolio  the  Boeing  727,  which  is 
the  most  valuable  commercial  aircraft.  We  have  open-topped  hoppers 
and  flatcars  and  general  purpose  boxcars.  We  have  tried  to  get  some 
tank  cars.  These  are  types  of  railroad  rolling  stock  that  are  of  general 
utility  value  and  hold  their  value  over  the  term  of  the  lease. 

Senator  DeConcini.  What  percentage  of  those  types  of  leases  make 
up  your  total  lease,  in  value,  that  is? 

Mr.  Dinius.  Our  entire  portfolio  consists  of  aircraft,  rolling  stock, 
vessels,  and  mining  equipment,  and  over-the-road  trailers  and  con- 
tainer chassis.  We  believe  all  tend  to  hold  their  value.  In  other  words, 
that  is  the  reason  we  picked  that  type  of  equipment. 
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The  special  transportation  provisions  that  are  frequently  attacked 
by  those  who  are  not  in  our  business  tend  to  recognize  the  value  of 
this  kind  of  equipment  and  the  reliance  on  that  value  by  lessors. 

I  would  comment  with  respect  to  Mr.  Breithaupt's  statement.  He 
made  some  comments  with  respect  to  equipment  trust  financing  where 
the  railroads  put  up  20  percent  of  the  equipment  costs. 

A  great  deal  of  railroad  financing,  and,  in  fact,  my  information  is 
perhaps  half  of  our  commercial  aircraft  financing,  is  done  by  the  lever- 
age lease  form  where  the  railroad  or  the  airline  puts  up  no  investment 
in  the  equipment.  The  lessor  puts  up  100  percent. 

So,  there  is  that  exposure  of  100  percent  of  equipment  costs. 

Senator  DeConcini.  When  you  lease  something,  like  a  Boeing  707 
or  something  of  that  magnitude,  do  you  get  any  other  security? 

Mr.  Dinius.  No. 

Senator  DeConcini.  Or  any  assignment  of  anything  that  might  be 
called  security? 

Mr.  Dinius.  Generally  no. 

I  have  one  exception  in  my  portfolio  with  a  very  poor  credit  where 
I  took  some  mineral  rights  on  a  mining  deal.  But  generally  no. 

Senator  DeConcini.  Do  you  get  any  advance  or  deposits  or  advance 
payments  on  the  end  of  the  lease,  or  just  cash  deposits? 

Mr,  Dinius.  Generally  no. 

With  respect  to  certain  types  of  aircraft,  we  require  an  escrow 
that  is  contributed  to  with  each  lease  payment  in  order  to  protect  us 
against  airframe  and  engine  maintenance.  But  generally  no. 

Senator  DeConcini.  Do  you  generally  carry  insurance  for  jour 
losses? 

Mr.  Dinius.  Generally  the  equipment  is  insured  to  its  value,  and 
we  have  the  benefit  of  that  insurance. 

Senator  DeConcini.  Do  you  have  any  insurance  as  to  your  loan, 
the  loan  being  paid  to  you? 

Mr.  Dinius.  No. 

Senator  DeConcini.  Is  it  available  in  }~our  industry  as  it  is  in  the 
mortgage  industry? 

Mr.  Dinius.  There  are  some  computer  leases  being  done  with  the 
insurance  underwriters  guaranteeing  the  equipment  values  or  rental 
payments. 

My  corporation  has  not  participated  in  those,  and  we  really  prefer 
not  to  because  the  benefits  are  dubious.  There  are  too  many  exceptions 
in  the  policies.  We  feel  we  do  not  get  any  real  benefit. 

Senator  DeConcini.  If  you  were  going  to  lease  the  airplane  to  a 
major  airline,  and  if  you  required  in  their  lease  that  they  take  out 
insurance  to  insure  a  percentage  of  the  payment  to  you;  has  that  ever 
been  done,  to  your  knowledge? 

Mr.  Dinius.  We  attempted  in  one  financing  with  a  poor  credit  to 
get  a  bond  that  would  protect  up  to  2  years  of  rentals.  The  bond  was 
very  expensive. 

I  must  back  up  and  correct  a  statement.  The  railroad  equipment,  by 
its  nature,  is  generally  not  insured  as  to  equipment  value.  Railroads 
tend  to  self-insure  because  you  are  talking  about  losses  of  small  units 
of  equipment,  which  they  can  afford  to  replace. 

Senator  DeConcini.  I  understand.  I  am  trying  to  distinguish  as  to 
the  rental  payments  that  you  are  planning  on;  that  is,  if  there  is  any 
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available  source  to  buy  an  insurance  policy  on  those,  or  at  least  a 
percentage  of  the  payments. 

Mr.  Dinius.  Rental  payments  with  respect  to  the  big  items  of 
equipment,  the  big  deals,  cannot  be  protected  except  by  the  credit 
and  the  equipment.  When  you  get  into  small  deals,  then  yes,  insurance 
protection  is  there,  but  we  do  not  participate  in  small  deals. 

Senator  DeConcini.  Are  most  of  the  people  you  contract  with  for 
leases  major  companies? 

Mr.  Dinius.  Major  publicly  held  corporations,  yes.  The  transac- 
tions are  arm's  length  and  heavily  negotiated. 

Senator  DeConcini.  Obviously  you  scrutinize  their  financial  ability 
when  they  enter  into  a  lease  for  a  Boeing  707  or  any  other  equipment : 
right? 

Mr.  Dinius.  Yes,  with  great  care.  But  let  me  point  out  that  a  747 
has  a  cost  of  $40  to  $50  million  and  an  optimum  lease  term  is  14  to  18 
years. 

An  optimum  lease  term  on  railroad  rolling  stock  is  12  to  15  yeafs. 

If  you  look  at  the  industry  and  you  look  at  the  time  period  over 
which  we  are  exposed,  we  recognize  that  during  the  first  few  years  the 
equipment  value  will  not  cover  our  exposure. 

As  we  get  further  into  the  term,  we  rely  on  equipment  value  mid 
that  reliance  is  significant. 

Senator  DeConcini.  You  use  the  value  of  accelerated  depreciation, 
as  you  mentioned,  there  are  tax  incentives,  in  addition  to  the  lease 
payments  as  a  part  of  your  operating  assets  and  profitability;  is  that 
right? 

Mr.  Dinius.  I  will  take  a  minute  and  nutshell  our  cash  flow  and 
profitability. 

The  leverage  lease  involves  a  lessor  putting  up  25  to  35  percent  of 
the  equipment  costs.  The  lesson  uses  nonrecourse  debt  lor  the  balance. 
The  lessor  gets  investment  tax  credit  and  accelerated  depreciation  on 
100  percent  of  equipment  costs,  plus  an  interest  deduction  with  respect 
to  the  nonrecourse  debt. 

The  rental  stream  over  the  term  does  little  more  than  repay  the  non- 
recourse debt,  so  on  the  front  end  we  have  cur  tax  incentives.  The  real 
profit  kicker  is  the  value  of  the  equipment  when  we  get  it  back.  It  is 
a  hedge  against  inflation.  We  take  a  very  conservative  estimate  in 
what  that  equipment  is  going  to  be  worth.  We  really  are  looking  for 
some  increase  in  value  at  the  end  of  the  term  over  our  estimate. 

Of  course,  because  of  competitiveness  others  in  the  marketplace 
t  ake  what  we  feel  are  unreasonable  estimates  on  residuals,  but ■ 

Senator  DeConcini.  Do  you  dispose  of  it  generally  at  that  time  or 
do  you  release  it? 

Mr.  Dinius.  Assuming  our  lessee  is  a  good  and  viable  credit,  the 
most  economic  thing  is  to  release  it.  It  is  done  at  the  then  fair  market 
value.  Any  release  or  disposal  is  done  at  the  then  fair  market  value  so 
that  the  market  value  risk  is  the  lessor's  risk. 

Senator  DeConcini.  You  have  testified  here  that  for  the  most  part 
that  value  has  increased ;  is  that  right? 

Mr.  Dinius.  We  hope  that  it  will.  WTe  try  to  pick  equipment  where 
it  does. 

Senator  DeConcini.  The  chances  are,  then,  that  any  releases  where 
the  big  profit  is,  assuming  you  can  get  through  the  original  lease? 
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Mr.  Dixius.  Yes.  Of  course,  that  is  why  we  are  so  sensitive  to  any 
trustee  interference  with  the  maintenance  provisions  or  other  operat- 
ing provisions  of  the  contract. 

Senator  DeConcixi.  If  the  trustee  has  the  right  to  interfere,  would 
that  not  be  to  your  benefit  because  the  trustee  would  certainly  want 
to  maintain  the  value  by,  let  us  say,  good  miantenance? 

Mr.  Dixius.  If  nry  alternative  is  to  withdraw  the  equipment  and 
remarket  it,  then  it  may  not  be.  It  depends  on  the  trustee  and  it  de- 
pends on  how  well  he  operates. 

Senator  DeCoxcixi.  Are  there  questions  from  staff? 

If  not,  we  thank  you  very  much  for  your  testimony.  We  appreciate 
it  very  much. 

The  committee  will  stand  in  recess  now  until  2 :15  p.m.  this  afternoon. 

AFTERXOON    SESSIOX 

Senator  DeConcixi.  The  subcommittee  will  come  to  order. 
We  will  continue  our  hearings  on  S.  2266. 

At  this  time  Mr.  L.  E.  Creel  III,  president  of  the  Dallas  Bar  Asso- 
ciation will  testify. 
Welcome  Mr.  Creel. 

STATEMENT  OF  L.  E.  CREEL  III,  DALLAS  BAR  ASSOCIATION 

Senator  DeConcixi.  We  have  your  full  statement  and  it  will  appear 
in  the  record  at  this  point. 

[The  prepared  statement  of  L.  E.  Creel  III  follows:] 

Prepared   Statement    of   L.    E.    Creel   III,    Study    Committee    Chairman, 
Dallas  Bar  Association's  Section  op  Bankruptcy  And  Commercial  Law 

The  following  areas  of  primary  importance  pertaining  to  or  covered  by 
S.  2266  are  commented  upon  herein.  These  areas  of  comment  are  necessarily  lim- 
ited because  of  the  press  cf  time.  Numerous  isolated  sections  of  S.  2266  merit  indi- 
vidual discussion,  which  discussion,  regretfully,  must  be  postponed  to  a  later  date. 

The  positions  herein  expressed  result  primarily  from  this  witness'  view  of 
what  the  law  should  be,  based  upon  personal  experience  and  discussions  with 
numerous  others  involved  in  insolvency  matters. 

This  Statement  is  offered  in  the  hope  that  those  considering  this  most  complex 
and  vital  legislation  may  be  somewhat  aided  by  a  practitioner's  view  of  the  prac- 
tical effect  of  the  proposed  S.  2266  of  1977. 

There  are  many  improvements  to  existing  law  contained  in  S.  2266.  The  com- 
ments set  forth  in  this  Statement  deal  only  with  those  areas  of  the  proposed  law 
that,  in  this  practitioner's  view  need  modification.  Cataloging  the  many  improve- 
ments does  not  seem  an  appropriate  goal  for  this  Statement. 

The  areas  selected  for  comment  are  discussed  in  the  attached  exhibits: 

Exhibit  1.  Arrangements  and  Reorganizations. 

Exhibit  2.  Restructured  Bankruptcv  Court. 

Exhibit  3.  Tax  Effects. 

Exhibit  4.  Involuntary  Petitions. 

Exhibit  5.  Automatic  Stay. 

Exhibit  6.  Use  of  Collateral. 

Exhibit  7.  Priorities. 

Exhibit  8.   Discharge. 

Exhibit  9.  Need  for  Flexibility. 

In  addition  to  the  attached  exhibits,  there  is  attached  a  resolution  of  the  Dallas 
Bar  Bankruptcy  Section  concerning  H.R.  8200,  accompanied  by  comments  on 
that  bill  by  some  of  our  members.  Since  many  of  the  provisions  of  S.  2266  are 
similar  to  H.R.  8200,  that  resolution  and  those  comments  may  be  helpful  here 
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EXHIBIT   1.    ARRANGEMENTS   AND    REORGANIZATION 

This  Exhibit  1  is  composed  ot  two  parts.  The  first  deals  with  the  proposed 
Section  1130(a)  (7)  and  (8),  and  its  related  provisions,  Section  1101(c)  and 
Section  1104(a) — or,  the  untimely  ressurection  and  spreading  of  the  old  nemesis, 
"absolute  priority,"  coupled  with  the  destructive  automatic  trustee. 

The  second  part  deals  with  suggestions  concerning  various  other  provisions  of 
the  proposed  new  Chapter  11. 

A.  "Absolute  Priority"  and  "Automatic  Trustees" 

First  we  had  two  workable,  separate  reorganization  chapters,  Chapter  X  and 
Chapter  XI,  each  created  to  cover  entirely  different  and  distinguishable  business 
problems.  Even  more  importantly,  a  debtor,  without  infringing  upon  or  detracting 
from  the  rights  of  its  creditors,  had  a  clear  choice  of  remedies:  it  could  choose  to 
work  out  its  own  affairs  under  Chapter  XI,  or  it  could  turn  those  affairs  over  to  a 
trustee  under  Chapter  X. 

Then  the  Bankruptcy  Commission  came  along  and  suggested  one  combined 
work-out  chapter,  administered  by  a  new  bureaucracy.  Since  then,  one  goal  in 
the  process  of  formulating  new  legislation  has  been  to  perform  the  intellectual 
magic  of  making  two  entirely  separate  things  one  thing. 

The  Bankruptcy  Judges,  using  their  wealth  of  practical  experience,  squelched 
the  bureaucracy  and  that  "one  Chapter"  approach,  and  added  back  in  the  two 
Chapters  X  and  XI. 

H.R.  6,  and  its  companion  Senate  bill,  reversed  the  Judges  and  rather  success- 
fully married  the  best  features  of  Chapters  X  and  XI  by  emphasizing  the  flexible 
Chapter  XI  approach  in  Section  1129(a)(7),  which  section  utilized  the  "best 
interests  of  creditors"  test  from  Chapter  XI  as  the  basic  standard  for  confirmation. 
The  "absolute  priority"  rule  was  releagted,  in  Section  1129(6),  to  the  back  shelf 
where  it  belongs,  and  trustees  were  only  to  be  appointed  when  needed.  Apparently 
all  but  the  SEC  breathed  a  sigh  of  relief. 

Then  came  more  hearings  and  more  work,  and,  finally,  the  House  proposed 
H.R.  8200,  with  a  confirmation  standard  essentially  the  same  as  in  the  former 
H.R.  6,  and  with  trustees  to  be  appointed  when  needed. 

Now,  out  of  the  blue,  comes  the  SEC-inspired  disaster  of  Section  1130(a)  (7) 
and  (8)  and  its  progeny,  Section  1101(3)  and  Section  1104(a).  "Absolute  priority" 
again  reigns;  but  this  time  not  just  in  the  old  Chapter  X  area,  but  also  in  the 
Chapter  XI.  It  now  becomes  a  more  and  more  voracious  eater  of  small  and 
medium-sized  public  companies;  not  unusual  or  enormous  companies,  but  those 
with  only  1,000  shareholders  and  $5,000,000  in  capital  debt;  $5,000,000 — 
merely  the  price  of  a  small  factory. 

To  make  matters  worse,  the  old  automatic,  all  powerful  Chapter  X  trustee 
becomes  more  widespread  than  ever  before — with  all  discretion  and  judgment  of 
bankruptcy  judges  being  statutorily  obliterated,  except  for  companies  with  less 
than  1,000  shareholders  and  less  than  $5,000,000  in  capital  debt. 

With  the  new  language,  if  the  SEC  and  S.  2266  are  to  prevail,  trustees  will  be 
automatically  appointed,  existing  management  outsed,  shareholdings  absolutely 
eliminated,  and  tne  probability  for  rehabilitation  significantly  decreased  for  any 
company  with  over  1,000  shareholders  and  over  $5,000,000  in  capital  debt — all 
with  no  choice,  no  flexibility,  no  opportunity  for  the  informal,  debtor-oriented 
work-out. 

The  overwhelming  evidence  of  the  comparative  success  rates  of  rehabilitation 
under  Chapter  XI,  as  opposed  to  Chapter  X,  leads  this  practitioner  to  question 
the  basis  for  the  new  Section  1130(a)  (7)  and  (8).  What  is  wrong  with  the  H.R. 
8200  approach?  Who  can  possibly  be  hurt  by  its  enactment,  if  one  assumes,  as 
one  must,  that  bankruptcy  judges  have  more  capacity  to  administer  wisely  than 
do  rigid,  unyielding  rules.  If  bankruptcy  judges  do  not  have  such  capacity,  then 
the  entire  system  is  unworkable. 

It  is  urged  here,  in  the  strongest  terms  possible,  that  H.R.  8200's  Section  1129 
is  far  superior  to  S.  2266's  Section  1130,  and  that  S.  2266's  Section  1104(a),  the 
"automatic  trustee,"  and  Section  1101(c),  the  "public  company"  provision,  must 
be  eliminated. 

B.  Suggestions  Concerning  Other  Provisions  in  Chapter  11 

1.  Section  1101.  Definitions  for  this  chapter.  If  the  "public  company"  versus 
"nonpublic  company"  distinction  is  to  remain  (see  discussion  above),  then  the 
use  of  the  definition  of  "public  company,"  which  brings  into  play  the  harsh  con- 
cepts of  "absolute  priority"  and  required  trustees,  should  be  amended  so  that 
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only  those  largest  and  most  complex  of  companies  (the  old  Chapter  X  companies) 
must  be  affected.  The  suggested  changes  are: 

a.  "within  twelve  months"  to  "within  three  months"; 

b.  "5,000,000"  in  non-trade  debt  liabilities  to  "$100,000,000". 

c.  $1,000  security  holder":  (whatever  "security  holders"  may  be)  to  "100,000 
security  holders". 

By  severely  limiting  the  use  of  he  "public  company"  definition,  no  dangers  are 
increased.  The  bankruptcy  judge  can  still  appoint  a  trustee,  the  SEC  should  still 
be  able  to  appear  and  voice  its  highly  respected  views  (see  paragraph  3,  below), 
and  the  realistic  and  fair  commonsense  business  standards  of  Section  1130  (a)(8), 
the  old  "best  interests  of  creditors"  concept,  will  still  apply. 

There  is  simply  no  business  justification  for  absolutely  eliminating  all  interests 
of  shareholders  of  small  publically  owned  companies,  and  at  the  same  time  auto- 
matically ousting  management  in  favor  of  an  appointed  trustee.  Why  make 
difficult  business  situations  arbitrarily  more  difficult?  Why  not  utilize  the  good 
sense  of  bankruptcy  judges  and  the  flexibility  of  the  old  Chapter  XI  whenever 
possible? 

2.  Section  1104(a)  and  (b).  Appointment  of  trustee  or  examiner.  If  the  "public 
company"  verus  "nonpublic  company"  distinction  is  to  remain  (see  discussion 
above)  still  the  need  for  flexibility  regarding  the  appointment  of  a  trustee  exists 
(see  Exhibit  9).  No  reason  is  apparent  to  support  the  proposition  that  a  trustee 
must  always,  under  every  set  of  circumstances  be  appointed  for  a  "public  com- 
pany". 

If  there  is  usually  a  greater  need  for  a  trustee  to  administer  a  "public  com- 
pany", presumably  the  bankruptcy  judge  will  usually  appoint  a  trustee  upon 
application  of  an  interested  party.  There  is  no  need  for  a  rigid,  inflexible  require- 
ment; Section  1104  should  remain  in  the  form  found  in  H.R.  8200. 

3.  Section  1109(B).  Right  to  be  heard.  If  the  "public  company"  verus  "non- 
public company"  distinction  is  to  remain  (see  discussion  above),  the  SEC  should 
be  permitted  to  appear  in  any  cause  where  the  public  interest  may  be  involved, 
not  just  in  cases  involving  "public  companies". 

4.  Section  1110.  Aircraft  equipment  and  vessels.  There  appears  to  be  no  basis  for 
giving  preferred  treatment  to  that  narrow  special  class  of  secured  parties  with 
purchase  money  security  interests  in  aircraft  equipment  and  vessels.  Such  blatant 
favoritism  should  be  immediately  negated,  and  Section  1110  should  be  stricken 
in  its  entirety. 

5.  Section  1143.  Distribution.  The  five  year  period  permitted  for  the  surrender  of 
securities  or  the  performance  of  an  act  as  a  condition  to  distribution  under  a  plan 
seems  unreasonably  long.  Absent  unusual  circumstances  which  could  be  handled  by 
separate  court  order,  120  days  or  so  seems  adequate. 

EXHIBIT   2.    RESTRUCTURED    BANKRUPTCY    COURT 

To  this  practitioner,  it  seems  to  make  little  difference  (i)  whether  a  bankruptcy 
court  is  an  Article  I  court  or  an  Article  III  court,  or  (ii)  whether  bankruptcy  judges 
are  appointed  for  life  or  for  a  term  of  years  or  (iii)  whether  bankruptcy  judges  are 
the  same  as  or  similar  to  district  judges,  or  (iv)  who  appoints  bankruptcy  judges. 

There  are  basically  only  two  dominant  needs  of  bankruptcy  courts  and  two  of 
bankrputcy  judges.  All  other  needs  seem  secondary  and  of  little  long-range  im- 
portance. 

Bankruptcy  Courts  need: 

1.  Automatic,  unconditional  reference  of  all  bankruptcy  cases,  including  all 
matters  directly  or  indirectly  involved  in  those  cases. 

2.  Broad  jurisdictional  power  enabling  bankruptcy  judgts  to  administer  all 
referred  matters  (including  finally,  the  absolute  elimination  of  bankruptcy's, 
unique  horror,  the  elusive  distinction  between  summary  and  plenary  jurisdiction). 

Bankruptcy  Judges  need: 

1.  Reasonable  personal  reward  for  their  highly  skilled  endeavors,  e.g.,  fair 
salaries,  sufficient  tenure,  substantial  retirement  benefits,  etc. 

2.  Adequate  administrative  support  in  the  form  of  clerical  help,  court  reporters, 
law  clerks,  etc. 

With  respect  to  the  proposed  Title  28,  these  comments  are  therefore  made: 
1.  Section  771  (b)  (3).   The  Relation  by  blood  or  marriage  exclusion.  This  inflexible 
exclusion  seems  unnecessary  when  an  entire  judicial  council  is  involved  in  the  selec- 
tion process,  because  some  highly  qualified  potential  judges  may  be  unjustifiably 
excluded. 


814 

2.  Section  775(a).  Powers  of  baukn, p&cy  judges.  The  powers  granted  by  this  Sec- 
tion 775(a)  are  too  limited.  Bankruptcy  judges  should  conduct  all  proceedings 
under  title  11,  as  suggested  by  the  foregoing  subparagraph  (1)  of  this  Exhibit, 
plus  all  matter-  directly  or  indirectly  related  thereto,  e.g.,  antitrust,  patent,  se- 
curities and  other  types  of  lawsuits  arising  during  or  as  a  part  of  a  referred  bank- 
ruptcy matter. 

Section  77">ia)(2)  seems  to  sugge  >t  the  necessary  broadening  of  powers,  but 
leaves  the  granting  of  that  additional  power  -uoject  to  the  evil  of  nonuniform, 
perhaps  regional,  whim,-  of  separate  district  court-.  Bankruptcy  administration,  to 
be  most  effective,  must  be  both  uniform  and  all  encompassing. 

3.  Section  775(b).  Appeals.  On  reflection,  since  there  is  both  ease  and  economy 
in  local  appeal  to  a  local  district  court,  there  is  no  overwhelming  objection  to 
appeals  not  going  directly  to  the  courts  of  appeal,  although  direct  appeals  to  an 
existing  appellate  (not  district)  court  seems  more  efficient  and  less  demanding  on 
already  clogged  district  courts. 

4.  Section  775(c).  Injunctions.  A  bankruptcy  judge  should  have  sufficient 
authority  to  enjoin  any  court,  after  proper  hearing.  In  fact,  of  all  courts,  bank- 
ruptcy courts  must  have  such  powers  because  they  frequently  deal  with  speedily 
deteriorating  businesses*  where  timing  is  often  critical,  and  outside  interference 
terminal. 

5.  Section  775(d).  Contempt.  Once  it  is  decided  that  bankruptcy  judges  should 
have  contempt  power,  as  it  has  been  already  decided,  then  the  power  should 
have  sufficient  weight  to  be  more  than  an  embarrassment. 

The  immediacy  of  the  power  of  contempt  is  more  awesome  than  its  use.  To 
limit  the  power  to  a  $250  slap  is  ridiculous;  to  require  the  effective  use  of  the 
power  to  emanate,  at  some  later  time,  perhaps  remotely  following  the  commission 
of  a  contemptible  act,  from  some  other  judge  not  intimately  involved,  renders 
the  power  practically  useless. 

A  bankruptcy  judge  should  have  the  power  to  impose  fines  at  least  up  to 
$1.0,000  and  jail  time  at  least  up  to  6  months. 

6.  Section  777.  Employees  of  bankruptcy  judges.  The  language  should  addi- 
tionally specifv  "court  reporters"  and  "law-clerks". 

7.  Section  1334.  Cases  and  proceedings  under  title  11;  related  civil  proceedings. 
A  new  subsection  (c)  should  be  inserted  requiring  reference  of  all  matters  under 
Section  1334(a)  and  1334(b)  to  bankruptcy  judges. 

8.  Section  004(e).  Panel  of  trustees.  This  practitioner  has  no  objection  to  the 
present  system  of  the  appointment  of  trustees  by  the  bankruptcy  judge  who,  in 
the  final  analysis,  is  the  most  emminently  qualified  person  to  make  the  best 
possible  selection. 

However,  it  is  recognized  that  some  persons  strongly  believe  that,  at  least  for 
the  sake  of  appearances,  and  sometimes  for  the  sake  of  insuring  the  bankruptcy 
judge's  insulation  from  the  appointment  process,  another  selection  process  is 
preferable. 

The  Panel  of  Trustees  suggested  by  S.  2266  seems  a  workable  compromise, 
even  though  the  evil  of  a  "relationship"  between  the  appointing  judge  and  the 
appointed  trustee,  if  it  exists,  still  remains. 

It  is  suggested  that  there  be  no  requirement  that  an  individual  named  to  the 
panel  have  his  office  or  residence  in  the  "state  served  bv  the  court  of  in  any 
adjacent  state"  or,  alternatively,  that  Sections  701,  702,  703,  1104  and  1302  be 
amended  so  that  a  bankruptcy  judge  can  appoint  a  trustee  from  any  panel  of 
trustee,  giving  perference  only  to  his  local  panel. 

EXHIBIT  3.  TAX  EFFECTS 

Because  the  basic  goal  sought  to  be  attained  by  the  tax  laws  substantially  differs 
from  the  basic  goal  of  bankruptcy  law  (the  tax  goal  being  the  collection  of  tax 
money  and  the  bankruptcy  goal  being  either  (i)  the  "fresh  start"  or  (ii)  continued 
economic  sur-ival  of  a  financial  distressed  individual  or  business,  in  drafting 
bankruptcy  legislation,  rehabilitation  should  be  dominant,  and  the  collection  of 
relatively  insignificant  amounts  of  tax  dollars  should  be  subordinate. 

It  is,  therefore,  recommended  that: 

1.  All  tax  claims  be  dischargeable  (see  Exhibit  8). 

2.  No  trustee  or  debtor  be  required  to  file  any  state,  federal  or  local  income  tax 
return,  a  sometimes  overwhelming,  unproductive  and  expensive  exercise. 

3.  No  trustee  or  debtor  be  required  to  pay  any  state,  federal  or  local  taxes  on 
income  earned,  unless  a  business  operates  for  a  sufficient  length  of  time,  with 
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sufficient  profits,  that  its  release  from  tax  liability  permits  it  unfairly  to  compete 
with  existing  non-bankruptcy  businesses. 

4.  All  tax  loss  carry  forwards  and  other  tax  benefits  should  be  preserved  for  tin- 
benefit  of  the  estate  and  available  for  successor  businesses. 

As  a  result  of  the  foregoing,  Sections  346  and  728  need  to  be  redrafted,  as  do 
various  other  sections. 

EXHIBIT  4.  INVOLUNTARY  PETITIONS 

The  filing  of  an  involuntary  petition  is  a  serious  and  potentially  damaging  act 
which,  by  law,  must  necessarily  meet  stringent  standards.  On  the  other  hand,  the 
protection  afforded  by  bankruptcy  law  must  be  reasonably  available  to  those 
creditors  who  may  unnecessarily  suffer  without  such  protection. 

In  balancing  the  respective  interests  of  potential  bankrupts  against  the  needs 
of  unpaid  creditors,  the  following  recommendations  are  made  with  respect  to 
Section  303. 

1.  The  $5,000  minimum  claim  requirement  in  Section  303  (b)  (1)  and  (2)  should 
be  reduced  to  $2,000,  because  (i)  small  creditors  are  also  entitled  to  bankruptcy 
protection),  and  (ii)  the  nonpayment  of  small  creditors'  claims  sometimes  heralds 
an  oncoming  serious  business  crisis. 

2.  The  "insolvency"  standard  of  Section  303(h)(1),  while  substantially  more 
fair  than  anj^  previously  proposed,  should  be  even  further  limited  to  the  tradi- 
tional "balance  sheet"  test  contained  in  the  present  Bankruptcy  Act,  because 
more  reflection  and  investigation  on  the  part  of  petitioning  creditors  is  required 
for  the  good  faith  allegation  of  balance  sheet  insolvency  than  for  the  bald  asser- 
tion of  a  somewhat  vague  allegation  of  "generally  unable  to  pay"  or  "has  failed 
to  pay"  a  major  portion  of  debts. 

3.  Section  303(h)(2)  should  be  revised  to  replace  the  phrase,  "less  than  sub- 
stantially all"  to  "all  or  substantially  all",  because  it  should  only  be  in  the  most 
serious  of  circumstances  that  involuntary  bankruptcy  is  warranted. 

EXHIBIT    5.    AUTOMATIC    STAY 

As  a  practical  matter,  the  automatic  stay  is  the  most  effective,  single  (and 
simple)  means  by  which  an  estate,  in  its  early  stages,  is  best  kept  intact  for  the 
benefit  of  all  parties  in  interest. 

While  the  rights  of  any  single,  allegedly  secured,  creditor  should  be  reasonably 
and  justly  protected,  the  termination  or  modification  of  the  automatic  stay 
must,  for  the  benefit  of  all  concerned,  only  occur  upon  affirmative  action  of  the 
bankruptcy  court,  following  a  meaningful  hearing  at  which  all  pertinent  evidence 
necessarily  collected  under  trying  and  difficult  circumstances  is  available. 

Therefore: 

1.  Section  362(e)  should  be  modified  to  provide  that  in  no  event  will  the 
automatic  stay  automatically  terminate;  but,  instead,  only  after  the  bankruptcy 
court's  consideration  of  evidence  and  argument,  shall  the  stay  end.  An  arbitrary 
thirty  day  period,  in  many  cases,  may  be  entirely  too  brief.  Arbitrary  provisions, 
in  fast  moving  and  complicated  proceedings,  must  be  avoided.  Judges  must 
be  allowed  to  judge. 

2.  Sections  362  (d)  and  (f)  should  be  changed  from  "shall  grant"  to  "may  grant" 
so  that  the  bankruptcy  court  may  utilize  that  discretion  which  only  it  can  fairly 
exercise. 

3.  If  Sections  362(b)  (4)  and  (5)  are  intended  to  permit  the  enforcement  of 
tax  liens  and  jeopardy  assessments  in  the  face  of  the  automatic  stay,  then  these 
two  subsections  require  amendment.  Until  a  trustee  or  a  debtor  has  a  reason- 
able time  to  act  after  a  bankruptcy  situation  has  substantially  stabilized,  no 
creditor  should  be  entitled  to  extraordinary  relief  because  all  creditors  and  other 
parties  in  interest  may  be  irreparably  damaged  by  the  precipitous  action  of  a 
favored  creditor.  No  creditor,  expecially  a  "governmental  unit",  should  receive 
such  preferred  treatment,  at  least  until  all  parties  can  be  reasonably  aware  of 
pertinent  business  circumstances.  If  Section  362(b)  (4)  and  (5)  are  not  intended 
to  permit  the  enforcement  of  tax  liens  and  jeopardy  assessments  during  the 
automatic  stay  period,  then  the  language  of  these  sections  requires  clarification. 

EXHIBIT   6.    USE    OF    COLLATERAL 

When  a  business  bankruptcy  proceeding  is  commenced,  about  the  only  thing 
that  can  be  immediately  predicted  with  accuracy  is  that  hectic  activity  will  occur. 
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Until  such  time  as  reason  and  order  can  channel  all  energies  toward  the  goal 
of  either  business  rehabilitation  or  final  liquidation,  the  business  must  continue 
as  best  it  can.  Otherwise,  substantial  asset  and  "going  concern"  values  may  be 
drastically  and  unnecessarily  diminished. 

Section  363,  as  drafted,  tends  to  increase  greatly  the  probability  of  such  loss  of 
value  because: 

1.  it  unrealistically  imposes  a  5  day  limitation  on  the  trustee's  use,  sale  or 
lease  of  "soft  collateral"  "in  the  ordinary  course  of  business"  (Section  363c(2)); 
and 

2.  it  unfairly  requires  the  trustee  who  is  initially  unfamiliar  with  the  business 
to  determine,  during  a  time  of  great  pressure,  what  is  and  what  is  not  "the  ordinary 
course  of  business"  before  he  can  "use,  sell  or  lease"  anything  (Section  363(b)); 
and  then  prohibits  the  trustee  from  "using",  selling,  or  leasing"  anything  outside 
of  what  he  (and  not  the  bankruptcy  judge)  determines  to  be  "in  the  ordinary 
course  of  business",  all  without  notice  and  hearing. 

Section  363  should  be  redrafted  to  provide: 

1.  free  use  of  "soft  collateral"  by  the  trustee  until 

2.  the  bankruptcy  judge  otherwise  provides,  coupled  with 

3.  the  right  of  an  adversely  affected  party  immediately  to  seek  a  hearing  to 
either  (i)  modify  the  trustee's  use  or  (ii)  receive  "adequate  protection", 

4.  at  which  hearing  all  burdens  should  properly  be  upon  the  trustee. 
Further,  the  phrase  (i)  "shall  prohibit"  in  Section  363(e)  should  be  changed  to 

may  prohibit",  (ii)  and  the  phrase  "other  than  at  a  fair  upset  price  and  on  not  less 
than  30  days  notice"  in  Section  363(f)  should  be  followed  by  the  phrase,  "unless 
the  court  otherwise  orders". 

Arbitrary  inflexibility  and  unrealistic,  impiactical  time  or  price  requirements 
must  be  avoided. 

Finally,  Section  363 (i)  should  be  deleted  because  nobody  should  be  able  to 
thwart  a  fairly  conducted  sale  by  having  the  right  to  take  the  property  sold  from 
the  highest  bidder  at  the  same  bid  price.  If  property  is  to  be  offered  for  sale,  it 
should  be  sold  freely,  clear  of  claims  of  a  co-owner,  who  incidentally,  has  the  right 
to  his  interest. 

EXHIBIT  7.    PRIORITIES 

As  a  general  proposition,  the  primary  purpose  of  bankruptcy,  insofar  as  creditors 
are  concerned,  is  the  ratable  division  among  a  bankrupt's  creditors  of  the  value 
of  or  proceeds  from  liquidation  of  the  bankrupt's  non-exempt  assets. 

Unless  strong  and  overwhelming  public  policy  so  demands,  no  creditor  or  class 
of  creditors  should  receive  preferred  treatment.  All  claims  arising  prior  to  bank- 
ruptcy should,  as  a  general  rule,  be  treated  equally. 

Therefore,  after  balancing  the  public  policy  of  considering  the  relative  needs  of 
special  interests  against  the  general  bankruptcy  policy  of  uniform  fairness: 

1.  Section  507(3)  should  be  modified  to  exclude  supervisory  or  executive  per- 
sonnel as  priority  claimants  and  the  priority  amount  should  be  reduced  to  the 
traditional  maximum  of  $600,  if,  indeed,  any  priority  is  justified. 

2.  Section  507(4)  should  be  stricken  because  there  is  no  inherent  reason  why 
employee  benefits  should  come  ahead  of  general  creditors — in  neither  instance  did 
the  bankrupt  honor  its  just  obligation. 

3.  Section  507(5)  should  be  eliminated;  the  government  should  be  equitably 
(but  not  preferentially)  treated,  just  like  any  other  creditor. 

4.  Section  507(6)  should  be  deleted  because  there  is  no  fair  justification  for 
preferring  "depositors"  over  other  creditors  who  "deposited"  goods  and  services. 

EXHIBIT   8.    DISCHARGE 

As  a  general  proposition,  the  primary  purpose  of  bankruptcy,  insofar  as  honest 
debtors  are  concerned,  is  the  right  and  privilege  to  be  discharged  from  their 
debts  so  that  both  they  and  the  society  can  benefit  from  fruits  of  "fresh  start." 

Unless  strong  and  overwhelming  public  policy  so  demands,  no  creditor  or  class 
of  creditors  should  receive  preferred  treatment.  All  claims  arising  prior  to  bank- 
ruptcy should,  as  a  general  rule,  be  treated  equally. 

Therefore,  after  balancing  the  public  policy  of  considering  the  relative  needs  of 
special  interests  against  the  general  bankruptcy  policy  of  uniform  fairness  (and 
especially  of  the  previous  Congressional  and  case  law  mandates  of  "fresh  start") ; 

1.  Since  rehabilitation  of  honest  debtors  and  uniformly  fair  treatment  of  claims 
should  be  dominant,  and  the  collection  of  relatively  insignificant  amounts  of 
taxes  should  be  subordinate,  all  taxes  (or  at  least  all  taxes  except  the  current 
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year's  taxes)  should  be  discharged;  Section  523(a)(1)  should  be  deleted.  (Also 
Sections  505(c)(2)  should  be  amended  to  permit  not  only  the  discharge  from 
personal  liability  of  the  trustee,  but  also  of  the  debtor). 

2.  Similarly,  Sections  523(a)(6),  (7)  and  (8)  should  be  deleted,  with  the  possible 
exception  of  children  who  arguably,  should  be  permitted  to  enjoy  the  inclusion 
of  a  portion  of  Section  523(a)  (6). 

EXHIBIT   9.    NEED    FOR    FLEXIBILITY 

As  is  the  case  in  fashioning  most  legislation,  significant  policy  decisions 
result  from  the  balancing  of  frequently  opposing,  but,  at  the  same  time,  essential 
needs.  Any  thoughtful  legislator  is  constantly  aware  of  the  care  and  thoroughness 
required  in  seeking  that  best  of  all  possible  compromises  that  leads  to  accomplish- 
ing the  particular  legislative  goal. 

In  tailoring  the  new  bankruptcy  act,  the  legislators  must,  at  the  same  time, 
balance: 

1.  the  need  for  a  rigid,  clear,  sometimes  arbitrary,  legal  set  of  rules,  incorporating 
firm  and  understandable  standards,  time  periods  and  requirements,  so  that  those 
who  are  to  be  governed  by  the  new  law  may  find  it  both  reliable  and  predictable 
No  law  is  a  good  law  if  its  language  cannot  be  relied  upon  and  its  use  not  predictable 
with  certainty ;  against 

2.  desirability  of  the  unfettered  and  unrestricted  use  of  the  good  judgment 
and  discretion  of  each  and  every  experienced  and  knowledgeable  bankruptcy 
judge  to  fashion  the  unique  and  creative  remedies  frequently  required  to  solve 
the  highly  complex  problems  which  arise  in  the  "piessure  cooker'"  of  bankruptcy 
proceedings. 

In  attempting  to  strike  a  happy  medium,  it  seems  that  S.  2266  has  overbalanced 
in  favor  of  rigidity.  Since  bankruptcy  administration  deals  frequently  with  complex 
and  fast-moving  business  matters  and  since,  as  a  rule,  bankruptcy  judges  are 
uniquely  qualified  to  exercise  sophisticated  and  experienced  judgment,  it  seems 
that  whenever  the  new  law  can  utilize  a  flexible  rule  or  standard,  without  sacri- 
ficing a  more  important  public  policy  need,  flexibility  should  be  the  choice. 

Throughout  S.  2266  are  instances  where  the  language  of  various  provisions 
includes  inflexible  words  like  "shall"  or  "must"  or  provides  for  fixed  time  periods 
or  other  unnecessarily  limiting  requirements,  when  all  interested  parties  would  be 
better  served  by  making  fuller  use  of  the  discretion  and  judgment  of  bankruptcy 
judges. 

Neither  time  nor  space  permits  a  cataloguing  here  of  each  such  instance. 
However,  the  drafters  of  the  legislation  should  be  urged  to  re-read  S.  2266  with 
the  thought  in  mind  of  increasing  flexibility  wherever  possible. 

Some  examples  of  suggested  changes  are: 

Section  107.  Public  access  to  papers.  Add,  as  Section  107(c),  "protect  any 
entity  with  respect  to  any  matter,  to  the  extent  and  by  such  means  as  the  court 
deems  appropriate." 

Section  321.  Eligibility  to  serve  as  trustee.  Permit  the  court  to  appoint  a  trustee, 
regardless  of  where  he  may  live  or  office,  if  the  court  believes  a  "nonresident" 
trustee  is  the  most  able. 

Section  331.  Interim  compensation.  Permit  the  court  to  award  interim  compen- 
sation whenever  it  appears  justified,  perhaps  with  an  open-ended  suere-estion 
that  "adequate  cause"  be  shown  if  application  is  made  in  a  shorter  oerinrl  +>>»n 
120  days. 

Sections  362(d)  and  (f).  Automatic  stay.  Change  "shall  grant"  to  "may  grant". 

Section  363(e).  Use,  sale  or  lease  of  property.  Change  "shall  prohibit"  to  "ma,v 
prohibit". 

Section  365(b)(1).  Executory  contracts  and  unexpired  leases.  Insert,  "without 
court  approval"  after  the  phrase,  "the  trustee  may  not  assume  such  contract 
or  lease". 

Section  501(e).  Filing  of  proofs  of  claims  or  interests.  Change  "shall  grant"  in 
the  last  phrase  of  the  subsection  to  "may  grant". 

Section  1103(b).  Powers  and  duties  of  committees.  Add  the  phrase,  "without  the 
approval  of  a  majority  of  the  committee"  at  the  end  of  this  subsection  (b). 

Section  1104.  Appointment  of  trustee  or  examiner.  Delete  subparagraph  (a) 
entirely,  and  make  subparagraph  (b)  applicable  for  all  debtors. 

Mr.  Creel.  I  appreciate  the  elevation  to  president  of  the  Dallas 
Bar  Association.  I  am  merely  the  past  chairman  of  our  section  on 
bankruptcy  and  commercial  law. 
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Senator  DeConcini.  We  will  make  that  correction  in  the  record. 

Mr.  Creel.  First,  let  me  tell  you  very  briefly  a  little  bit  about 
myself  and  why  I  am  here. 

I  am  a  practicing  lawyer  in  Dallas,  Tex.,  and  I  have  been  practicing 
for  about  14  years.  For  the  last  7  or  8  }^ears,  my  small  law  firm  of 
now  seven  members  has  been  engaged  in  one  of  its  specialties,  bank- 
ruptcy law.  We  do  not  handle  the  W.  T.  Grants  and  the  Penn- 
Centrals,  we  handle  the  common  ordinary  garden  variety.  We  prefer 
to  work  out  of  court  when  we  can  because  we  find  it  more  efficient. 
When  we  get  into  the  courthouse  with  our  chapter  X's  and  chapter 
XFs,  we  enjoy  the  present  law.  It  works  very  well. 

I  have  been  following  these  proceedings  for  the  last  3  or  4  years.  I 
have  testified  before  this  subcommittee  before  and  before  the  House 
subcommittee. 

We,  as  practicing  lawyers  in  Dallas,  are  vitally  interested  in  the 
nuts  and  bolts  of  the  new  legislation.  We  have  an  active  bar  associa- 
tion. We  have  30  or  40  lawyers  who  regularly  participate  on  a  monthly 
basis  in  seminars  and  things  of  that  nature.  We  have  an  active  study 
group  that  has  followed  the  bills  from  the  commission  bill  forward. 

As  the  result  of  the  talks  among  ourselves,  we  have  filed  with  the 
Congress  on  two  previous  occasions  a  statement  and  again  today. 
Since  the  bill  is  so  broad  in  scope,  if  I  may,  I  would  like  to  sort  of 
skip  around.  I  do  not  know  precisely  what  is  on  the  chairman's  mind 
and  would  ask  that  if  I  miss  an  area  of  particular  interest  where  a 
practitioner's  view  might  be  helpful,  please  interrupt  me  and  ask 
about  it. 

Let  me  start  out  by  saying  that  S.  2266  is  a  far  better  bill,  we  think, 
than  the  Commission  bill.  We  think  all  of  the  talking  and  working 
has  produced  something  that  is  workable.  We  do,  however,  have 
problem  areas  like  anyone  would. 

I  think  the  basic  thesis  that  a  legislator  must  consider  when  drafting 
complex  legislation  like  this  is:  Who  is  going  to  be  doing  the  admin- 
istering? He  would  want  to  know  who  is  going  to  be  working  on  a 
daily  basis.  In  this  instance,  it's  going  to  be  the  bankruptcy  judge. 
The  bankruptcy  judge  presumably  is  sitting  on  the  bench  because  he  is 
interested  in  being  a  bankrupt c)^  judge  and  because  he  has  the  ex- 
perience and  the  capacity  of  being  a  good  one. 

We  think  therefore  that  a  judge  ought  to  be  allowed  to  judge  and 
that  a  bill  ought  to  be  drafted  to  permit  that  judge  to  do  whatever  he, 
in  his  experience  and  collective  wisdom,  thinks  is  the  best  thing  to 
do  in  a  complicated  situation. 

As  the  Senator  is  well  aware,  in  a  business  rehabilitation  case  a 
company  has  died  or  is  dying.  There  is  immediate  chaos.  Suppliers 
do  not  ship.  Payrolls  have  not  been  made.  There  is  general  turmoil. 
It  is  impossible  to  fashion  a  set  of  rigid  rules  that  can  handle  a  "tur- 
moil" situation. 

Therefore,  Congress  in  its  wisdom  has  said,  "Let's  select  a  bank- 
ruptcy judge  and  put  him  on  the  bench  to  help  through  the  difficult 
times  of  the  commencement  of  a  business  bankruptcy  proceeding." 

The  problem  that  I  have  with  S.  2266  is  that  it  seems  to  provide 
for  inflexibility  in  many  cases  where  flexibility  ought  to  be  the  key- 
note. I  would  suggest  to  the  chairman  and  the  committee  that  if  the 
bill  were  read  through  the  eyes  of  a  bankruptcy  judge  and,  at  the  same 
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time,  through  the  eyes  of  the  creditors  and  debtors'whose  affairs  he  is 
administering,  then  wherever  words  like  "shall  grant"  appear  in  the 
bill,  "may  grant"  should  be  considered.  Where  words  like  "shall 
prohibit"  appear,  then  words  like  "may  prohibit"  should  appear. 

In  my  statement  I  have  mentioned  some  instances  and  I'm  sure 
they  will  be  considered  in  due  course.  But  the  point  is  flexibility  is 
important.  All  parties  to  a  case  or  any  party  in  an  interest  ought  to 
have  access  to  the  court  and  both  the  right  to  be  heard  and  the  duty 
to  persuade.  The  court  ought  to  have  the  flexibility  to  rule;  it  should 
not  be  required  to  rule  by  statute.  An  example  and  one  that  concerns 
me  greatly  and  which  will  lead  into  the  chapter  XI  comments  is  the 
requirement  now  in  a  "public  company"  case,  as  defined,  to  have  a 
mandatory  trustee  appointed.  To  a  practitioner,  it  doesn't  make 
any  sense  to  me  at  all  to  require  under  any  circumstances  that  a 
trustee  always  be  appointed,  especially  when  that  decision  is  based  on 
an  arbitrary  standard  like  the  number  of  shareholders  or  the  amount 
of  capital  debt. 

All  cases  are  different.  All  cases  are  unique.  All  cases  are  going  to  be 
administered  by  a  court.  All  parties  have  access.  Every  party  should 
be  required  to  come  into  court  and  say  whatever  it  is  that  is  on  his 
mind  and  persuade  that  court  to  do  whatever  it  is  that  that  party 
thinks  is  in  his  interest. 

The  court  should  not  be  required  to  appoint  a  trustee. 

Similarly,  consistent  with  the  flexibility  concept  which  I  think 
should  pervade  the  entire  statute,  I  find  in  the  new  S.  2266  "absolute 
priority"  jumping  up  and  smacking  us  again.  I  suggest  to  the  Senator 
that  when  a  company  appears  before  a  bankruptcy  court,  as  a  practical 
matter  especially  in  the  early  days,  the  only  people  who  know  what  is 
going  on  and  the  only  people  who  can  assist  realistically  in  getting 
the  company's  affairs  at  least  in  sufficient  order  to  permit  rehabilita- 
tion are  those  people  who  are  presently  involved  with  the  company 
on  a  daily  basis.  The  whole  context  changes  when  a  company  gets  into 
bankruptcy  court.  There  is  a  judge.  These  people  have  to  come  to 
public  hearings.  Business  officials  and  executives  act  differently  when 
a  court  is  involved. 

If  you  have  "absolute  priority,"  what  you  are  really  saying  is  this: 
Those  people  who  are  shareholders,  who  are  typically  management, 
are  gone.  Management  is  ousted  and  the  trustee  runs  the  business  and 
the  shareholders  are  gone.  The  people  who  are  daily  involved  no 
longer  have  a  financial  interest.  No  financial  interest  means  there  is 
no  work. 

Senator  DeConcini.  What  do  you  mean  the  shareholders  are  gone? 
They  weren't  there  before  were  they? 

Mr.  Creel.  If  you  assume  the  company  is  insolvent,  which  is  the 
reason  it's  there  in  the  first  place,  then  the  value  of  the  shareholdings, 
under  "absolute  priority,"  is  valued  out  and  the  financial  interest  no 
longer  exists. 

In  the  present  chapter  XI  it's  entirely  different.  Stockholdings  are 
involved. 

If  there  is  a  reason  to  value  out  shareholders,  then  fine.  But  the 
reason  ought  to  be  the  subject  of  a  hearing.  It  should  not  be  auto- 
matic and  under  "absolute  priority." 
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It  does  not  make  any  sense  arbitrary  and  mandatorily  to  eliminate 
shareholders.  It  does  not  make  any  sense  arbitrarily  and  mandatorily 
to  eliminate  management.  Maybe  it  should  be  done.  Maybe  in  a 
given  case  under  its  unique  set  of  circumstances  the  court  ought  to 
do  those  things,  but  that  ought  to  be  the  subject  of  a  hearing. 

The  whole  point  is  flexibility.  Don't  tie  the  court's  hands. 

If  the  bill  is  to  continue  to  contain  the  "public  company,"  "non- 
public company"  dichotomy  in  the  chapter  XI  area — and  we  strongly 
urge  that  that  should  not  be  there — we  like  H.R.  8200.  It  would  do 
just  fine;  it  leaves  everything  pretty  flexible.  If  the  dichotomy  is  going 
to  remain,  however,  and  if,  for  reasons  that  the  SEC  is  particularly 
persuasive  about  it  and  seems  to  have  convinced  the  subcommittee 
about,  then  we  ought  to  let  the  SEC  jump  in,  but  let's  at  least  raise 
the  limits. 

I  note  that  the  amount  of  capital  debt  that  is  the  distinguishing 
amount  is  $5  million;  $5  million  in  these  days  and  times  is  relatively 
small  potatoes  in  a  business  setting.  We  do  not  handle  the  great  big 
$100  million  cases,  but  we  sure  handle  $5  million  cases.  That  is  just 
the  price  tag  of  a  new  plant.  That  is  not  much  money. 

If  we're  going  to  have  an  arbitrary  distinguishing  line  of  some  kind 
where  we're  going  to  get  the  disadvantage  of  mandatory  trustees  and 
the  disadvantage  of  "absolute  priority,"  then  let's  at  least  raise  the 
limit  so  only  those  companies  which  truly  have  broad  public  interest 
are  involved.  Let's  raise  $5  million  to  $100  million.  Let's  get  to  big 
companies  and  not  to  every  day,  ordinary,  middle-sized  operating 
businesses. 

Let  us  get  the  1,000  shareholders  up  to  10,000  shareholders  and 
get  the  truly  public  company,  not  the  relatively  small  company. 

In  the  last  2  or  3  years  our  firm  has  handled  cases,  three  cases, 
that  would  have  fallen  within  these  guidelines,  three  chapter  XI 
cases.  The  cases  were  able  to  work  out — two  of  them  were  out  of 
court,  one  was  in  court.  If  we  had  had  this  kind  of  requirement  for  a 
trustee,  then  I  don't  believe  the  cases  would  have  worked.  I  don't 
believe  the  trustee  would  have  known  or  been  capable  of  handling 
on  a  mandatory  basis  coming  in  and  taking  over  the  company  and 
working  it  out.  Creditors  want  to  work  the  problems  out.  Debtors 
want  to  work  the  problems  out.  They  ought  to  have  a  fair  shot  at 
it  before  Congress  saj^s,  "You  are  going  to  have  a  new  boss." 

I  understand  that  for  years  and  years  the  SEC  has  desired  to  put 
its  finger  in  cases  of  we  will  call  large  magnitude.  I  have  found  in  my 
experience  that  when  we  do  disclosure  memorandums,  for  example, 
in  workouts  that  the  SEC  has  always  been  very  helpful  and  very 
accommodating  and  has  worked  with  us. 

I  notice  in  the  new  chapter  XI  that  the  SEC  is  prohibited  from 
coming  into  cases  unless  the  companies  are  "public"  by  definition. 
That  does  not  make  any  sense  to  me  either.  Again,  flexibility  should 
be  the  keynote. 

If  a  case  is  such  that  it  could  merit  or  warrant  the  attention  of  the 
Commission  or  any  other  regulatory  agency,  then  they  have  the 
access  to  the  court  that  everyone  else  has.  Their  view  should  be 
considered  like  anybody  else's. 

Decisions  that  cannot  be  worked  out  by  agreement  outside  of  the 
courtroom,  as  most  of  them  are,  decisions  that  require  debate  and 
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argument  should  all  happen  in  the  court  with  all  the  parties  there 
arguing. 

I  was  very  much  opposed  at  the  outset  to  the  requirement  or  the 
permission  for  others  than  the  debtor  to  file  a  plan.  In  earlier  discus- 
sions, there  was  the  suggestion  that  once  you  unbalance  the  bargaining 
leverage  of  debtors  vis-a-vis  creditors  by  permitting  others  to  come  in 
and  file  a  plan,  then  the  balance  is  gone  and  the  probability  of  reha- 
bilitation diminishes.  So  that  I  can  be  specific  and  so  that  you  can 
understand  what  I  am  talking  about  let  me  say  this.  When  you  sit  at 
a  conference  table  in  a  room  with  15  or  20  creditors  and  the  debtor 
and  the  creditors  say  that  they  want  so-and-so  and  the  debtor  sa}rs 
that  he  is  only  willing  to  give  so-and-so,  then  if  the  creditors  are  per- 
mitted to  file  a  plan,  if  the  creditors  are  able  to  go  out  and  find  someone 
else  to  come  in,  then  the  negotiating  process  is  stopped  before  it  should 
be  stopped.  The  only  time  that  others  than  the  debtor  ought  to  be 
able  to  file  a  plan,  the  only  time  when  the  bargaining  balance  should 
be  upset  is  after  the  debtor  is  unable  to  formulate  a  plan. 

I  note  that  in  the  last  series  of  bills  that  there  has  been  a  time 
allowance  for  debtors  exclusively  to  file  a  plan.  That  is  acceptable  to 
my  view  because  flexibility,  again,  is  the  keynote.  If  a  debtor  wants  a 
longer  time  and  can  convince  the  court  that  he  is  entitled  to  it,  then 
he  can  go  into  court  and  get  more  time. 

The  point  there  is  the  same  point  that  I'm  trying  to  make  in  each 
of  these  instances.  Any  time  there  is  an  argument  and  any  time  there 
is  dispute,  then  go  to  the  courthouse  and  argue  about  it.  Don't  have 
rigid  rules  unless  there  is  some  very  strong  public  policy  that  requires 
it  for  a  particular  instance. 

Senator  DeConcini.  Doesn't  that  create  a  burden  on  the  court? 
Isn't  it  advantageous  if  we  can  resolve  ourselves  between  those  who 
have  an  interest  in  it  and  those  who  have  to  pass  the  law  if  there  are 
some  things  that  we  can  designate? 

Mr.  Creel.  Not  really.  As  a  practical  matter,  what  happens  is  this. 
The  decisions  that  are  made  are  business  decisions.  I  believe — at  least 
my  personal  experience  has  shown — that  when  you  go  into  the  bar- 
gaining room  with  the  creditors  or  vice  versa  and  you  put  all  the  facts 
out  on  the  table,  then  the  assets  are  worth  whatever  they  are  worth 
and  the  creditors  are  going  to  get  their  share.  It's  all  going  to  work  out 
by  agreement  if  the  case  is  one  where  rehabilitation  is  probable. 

If  both  sides  will  be  reasonable  and  if  both  sides  will  be  fair  in  their 
valuation  of  how  many  eggs  are  in  the  basket,  then  it  will  work  out. 

Senator  DeConcini.  Don't  we  have  to  assume  that  both  sides  may 
not  be  fair? 

Mr.  Creel.  Then  you  can  go  to  the  court.  But  that  does  not  happen 
veiy  often  on  a  relative  scale.  You  are  not  putting  your  burden  on  the 
court  if  you  require  the  court  to  act  in  its  flexible  capacity  in  those 
areas  where  there  is  a  business  dispute,  a  bona  fide  business  dispute. 
Again,  as  a  practical  matter,  the  whole  purpose  of  the  exercise  is  to 
take  asset  value,  present  and  future,  in  a  workout  and  give  enough  of 
it  to  the  creditors  so  that  their  needs  can  be  reasonably  satisfied  when 
compared  to  liquidation.  That  is  the  whole  ball  game. 

If  they're  going  to  get  more  in  a  workout  than  they  will  get  if  it's 
liquidated,  then  creditors  ought  to  be  satisfied.  The  bargaining  process 
ought  to  take  care  of  most  of  the  problems. 
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It  is  only  where  there  is  a  bona  fide  dispute  between  parties  that 
they  will  go  to  court  anyhow.  That  should  not  be  a  burden  on  the 
court.  That's  what  it  is  for. 

Senator  DeConcini.  Does  that  same  logic  apply  do  you  think  to 
the  priorities? 

Mr.  Creel.  Absolutely.  T  will  get  to  that  in  a  moment. 

I  will  jump  there  now.  The  idea  of  bankruptcy,  the  basic  founda- 
tion of  bankruptcy  viewed  through  the  eyes  of  creditors  is  a  pro  rata 
distribution  of  value.  That  is  what  it  is  all  about.  Unless  there  is  a 
very  strong  social  or  public  policy  to  say  that  a  particular  narrow 
special  interest  group  ought  to  get  rated  ahead  of  everybody  else,  the 
general  rule  ought  to  be  followed.  Everybody  is  the  same. 

Senator  DeConcini.  Do  you  think  there  is  any  merit  for  any 
priorities? 

Mr.  Creel.  I  think  there  is  no  merit  for  any  priorities  for  pre- 
bankruptcy  debt.  I  think  taxes  should  not  be  priority.  I  think  wages 
should  not  be  priority.  I  see  no  reason  for  any  priority  treatment  for 
any  prebankruptey  obligation. 

T  think  there  should  be  priority  for  postbankruptcy  debt  and  claims. 
Otherwise  nobody  will  work.  You  will  not  get  lawyers  and  trustees 
and  committees  to  spend  time  and  money  if  they  are  not  going  to  get 
paid.  That  would  be  foolish. 

But  as  far  as  handling  prebankruptey  debt  is  concerned,  as  a  general 
basis,  I  think,  no,  you  should  not  have  priorities. 

If  the  elimination  of  the  relatively  minimal  amount  that  has  been 
traditionally  treated  as  priority  for  wage  earners  is  really  a  significant 
problem,  then  there  may  be  some  justification  for  continuing  the  pri- 
ority. The  increase,  as  has  been  suggested  by  S.  2266,  of  amount  per- 
mitted priority  treatment  for  wage  earners  seems  to  me  to  be  too  high. 
The  debtor  did  not  pay  its  bills.  Some  of  the  people  happen  to  be 
suppliers  and  some  happen  to  be  workers.  It  really  should  not  make 
any  difference  who  is  who.  They  all  should  get  their  fair  share. 

I  think  the  past  policy  of  eliminating  supervisory  and  executive 
personnel  from  priority  treatment  should  be  continued,  and  I  do  not 
see  that  in  a  S.  2266.  I  certainly  do  not  see  any  reason  why  employee 
benefits  should  get  any  kind  of  a  priority  treatment  over  a  supplier 
when  some  of  those  employees  are  the  veiy  people  who  are  managing 
the  company  in  the  first  place. 

Senator  DeConcini.  You  don't  think  the  salaries  up  to  a  certain 
limit  ought  to  be  a  priority? 

Mr.  Creel.  No. 

Senator  DeConcini.  Administrative  costs? 

Mr.  Creel.  No.  Oh,  yes,  administrative  costs,  yes,  because  that  is 
postbankruptcy.  That  is  an  economic  necessity  if  the  system  is  going 
to  work.  But  for  debt,  for  a  previously  incurred  debt,  no,  I  do  not 
think  so. 

Senator  DeConcini.  You  don't  think  there  should  be  a  consumer 
priority? 

Mr.  Creel.  No.  I  do  not  really  understand  the  reason  for  this 
depositor's  priority.  I  cannot  fathom  any  reason  why  they  should  be 
treated  any  differently  than  any  other  creditor  who  deposits  goods 
and  services. 
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As  for  education,  I  see  it's  in  here  again.  It  seems  to  pop  up  and  down 
depending  on  the  mood  at  the  time.  I  don't  see  any  reason  for  that. 
Why  should  a  lender  on  an  educational  loan  get  some  kind  of  special 
treatment?  Presumably  when  the  loan  is  made,  it  is  the  responsibility 
of  that  lender  to  make  whatever  kind  of  business  decision  it  is  going 
to  make  in  making  the  loan,  just  like  anybody  else  that  extends 
credit.  I  see  no  overriding  strong  public  policy  reason  that  would 
suggest  that  the  general  rule  of  ratable  distribution  be  changed. 

Senator  DeConcini.  What  about  a  consumer  who  has  deposited 
money  for  goods  and  has  not  picked  them  up  or  they  are  promised  to 
be  delivered  some  other  time  or  at  some  time  in  the  future?  The 
person  is  now  in  bankruptcy  and  has  had  the  benefit  of  that  money. 
Do  you  think  there  is  any  position  of  trust  created  for  those  funds? 

Mr.  Creel.  No  more  so  than  any  supplier  who  sold  widgets  to 
whoever  the  bankrupt  is  in  the  belief  that  he  would  get  paid  as 
promised. 

Senator  DeConcini.  He  might  be  able  to  come  in  and  get  the 
widgets,  however,  that  is  what's  left  of  it. 

Mr.  Creel.  If  he  has  a  security  interest,  yes.  A  person  depositing 
money  could  make  the  same  kind  of  arrangements,  I  suppose,  although 
realistically,  that's  not  going  to  happen. 

Senator  DeConcini.  That  doesn't  happen  does  it? 

Mr.  Creel.  No. 

I  can  see  there  is  a  justification,  as  a  policy  matter,  for  protecting 
ignorant  consumers — that  is  a  little  strong — but  someone  who  is  not 
sophisticated. 

But  the  problem  is  in  the  balancing.  Do  you  use  the  general  prin- 
ciple that  nobody  should  get  favored  over  somebody  else,  or  do  you 
crack  the  door  and  start  thinking  about  who  might  be  unfairly  treated 
if  they  do  not  get  special  treatment? 

The  problem  I  have  conceptually  is  that  once  you  crack  the  door 
then  where  do  you  stop? 

I  am  sure  there  are  hundreds  of  special  interest  groups  in  this  country 
which  could  come  before  this  committee  and  make  a  very  persuasive 
argument  on  why  it  is  in  the  public  interest  for  them  to  be  specially 
treated.  Congress  is  simply  going  to  have  to  pick  out  from  among 
those  which  ones  it  thinks  should  get  it.  As  a  practitioner  I  think  it  is 
fair  for  everybody  to  be  treated  the  same. 

But  I  can  understand  why  there  might  be  categories  where  the 
special  interest  group  persuaders  can  be  persuasive.  When  they  are 
persuasive  I  am  sure  that  you  will  put  a  category  in  there  for  them. 
But  as  a  general  policy  I  don't  see  it. 

I  notice  over  in  chapter  XI  there  is  a  special  section  for  purchase 
money  security  interest  in  aircraft  equipment  and  vessels.  When  you 
just  read  through  the  bill,  as  I  did  the  first  time,  that  section  jumps 
out  like  a  sore  thumb.  What  did  they  say?  It  must  have  been  very 
convincing  to  have  a  whole  separate  chapter  just  for  them. 

Why  should  someone  who  happens  to  sell  aircraft  equipment  be 
ahead  of  someone  who  sells  cooking  equipment?  I  didn't  understand 
why  that  was  there. 

If  you  follow  the  general  proposition  of  ratable  distribution,  then 
that  provision  should  not  be  there.  I  recommend  it  come  out. 

Following  along  the  same  lines  of  the  need  for  and  the  desirability 
of  flexibility  in  the  act,  I  suggest  that  the  section  that  deals  with 
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automatic  stay  be  reviewed  once  again.  It's  better  than  it  was.  The 
new  bankruptcy  rules  are  better  than  they  were  and  this  provision  is 
better  than  it  was  but  it  is  not  quite  good  enough  yet. 

I  think,  again,  the  court  ought  to  be  the  one  that  decides  when  an 
automatic  stay  should  terminate.  For  anybody  to  arbitrarily  say  that 
5  days  is  plenty  of  time  to  use  soft  collateral  is  unrealistic.  If  there  is  a 
weekend  in  the  middle  then  that  is  tough.  The  time  when  the  auto- 
matic; stay  ought  to  terminate  is  when  the  parties  at  interest  convince 
the  court  that  it  is  a  fair  time  to  do  that.  Automatic  stay,  if  it  is  good 
concept — and  I  believe  it  is — ought  to  be  automatic  and  it  ought  to 
stay  actions  and  it  ought  to  keep  staying  actions  until  the  judge  says 
that  it  should  not  stay  actions  anymore.  There  ought  to  be  reasons 
for  terminating  the  stay  and  the  reasons  ought  to  be  heard  and  con- 
sidered by  a  court  and  decided  upon. 

In  sections  362  (d)  and  (f)  the  language  is  that  "the  court  shall 
grant  relief  requested  by  secured  creditors  if"  A,  B,  C,  D.  It  seems  to 
me  that  the  language,  like  in  the  other  section,  ought  to  say  "the 
court  may  grant  if"  A,  B,  C,  and  D. 

The  same  point  is  there.  Leave  it  to  the  discretion  of  the  judge  after 
listening  to  the  parties  to  decide  what  to  do.  Do  not  make  is  easy  on 
anybody  or  remove  from  anybody  the  requirement  of  persuasion. 

Let  me  touch  briefly  upon  what  seems  to  be  the  hot  debate  these 
days  and  that  is  what  kind  of  judges  are  we  going  to  have?  Are  we 
going  to  have  district  judges  or  helper  judges? 

As  a  practitioner,  it  does  not  make  any  difference  to  me  how  a  judge 
is  nppointed  or  who  appoints  him  or  how  long  he  sits  or  what  he  makes 
as  long  as  the  man  sitting  on  the  bench  is  a  good  lawyer  and  is  attracted 
to  the  position  by  something  that  is  fan.  At  the  same  time,  as  long  as 
that  judge  has  sufficient  jurisdiction  and  power  to  do  what  needs  to 
be  done  in  very  difficult  unique  situations,  then  I  think  it's  OK. 

As  long  as  a  judge  has  reasonable  personal  reward  for  his  work 
like  salary  and  tenure  and  retirement  benefits  and  whatever  is  fair — 
and  the  standard  would  be  what  other  judges  make — and  as  long 
as  he  has  reasonable  administrative  support,  which  bankruptcy  judges 
do  not  have  now.  It's  a  real  burden  for  bankruptcy  judges  because 
they  need  paid  court  reporters  and  law  clerks.  We  need  to  get  out  of 
the  little  systems  that  we  have  to  develop  locally  to  make  sure  a 
reporter  will  come  and  get  paid.  They  need  to  have  the  same  kind 
of  administrative  support  that  any  other  court  has  in  order  to  function 
as  a  court.  A  bankruptcy  court  is  a  court;  if  the  judges  are  fairly 
compensated  and  have  adequate  staff,  then  they  can  do  the  job. 
That  is  all  they  care  about. 

If  the  court  itself  has  unconditional  reference  of  cases  so  that  we 
do  not  have  any  kind  of  local  politics  and  we  know  that  a  bankruptcy 
case  goes  to  the  bankruptcy  court  because  the  bankruptcy  judge  is 
the  one  that  knows  how  to  handle  it.  So  long  as  we  have  absolute 
unconditional  reference  of  all  matters  to  the  bankruptcy  court,  then 
I  think  it  is  all  right. 

As  long  as  that  court  has  sufficiently  broad  jurisdictional  power 
to  cover  everything  that  needs  to  be  done  with  respect  to  a  bankruptcy 
case,  then  we  get  rid  of  the  summary-plenary  nonsense  and  then  the 
court  can  function. 

My  personal  preference,  practicing  before  bankruptcy  courts,  is 
that  the  bankruptcy  judge  ought  to  be  just  like  a  district  judge.  He 
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wields  awesome  power  and  should  have  the  respect  and  the  status 
of  any  other  kind  of  trial  judge.  But  I  understand  that  that  is  a 
political  problem.  Again,  as  a  practitioner,  the  political  problem 
doesn't  make  any  difference  as  long  as  the  court  has  power  and  as 
long  as  good  judges  are  sitting  on  the  bench. 

In  the  statement  that  I  filed  with  the  committee  today  I  have  some 
specific  examples  of  how  you  can  change  language  around  to  do  that 
sort  of  thing,  but  I  think  the  idea  that  I'm  trying  to  express,  while 
not  agreeable  to  everybody,  is  clear. 

But  there  is  a  problem.  It's  a  problem  that  I  wrestled  with  on  the 
airplane  coming  down  after  I  had  taken  my  firm,  absolute  uncon- 
ditional position.  It  makes  sense  on  the  one  hand — and  this  is  a 
puzzle  which  is  why  I  mentioned  it — for  a  bankruptcy  judge  to 
handle  any  kind  of  a  matter  that  will  affect  the  company  or  the  case 
that  he  is  dealing  with.  It  could  be  antitrust  cases,  taxes,  or  whatever 
they  are. 

On  the  other  hand,  the  real  advantage  of  a  bankruptcy  court, 
as  opposed  to  other  courts,  is  the  ease  with  which  there  is  access. 
Timing  in  bankruptcy  cases  is  at  least  as  critical,  if  not  more  critical, 
than  substantive  law.  It  is  critical  in  a  crisis  situation  to  get  to  the 
court  and  have  the  judge  rule,  to  get  everybody  there  and  talk  about  it. 

If  a  court  gets  bogged  down  in  a  3-week  or  a  3-month  antitrust  case, 
then  there  can  be  a  problem  in  that  access  could  be  limited.  So, 
thinking  out  loud  with  myself  as  I  puzzled  the  problem,  it  seems  to  me 
that  there  ought  to  be  written  into  the  act  the  power  of  the  court  to 
hear  anything.  I'm  talking  about  the  same  flexibility  concept. 

But  the  choice  of  the  bankruptcy  judge  should  be  there  to  permit  a 
particular  case,  a  particular  litigated  matter,  to  be  heard  elsewhere. 
It  could  be  the  State  court,  the  district  court  of  wherever.  So,  if  an 
important  narrow  segment  of  a  particular  case  had  dispute  that  would 
require  weeks  and  weeks  to  resolve,  then  perhaps  the  court  could 
exercise  its  discretion  and  have  that  matter  heard  elsewhere. 

But,  except  for  that  kind  of  a  problem,  it  seems  to  me  that  it  is  only 
proper  for  the  bankruptcy  judge,  who  in  the  ultimate  analysis  has 
both  the  power  and  the  responsibility  of  making  sure  that  a  debtor 
has  the  greatest  possible  chance  to  survive,  should  have  the  power  to 
decide  anything  that  is  related 

Along  those  same  lines  and  having  to  do  with  the  status  of  respect 
accorded  to  a  bankruptcy  judge,  I  note  that  the  contempt  power 
continues  to  be  peanuts.  A  $250  contempt  power  is  almost  insulting. 

If  anybody  performs  an  act  of  contempt  in  the  presence  of  any 
court,  the  judge  ought  to  have  enough  power  to  do  more  than  embar- 
rass the  comtemnor.  He  ought  to  put  him  in  jail  or  fine  him  or  what- 
ever. Courts  should  be  accorded  dignity.  A  $250  contempt  amount  I 
think  is  embarrassing. 

In  my  written  statement  I  suggest  a  maximum  of  a  $10,000  fine 
and  a  maximum  6-month  jail  period.  I  do  not  really  think  it  matters 
whether  it  is  $10,000  or  $20,000  or  5-months  or  10  }:ears.  But  it  ought 
to  be  more  than  a  slap  on  the  wrist. 

Let  me  touch  on  two  other  things  briefly.  Generally  with  respect  to 
taxes — and  I  know  that  there  are  those  who  will  appear  and  will  go 
into  this  in  considerably  more  detail  than  I — generally  speaking  it  does 
not  make  any  practical  sense  to  me  for  a  trustee  or  a  debtor  in  pos- 
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session  to  have  to  fiddle  with  paying  income  taxes  and  filing  tax 
returns.  As  I  am  sure  you  are  aware  from  testimony  that  you  have 
heard  and  from  your  own  experience,  one  of  the  correlaries  of  a 
business  failure  usually  is  a  disastrous  set  of  books.  It  is  hard  to  figure 
out  what  happened.  Good  businessmen  sometimes  go  bankrupt,  but 
not  often.  Bad  businessmen  do  not  always  go  bankrupt  but  do  fre- 
quently. Bad  businessmen  do  not  keep  good  books. 

But  to  have  to  go  back  and  dig  out  facts  to  pay  what  in  the  overall 
analysis  is  a  relatively  nominal  amount  of  income  taxes  does  not  make 
any  sense  to  me. 

Also,  if  it  is  important  for  creditors  in  the  economy  to  recoup  as 
much  of  their  losses  as  possible  in  order  to  assist  the  economy  in 
staying  healthy,  then  let's  give  the  money  to  the  creditors.  They  will 
get  all  that  money  anyhow.  They  will  go  spend  it  and  generate  income. 
It  doesn't  make  any  sense  to  have  to  pay  taxes  in  a  bankruptcy 
setting  because  tax  collection  is  not  the  reason  for  a  bankruptcy.  It 
has  nothing  to  do  with  it. 

The  reason  for  bankruptcy  is  either  fresh  start,  if  it  is  liquidation, 
or  rehabilitation.  Neither  one  of  those  things  are  affected  by  tax 
collection. 

Senator  DeConcini.  Aren't  they  a  valid  creditor?  Isn't  the  tax 
collector  a  valid  creditor? 

Mr.  Creel.  For  prepetition  debt,  yes.  If  there  is  a  prepetition  tax 
claim  it  shouldn't  get  priority.  It  should  get  its  share  but  it  shouldn't 
get  priority.  But  I'm  talking  about  from  bankruptcy  forward.  It 
doesn't  make  any  sense  to  keep  up  with  that. 

Senator  DeConcini.  It  doesn't  make  sense  to  pay  income  tax  on 
that? 

Mr.  Creel.  I  do  not  think  so. 

I  think  it  is  an  unnecessary  and  expensive  burden.  The  only  time 
that  I  can  see 

Senator  DeConcini.  How  do  you  feel  about  property  tax?  Should 
we  excuse  them  from  that  time  on  also? 

Mr.  Creel.  To  be  consistent,  yes. 

Senator  DeConcini.  All  taxes  then  would  be  excused? 

Mr.  Creel.  Yes. 

The  only  time  I  can  see  where  it  would  be  a  public  policy  issue 
would  be  when  it  gave  a  competitive  advantage  to  an  operating 
debtor  who  operated  for  a  long  time. 

Senator  DeConcini.  Does  not  a  bankrupt  estate  still  benefit  from 
the  society  we  live  in  like  police  protection  and  the  benefits  of  Govern- 
ment and  service?  Shouldn't  they  pay  their  share  of  that? 

Mr.  Creel.  No.  Give  the  monej^  to  the  creditors.  It  will  go  back 
into  the  system  anyhow.  Why  go  through  the  hassle? 

Senator  DeConcini.  Because  the  tax  system  is  based  on  spreading 
it  over  supposedly  where  everyone  pays  some.  That  certainly  is 
subject  to  argument,  but  the  idea  and  the  principle  is  that  everybody 
pays  tax  on  any  money  they  make. 

Mr.  Creel.  I  think  every  functioning  part  of  society  ought  to  do 
that. 

Senator  DeConcini.  That's  how  our  Government  provides  the 
services.  If  you  would  permit  a  bankrupt  small  company  to  not  pay 
real  estate  taxes  and  income  taxes  and  sales  taxes  while  they  are  in 
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the  bankruptcy  and  yet  they  still  get  their  garbage  picked  up  and 
they  still  have  the  police  and  fire  protection  and  they  still  have 
benefits  from  the  Federal  Government  that  may  be  coming  in  their 
direction;  if  you  excuse  the  taxes,  that  doesn't  make  a  lot  of  sense. 

Mr.  Creel.  There  is  a  difference  of  opinion. 

Senator  DeConcini.   You're  asking  for  a  subsidy. 

Mr.  Creel.  It's  a  short-term  unique  situation  where,  again,  the 
collection  of  tax  is  not  one  of  the  incentives  or  bases  of  the  process. 

The  process  is  to  rehabilitate  and  to  distribute. 

Let  me  be  specific  and  tell  you  how  it  works  in  a  given  small  case. 
Let  us  say  that  the  ABC  Co.  has  gone  broke.  It's  in  straight  bank- 
ruptcy. Its  assets  are  being  liquidated.  There  is  a  trustee.  It  takes  a 
year  or  so  for  the  assets  finally  to  be  turned  into  dollars. 

It  is  probable  and  possible  that  by  selling  off  assets  in  liquidation 
that  there  can  be  some  capital  gain.  Maybe  it's  an  old  company.  But 
what  sense  does  it  make  to  go  back  into  the  records  of  the  company  and 
hire  an  accountant  and  spend  money  and  prepare  an  accurate  tax 
return  and  pay  capital  gains  tax  on  the  liquidation  of  the  assets  of  a 
defunct  company  that's  going  to  be  gone  and  no  longer  a  part  of  the 
society? 

Senator  DeConcini.  How  about  a  wage  earner  who  has  gone  bank- 
rupt and  now  he  is  employed?  Should  he  not  have  to  have  withholding 
taken  from  his  employment  check? 

Mr.  Creel.  Certainly  because  that  is  not  a  continuing  business  that 
is  either  to  survive  or  be  liquidated. 

Senator  DeConcini.  If  that's  the  income  that  you're  going  to  feed 
your  family  on  and  take  of  yourself  on  that,  then  that  is  your  survival, 
isn't  it? 

Mr.  Creel.  In  a  wage  earner  case  or  similar  case  when  an  individual 
decides  he  can't  make  it  anymore  and  throws  in  the  towel,  from  the 
point  in  time  when  he  files  the  petition  forward  then  he  is  a  new  free 
entity.  He  gets  to  keep  all  of  his  money  and  should  certainly  pay  taxes 
on  what  he  earns.  That's  not  what  I'm  saying. 

What  I'm  saying  is  that  when  you  are  liquidating  assets  or  when  you 
are  operating  on  a  short-term  basis  a  company  to  be  rehabilitated  and 
go  back  out  in  the  business  world  to  make  money  for  the  system 
again,  then  that  is  the  time  when  it  does  not  make  any  sense  to  me  to 
go  through  the  exercise. 

If  the  company  survives  and  the  process  has  been  successful  and  it 
is  returned  to  the  society  to  generate  money,  then  it  will  be  a  taxpayer 
again. 

Senator  DeConcini.  Wouldn't  that  be  a  great  incentive  not  to  make 
it  survive  so  it  would  have  to  go  out  into  the  cruel  world  and  pay  taxes 
and  you  would  keep  it  under  the  umbrella  of  the  court  as  long  as  you 
could?  Would  not  lawyers  attempt  in  that  area  to  provide  every  legal 
means  to  keep  them  under  the  umbrella  to  avoid  paying  this  tax? 

Mr.  Creel.  That's  a  good  point.  That's  getting  back  to  what  I  was 
saying  awhile  ago.  When  a  business  operates  long  enough  that  the 
nonpayment  of  taxes  gives  it  a  competitive  or  unfair  advantage,  then 
there  certainly  should  be  a  time  limit. 

Senator  DeConcini.  Who  would  decide  that,  the  court? 

Mr.  Creel.  I  think  the  Government  could  be  arbitrary  there. 

Senator  DeConcini.  Thank  you.  Please  proceed. 
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Mr.  Creel.  The  last  thing  that  I  would  like  to  touch  on  is  this. 
This  is  the  involuntary  petition  area.  When  this  part  of  the  law  was  to 
be  rewritten,  there  was  a  suggestion  that  only  one  creditor  would  be 
required  to  file  involuntary  and  that  the  "inability  to  pay  debts  as 
they  matured"  standard  would  be  sufficient  to  permit  the  filing  of 
involuntary. 

Fortunately,  that  has  been  changed  in  at  least  insofar  as  the  one 
creditor  is  concerned. 

As  the  Senator  is  aware,  the  mere  filing  of  an  involuntary  bank- 
ruptcy petition  causes  great  harm  and  can  be  enough  in  and  of  itself 
to  take  an  otherwise  healthy  company  and  make  it  an  unhealthy  one. 
There  should  be  stringent  standards  for  the  filing  of  an  involuntary. 
In  the  present  S.  2266,  stringent  standards  have  been  included  back 
into  the  bill. 

There  is,  however,  one  area  that  concerns  me.  My  experience  is 
that  the  requirement  of  an  allegation  for  "balance  sheet"  insolvency 
tends  to  make  those  who  wish  to  file  involuntaries  a  little  more  careful. 
With  an  inclusion  in  S.  2266  of  the  damage  provisions  that  have  been 
absent  from  the  law  before  and  are  welcomed  here,  if  a  creditor  knew 
that  all  he  had  to  allege  was  that  a  prospective  bankrupt  did  not 
generally  pay  his  bills,  then  there  is  not  much  risk  there  if  a  company 
has  in  fact  some  problems  around  town. 

It's  a  different  thing  entirely,  however,  to  require  that  creditor 
to  allege  in  a  pleading  that  the  prospective  bankrupt  has  less  assets 
than  liabilities  because  that  allegation  requires  a  little  more  investi- 
gation and  a  little  more  care. 

I  do  not  see  any  disadvantage  to  the  "balance  sheet"  test.  I  see 
disadvantage  in  the  "generally  unable  to  pay"  test  because  it  is  so 
vague.  I  would  suggest  that  the  old  "balance  sheet"  insolvency  test 
be  reinserted  into  the  requirements  for  the  filing  of  an  involuntary. 

Again,  it  is  simply  the  practical  requirement  that  a  group  of  creditors 
should  be  required  to  pretty  well  know  what  they  aie  doing  before 
they  drop  the  ax  of  involuntary  bankruptcy. 

I  am  not  sure  exactly  what  "generally-unable-to-pay"  or  "generally- 
has-failed-to-pay"  debts  means.  I  am  sure  it  will  be  tested  and  we 
will  know  10  years  from  now.  It's  not  a  clear  standard.  The  balance 
sheet  insolvency  is  a  relatively  clear  standard;  certainly  a  clearer 
standard. 

Also,  I  note  that  the  other  standard  for  involuntary  petitions — 
namely,  that  someone  other  than  a  receiver  or  trustee  has  taken 
substantially  less  than  all  of  the  assets  of  a  prospective  bankrupt — 
is  sufficient  to  warrant  a  pleading  of  involuntary  bankruptcy.  I  would 
suggest  that  in  most  States  and  certainly  in  Texas,  if  a  creditor  gets 
a  judgment  and  sends  the  sheriff  out  to  pick  up  a  chair  to  pay  the 
$10  debt  or  $100  debt,  under  the  present  act  as  it  is  written,  that  is 
sufficient  to  be  "an  act  of  bankruptcy."  It's  sufficient  to  foimd  the 
allegation  of  the  taking  by  a  custodian  of  less  than  substnatially  all 
of  the  assets  of  a  debtor,  and,  therefore,  would  give  an  impractical 
basis  for  the  filing  of  an  involuntary.  The  test  should  be  turned  around 
so  that  if  there  is  going  to  be  a  test  other  than  the  "balance  sheet" 
test,  the  test  ought  to  be  that  someone  has  come  and  taken  all  of  the 
stuff  or  most  of  the  stuff,  not  less  than  substantially  all  of  it. 
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That  concludes  my  comments  on  my  statement.  I  have  one  other 
thing  that  I  would  like  to  mention  if  I  may. 

I  understand  that  there  has  been  some  conversation  here  about  Texas 
and  its  exemption  laws,  and  that  there  is  alleged  to  be  a  hue  and  cry 
from  Texas  creditors  that  they  are  unfairly  treated  by  what  is  supposed 
to  be  unnecessarily  liberal  rules. 

I  do  not  hear  any  hue  and  cr}T  in  Texas  from  creditors.  We  Texans 
believe  that  our  relatively  broad  exemptions  laws  are  good  and  posi- 
tive, and  promote  a  business  climate  that  is  helpful  and  healthy. 

We  think  that  it  probabty  is  the  business  of  Congress  to  say  how 
much  minimum  property  a  bankrupt  may  have. 

Senator  DeConcini.  You  say  it  is  the  business  of  Congress? 

Mr.  Creel.  Yes;  I  think  so.  A  bankrupt  should  be  able  to  keep  his 
dignity  and  get  started  again.  Therefore,  the  minimum  amount  of 
exemptions  make  sense.  Everybod}T  ought  to  be  able  to  put  on  a  suit. 

Senator  DeConcini.  Are  uniform  exemptions  needed? 

Mr.  Creel.  No.  I  do  not  think  that  it's  the  business  of  Congress  to 
say  how  much  he  may  keep.  There  is  a  difference  between  minimum 
and  maximum. 

The  policy  of  bankruptc}-  with  respect  to  debtors  is  a  fresh  start. 
Dignity  and  new  chance  and  what-have-you  is  what  "fresh  start"  is. 
It  requires  a  certain  amount  of  minimum  things.  That  is  a  bankruptcy 
policy.  That  is  a  congressional  policy. 

How  much  someone  ma}'  keep,  however,  affects  the  interests  of 
creditors.  That  has  nothing  to  do  with  "fresh  start."  That  is  not  the 
business  of  Congress.  That  is  the  business  of  the  States. 

We  believe — and  I  will  speak  generally  for  Texans  although  I  prob- 
ably should  not — that  it  is  the  business  of  our  Texas  Legislature  to 
determine  how  much  a  bankrupt,  a  debtor,  may  keep.  We  would  not 
like  to  see  Congressmen  pose  a  fixed  schedule  of  exemptions.  We  don't 
think  that  is  the  business  of  Congress. 

In  recent  years,  there  has  been  a  rather  substantial  change,  just  in 
case  you  don't  know,  in  Texas  exemption  law  as  the  result  of  a  famous 
case  down  there  where  an  old  couple  got  to  keep  a  lot  of  things  and  it 
didn't  look  very  good. 

Senator  DeConcini.  What  is  the  exemption  ? 

Mr.  Creel.  It  is  now  up  to  $30,000  in  fair  value  of  personal  property. 
There  are  a  number  of  categories  where  you  cannot  have  more  than 
one  thing.  You  cannot  have  two  boats,  for  example,  you  can  only  have 
one. 

But  you  can  take  all  the  things  in  the  categories  and  add  them  up  to 
a  fair  value  of  $30,000.  That  is  how  much  personal  property  may  be 
retained. 

On  a  homestead,  a  Texas  resident  may  claim  either  the  house  where 
he  lives,  his  residence  as  a  homestead 

Senator  DeConcini.  Whatever  it  may  be? 

Mr.  Creel.  No. 

Or  his  business  homestead;  but  there  is  a  limit  there  of  $10,000  on 
the  value  of  the  property  when  acquired.  That  is  the  real  estate  not 
counting  improvements.  For  example,  if  I  buy  a  home  and  it  sets 
on  a  $10,000  lot,  then  that  is  exempt.  If  it  sets  on  a  $5,000  lot,  it  is 
exempt.  If  it  sets  on  a  $15,000  lot,  then  I  have  to  prorate  values 
with  my  creditors. 
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Senator  DeConcini.  Under  that  set  of  circumstances  $10,000  of 
the  lot  is  exempt? 

Mr.  Creel.  Yes. 

Senator  DeConcini.  $5,000  is  not? 

Mr.  Creel.  No. 

Senator  DeConcini.  What  about  the  improvements? 

Mr.  Creel.  You  prorate  the  value  of  the  lot  vis-a-vis  the  real 
value  of  the  lot  and  take  into  account  the  improvements  and  subtract 
the  mortgage  and  come  up  with  the  difference  and  distribute  it.  It 
is  a  complicated  formula  but  the  point  is  that  there  is  a  limit.  There 
is  a  limit  that  our  legislature,  after  reviewing  some  cases  that  seemed 
to  be  unfair,  passed.  They  passed  it  as  being  fair  for  us.  We  do  not 
think  that  there  should  be  anything  more  in  the  Bankruptcy  Act 
than  those  minimum  requirements  required  for  a  "fresh  start." 

If  we  in  Texas  or  somebody  in  Massachusetts,  or  wherever,  wants 
to  permit,  for  the  stimulation  of  business,  broader  exemptions,  then 
that  ought  to  be  a  State  policy. 

Senator  DeConcini.  Thank  you. 

Any  questions  from  staff? 

Mr.  Dixon? 

Mr.  Dixon.  I  have  one  question.  Mr.  Creel,  you  suggested  that  in 
involuntary  situations  they  ought  to  be  able  to  return  to  the  "balance 
sheet"  insolvency  test.  As  I  understand  the  problem,  creditors  often 
don't  receive  balance  sheets.  If  the  test  is  going  to  be  a  "balance 
sheet"  test,  how  can  they  file  involuntary  if  they  haven't  actually 
received  a  balance  sheet? 

You  also  testified  that  the  books  of  most  insolvent  debtors  are 
nonexistent.  Isn't  that  really  a  great  source  of  litigation  to  have  a 
"balance  sheet"  test,  whereas  it's  fairly  easy  to  prove  whether  or 
not  a  debtor  has  paid  or  failed  to  pay  a  substantial  amount  of  its  bill? 

Mr.  Creel.  I'm  not  sure  it's  any  easier  to  prove  the  latter  than 
the  former.  But  a  creditor  cannot  very  well  allege  in  a  pleading 
balance  sheet  insolvency  on  a  whim  or  with  no  checking.  He  has  to 
check.  He  has  to  get  out  in  the  marketplace  and  check.  He  has  to 
check  with  traditional  credit  sources  and  he  has  got  to  utilize  his 
experience  and  his  knowledge  in  the  business  setting  of  that  area. 
He  has  to  know  something.  He  can't  just  go  say  it.  That  is  why  it 
is  a  safeguard. 

Mr.  Dixon.  Thank  you  very  much.  I  have  no  further  questions, 
Mr.  Chairman. 

If  there  are  no  other  questions,  we  thank  }^ou  very  much,  Mr. 
Creel.  We  appreciate  your  testimon}'. 

Our  next  set  of  witnesses  is  a  panel  representing  the  National  Bank- 
ruptcy Conference.  We  have  Charles  Horsky,  chairman;  Leon  Fore- 
man; Prof.  Vern  Countryman;  George  Triester;  Prof.  Frank  Kennedy; 
and  Larry  King.  Gentlemen,  welcome.  We  thank  you  for  being  with 
us  today. 

I  understand  you  have  submitted  a  statement  for  the  record  and 
we  will  place  it  in  the  record.  I  understand  it's  a  hard-hitting  state- 
ment telling  us  where  we  should  go  and  not  go,  so  if  you  want  to  pro- 
ceed and  highlight  your  statement  we  will  put  the  statement  in  the 
record  if  that's  all  right. 
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STATEMENT  OF  CHARLES  A.  HORSKY,  CHAIRMAN,  NATIONAL  BANK- 
RUPTCY CONFERENCE,  ACCOMPANIED  BY  LEON  FORMAN,  AT- 
TORNEY, PHILADELPHIA;  VERN  COUNTRYMAN,  PROFESSOR 
HARVARD  LAW  SCHOOL;  GEORGE  TRIESTER,  ATTORNEY,  LOS 
ANGELES;  FRANK  KENNEDY,  PROFESSOR,  UNIVERSITY  OF 
MICHIGAN  SCHOOL  OF  LAW 

Mr.  Horsky.  Thank  you,  Mr.  Chairman,  I'm  Mr.  Horsky.  Would 
you  care  to  have  me  identify  the  various  people? 

On  my  far  left  is  Mr.  George  Triester,  a  practicing  lawyer  in  Los 
Angeles.  Immediately  on  my  left  is  Professor  King,  professor  of  law  at 
New  York  University  Law  School.  Immediately  on  my  right  is  Prof. 
Vern  Countiyman  of  Harvard  Law  School.  On  his  right  is  Prof.  Frank 
Kennedy,  a  professor  at  the  University  of  Michigan  Law  School  and 
the  executive  director  of  the  Commission  on  the  Revision  of  the  Bank- 
ruptcy Act.  At  the  far  end  is  Leon  Forman,  a  practicing  attorne}^  in 
Philadelphia. 

I'm  a  practicing  attorney  in  Washington,  D.C. 

Senator  DeConcini.  Your  written  statement  will  be  inserted  in  the 
record  at  this  point. 

[The  material  follows:] 

Memorandum  of  the  National  Bankruptcy  Conference 

This  statement  is  submitted  by  the  following  persons  on  behalf  of  the  National 
Bankruptcy  Conference: 

Charles  A.  Hoi  sky,  Chairman,  National  Bankruptcy  Conference;  Covington 
&  Burling,  Washington,  D.C. 

Vern  Countryman,  Vice-Chairman,  National  Bankruptcy  Conference;  Professor 
of  Law,  Harvard  Law  School. 

George  M.  Treister,  Vice-Chairman,  National  Bankruptcy  Conference;  Stut- 
man,  Treister  &  Glatt,  Los  Angeles. 

Frank  R.  Kennedy,  Chairman,  Drafting  Committee,  National  Bankruptcy 
Conference;  Professor  of  Law,  Michigan  Law  School. 

Lawrence  P.  King,  Chairman,  Legislation  Committee,  National  Bankruptcy 
Conference;  Professor  of  Law,  New  York  University  School  of  Law. 

Leon  S.  Forman,  Member,  National  Bankruptcy  Confeience;  Wexler,  Weisman, 
Maurer  &  Forman,  Philadelphia. 

The  National  Bankruptcy  Conference  is  a  nonprofit  unincorporated  organiza- 
tion composed  of  representatives  of  different  groups  who  are  interested  in  the 
administration  of  bankruptcy  law,  including  bankruptcy  judges,  full-time  profes- 
sors of  law  and  practicing  attorneys  who  specialize  in  this  area.  There  are  5S  full 
members  and  11  associate  members  and  all  areas  of  the  country  are  represented 
among  the  membeiship.  Since  about  1932  the  Conference  has  devoted  itself  to  the 
improvement  of  the  bankruptcy  law  and  its  administration.  Since  the  filing  of  the 
Report  of  the  Commission  on  the  Bankruptcy  Laws  of  the  United  States,  the 
Conference  has  devoted  itself  to  studying  the  Report  and  all  the  bills  following 
it  introduced  in  both  the  Senate  and  House  with  a  view  toward  assisting  in  the 
passage  of  an  Act  which  would  substantially  improve  and  reform  the  present  law. 

The  present  bankruptcy  system  cries  out  for  reform  as  is  thoroughly  docu- 
mented in  the  records  of  the  various  hearings  before  the  Commission  on  the 
Bankruptcy  Laws  of  the  United  States  and  the  subcommittees  of  the  Senate  and 
the  House  of  Representatives.  Viitually  no  one  doubts  this  now.  We  can  identify 
the  most  important  areas  of  these  needed  reforms  as  follows: 

1.  The  need  to  upgrade  the  bankruptcy  court  system  and  to  arm  it  with  ade- 
quate jurisdiction,  powers  and  support  to  perform  its  job. 

2.  The  need  to  separate  the  administrative  from  the  judicial  functions  in 
bankruptcy. 

3.  The  need  to  eliminate  administration  of  estates  for  the  sole  benefit  of  the 
administrators. 


832 

4.  The  need  to  modernize  the  provisions  for  business  reorganization. 

5.  The  need  to  make  the  debtor's  "fresh  start"  more  meaningful. 

6.  The  need  to  encourage  repayment  rather  than  discharge  of  debts  by  making 
Chapter  13  relief  more  attractive. 

7.  The  need  to  clarify  the  rights  of  creditors  and  to  modernize  substantive  bank- 
ruptcy law. 

8.  The  need  for  railroad  reorganization  reform. 

Judged  against  these  reform  goals,  Senate  Bill  2266  is  clearly  deficient.  Although 
it  would  achieve  some  important  improvements,  notably  in  the  substantive  law 
area,  in  many  more  respects  it  either  does  nothing  to  better  the  existing  system 
or,  in  some  instances,  actually  represents  a  step  backward.  In  this  memorandum, 
we  will  briefly  measure  the  bill  by  the  recognized  reform  goals. 

1.    THE   NEED  TO  UPGRADE  THE   BANKRUPTCY  COURT  SYSTEM  AND  TO  ARM  IT  WITH 
ADEQUATE  JURISDICTION,   POWERS  AND  SUPPORT  TO  PERFORM  ITS  JOB 

In  the  present  federal  judicial  system  the  bankruptcy  court  has  responsibilities 
as  great  as  any  other  trial  court,  yet  it  is  a  step  child.  It  is  not  assured  the  same 
adequate  supporting  staff  and  library  that  other  federal  courts  have.  It  is  without 
prestige  and  ordinarily  does  not  attract  highly  qualified  attorneys  to  accept 
appointment  to  the  bench.  The  best  lawyers  do  not  want  to  be  assistants  to 
district  judges.  On  a  more  technical  level,  the  present  jurisdictional  limits  of  the 
bankruptcy  court  are  irrationally  drawn,  and  the  difficulty  of  discovering  these 
lines  by  itself  causes  an  enormous  amount  of  wasteful  litigation.  In  any  event, 
there  is  a  lack  of  jurisdiction  over  many  important  types  of  lawsuits  which  ought 
to  be  brought  into  the  bankruptcy  court  in  the  interests  of  sound  and  efficient 
administration.  The  need,  perhaps  most  pressing,  is  for  an  independent,  pres- 
tigious bankruptcy  court  with  broad  jurisdiction  and  powers.  S.  2266  represents 
almost  no  improvement  in  this  area.  Its  court  would  remain  an  adjunct  of  the 
district  court,  deriving  its  powers  through  that  court,  its  judge  an  assistant  to 
the  district  judge.  The  need  recognized  by  the  Bankruptcy  Commission  in  its 
recommendations  for  an  independent  bankruptcy  court  on  the  Tax  Court  model, 
or  the  need  recognized  by  the  House  Judiciary  Committee  in  its  recommendation 
for  a  full  Article  III  bankruptcy  court,  is  not  met  at  all  in  S.  2266. 

The  proposed  term  of  office  of  12  years  in  S.  2266  while  an  improvement  over 
the  present  6-year  term,  is  less  than  the  15  years  recommended  by  the  Bankruptcy 
Commission  and,  of  course,  less  attractive  to  qualified  prospective  appointees 
than  the  full  Article  III  judgeship  of  H.R.  8200.  The  shorter  the  term,  the  more 
likely  the  need  for  reappointment,  thus  detracting  from  the  bankruptcy  judge's 
independence.  The  Senate  Bill's  proposed  salary  of  $48,500  is  also  less  than  what 
was  contemplated  by  the  proposals  of  the  House  bill.  That  S.  2266  proposes  ap- 
pointment of  bankruptcy  judges  by  the  Circuit  Judicial  Councils  rather  than  by 
the  District  Courts  as  at  present  may  be  an  improvement,  but  it  does  not  make  for 
as  prestigious  a  court  as  does  the  Commission's  and  the  House's  proposal  for  Presi- 
dential appointment. 

The  record  documents  the  need  for  complete  jurisdiction  in  the  bankruptcy 
court  fully  to  administer  the  estate  and  to  resolve  litigation  that  affects  the  estate. 
The  present  summary-plenary  jurisdiction  dichotomy  is  illogical,  wasteful  and 
archaic;  it  spawns  litigation  and  causes  delajr  and  unnecessary  expense.  Both  the 
Commission  and  the  House  Judiciary  Committee,  accordingly,  proposed  that  the 
bankruptcy  court  have  jurisdiction  over  any  matter  or  lawsuit  that  affected  the 
estate,  leaving  it  to  the  bankruptcy  court's  discretion  to  abstain  and  remit  the 
parties  to  another  forum  where  the  estate's  interest  was  relatively  minimal  and  did 
not  justify  a  trial  in  the  bankruptcy  court.  This  solution  accomplishes  the  reform 
goal.  S.  2266,  on  the  other  hand,  does  not  directly  give  jurisdiction  to  the  bank- 
ruptcy court  to  any  greater  extent  than  it  presently  possesses;  perhaps  it  takes 
some  away.  While  proposed  §  1334(b)  of  the  Bill  could  be  construed  to  grant 
pervasive  jurisdiction  to  the  District  Court,  unless  rules  are  adopted  for  complete 
and  automatic  reference  of  every  case — something  the  bill  does  not  appear  to 
contemplate — the  kind  of  uncertainty  presently  plaguing  the  system  with  respect 
to  the  bankruptcy  court's  summary  jurisdiction  certainly  will  be  preserved. 

In  any  event,  it  detracts  from  the  effectiveness  and  stature  of  the  bankruptcy 
court  not  to  have  the  Congressional  grant  of  jurisdiction  given  directly  to  it. 
Moreover,  S.  2266  does  nothing  to  enhance  the  bankruptcy  court's  status  when 
it  provides  in  §  775(b)  that  the  judge's  orders  be  appealable  to  a  single  judge 
of  the  District  Court.  The  House  bill  would  have  entitled  appeals  from  bank- 
ruptcy courts  to  the  same  dignity  as  appeals  from  other  federal  courts. 
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2.  THE  NEED  TO  SEPARATE  THE  ADMINISTRATIVE  FROM  THE  JUDICIAL 
FUNCTION  IN  BANKRUPTCY 

The  present  position  of  the  bankruptcy  judge  as  both  the  arbiter  of  disputes 
and  the  overall  administrative  supervisor  of  the  estate  is  perhaps  the  most  glaring 
defect  in  the  system.  The  record  is  replete  with  testimony  concerning  the  unfair- 
ness or  apparent  unfairness  from  the  standpoint  of  those  opposing  the  estate 
of  having  to  litigate  before  a  judge  whose  responsibilities  include  protecting 
the  estate.  The  Commission  would  have  made  the  necessary  reform  by  creating 
an  independent  administrative  agency  in  the  Executive  Branch  to  handle  most 
of  the  matters  of  an  administrative  nature,  restricting  the  court's  role  essentially 
to  resolving  disputes.  H.R.  8200  has  a  different  approach  but  accomplishes 
much  the  same  result  by  its  creation  of  the  United  States  Trustee  system.  How- 
ever, the  Senate  bill  ingores  the  entire  problem;  it  perpetuates  every  defect  in 
the  present  system  by  leaving  the  bankruptcjr  judge  with  all  the  combined  ad- 
ministrative and  judicial  duties. 

3.  THE  NEED  TO  ELIMINATE  ADMINISTRATION  OF  ESTATES  FOR  THE  SOLE 
BENEFIT  OF  THE  ADMINISTRATORS 

The  present  system  is  marred  by  the  fact  that  in  too  many  cases  it  appears 
that  those  administering  estates  are  motivated  by  their  own  financial  interests 
rather  than  by  the  goal  of  serving  the  beneficiaries  of  their  trust.  Particularly 
in  smaller  cases  there  often  seems  to  be  no  justification  for  the  administration 
from  the  standpoint  of  creditors.  In  addition  to  its  failure  to  provide  for  a  govern- 
mental administrator  who  would  handle  nominal  asset  cases,  as  referred  to  above, 
the  following  provisions  of  S.  2206  tend  to  perpetuate  the  deficiencies  of  the  present 
system : 

The  $100  minimum  fee  for  private  trustees,  §  320(a). 

The  election  of  creditors'  committees  and  trustees  in  Chapter  11,  §  1102, 
§  1104.  (The  vice  is  that  this  leads  to  patronage  in  the  employment  of  counsel.) 

The  election  of  private  trustees  in  Chapter  13,  §  1302(a). 

4.   THE   NEED   TO   MODERNIZE   THE   PROVISIONS  FOR  BUSINESS  REORGANIZATION 

From  the  standpoints  of  dollar  volume  of  assets  and  claims,  preservation  of 
going  concern  values  and  impact  on  the  economy,  business  reorganizations 
(Chapter  11  of  S.  2266)  are  of  principal  importance. 

Under  present  law,  except  for  railroads  and  municipal  corporations,  reorganiza- 
tions are  effected  under  one  of  three  chapters  of  the  Bankruptcy  Act — X,  XI,  or 
XII.  Chapter  X  is  designed  for  large  corporations  which  are  in  need  of  pervasive 
reorganization  of  their  debt  and  equit}^  structure.  Chapter  XI  is  available  to 
corporations,  individuals  or  partnerships  which  require  only  an  arrangement  with 
unsecured  creditors.  Chapter  XII  is  available  to  noncorporate  debtors  who  need 
relief  from  the  claims  of  creditors  holding  secured  claims  on  realty. 

Forty  years  of  experience  under  these  chapters  has  demonstrated  the  need  for 
a  single  reorganization  chapter  for  all  businesses  which  will  preserve  the  workable 
and  desirable  aspects  of  the  present  system,  but  which  will  modernize  the  procedure 
and  substantive  law  and  permit  reorganization  to  keep  pace  with  the  requirements 
of  the  economy. 

Sophisticated  creditors,  as  well  as  debtors,  avoid  present  Chapter  X  because 
experience  has  shown  that  it  takes  too  long,  costs  too  much,  and  the  radical 
nature  of  the  surgery,  even  if  skillfully  performed,  may  kill  the  patient.  Regard- 
less of  creditor  acceptance,  the  court  has  no  discretion  to  confirm  a  plan  unless  it 
meets  the  standards  of  absolute  or  strict  priority.  Stated  simply,  this  rigid  rule 
forbids  participation  by  junior  creditors  unless  the  rights  of  senior  creditors  are 
fully  compensated,  and  stockholders  cannot  participate  in  reorganization  values 
unless  all  creditors  are  first  provided  for  in  full. 

There  are  at  least  two  inherent  difficulties  with  this  rule:  (1)  it  rejects  the  notion 
that  fully  informed  and  well  represented  senior  creditors  and  stockholders  may,  for 
reasons  satisfactory  to  themselves,  negotiate  for  a  reorganization  that  does  not 
need  the  inflexible  requirements  of  absolute  priorities;  (2)  the  rule  depends  for  its 
application  on  the  court's  evaluation  of  the  business  based  on  a  capitalization  of 
future  earnings,  a  tedious  and  expensive  process  of  crystal  ball  gazing  at  best. 

Another  problem  with  present  Chapter  X  is  that  in  almost  every  case  the 
appointment  of  a  disinterested  trustee  is  mandatory,  making  the  ultimate  success 
of  the  effort  largely  dependent  on  the  skill  and  industry  of  one  man.  "Debtor-in- 
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possession"  or  continuation  of  existing  management  in  control  is  not  permissible 
even  if  that  management  is  the  most  qualified  one  available. 

For  these  reasons  among  others,  and  because  it  is  more  expeditious  and  less 
expensive,  Chapter  XI  is  greatly  preferred  by  practicing  lawyers  over  Chapter  X. 
But  there  is  no  power  in  Chapter  Xl  to  modify  the  rights  of  either  secured  creditors 
or  stockholders  in  the  reorganization  plan.  Thus  there  are  many  situations  when 
neither  Chapter  X  nor  Chapter  XI  fully  serves  the  reorganization  needs. 

Present  Chapter  XII,  which  has  a  very  limited  purpose,  is  a  confusing  patch- 
work of  provisions  that  were  lifted  from  both  Chapters  X  and  XI.  Chapter  XII 
was  intended  for  non-corporate  debtors  who  were  ineligible  for  Chapter  X  but  who 
needed  relief  from  debt  secured  by  realty.  Little  used  until  recent  years,  it  has 
been  seized  upon  by  large  limited  partnerships  and  real  estate  syndicates  created 
for  tax  advantage  in  the  hope  that  Chapter  XII's  cram  down  provisions  can  be 
used  to  modify  the  secured  rights  of  institutional  lenders  who  are  not  protected  in 
this  Chapter  by  the  absolute  priority  rule.  While  the  absolute  priority  rule  is 
deficient  in  itself,  the  matter  is  worse  in  present  Chapter  XII  where  it  is  possible 
to  "ciam  down"  a  plan  but  without  reference  to  the  fair  and  equitable  test.  Thus 
the  meaning  of  "value"  as  applied  to  cram  down  is  unclear  and  confusing. 

It  is  essential  that  the  inconsistencies,  uncertainties  and  illogic  inherent  in  the 
present  system  of  three  separate  reorganization  chapters  be  resolved  by  con- 
solidation into  a  single  chapter,  flexible  enough  to  meet  the  needs  of  all  the  business 
cases  without  excessive  litigation,  delay  and  expense.  H.R.  8200  recognized  this 
need  in  the  structure  of  its  consolidated  Chapter  11  which: 

Is  available  to  all  kinds  of  business  organizations  and  can  be  commenced  by 
the  debtor  voluntarily  or  by  creditors  to  protect  their  own  interests; 

Permits  the  debtor  to  remain  in  possession  unless  the  court  determines  that  a 
trustee  is  required  and  that  the  cost  of  the  trustee  does  not  outweight  the  protec- 
tion afforded; 

Requires  adequate  disclosure  be  made  in  the  solicitation  of  acceptances  of  a 
plan; 

Permits  parties  in  interest  other  than  the  debtor  to  propose  a  plan;  and 

Permits  the  plan  to  modify  the  rights  of  secured  and  unsecured  creditors  and 
equity  holders; 

Permits  the  various  classes  of  creditors  and  equity  holders  by  substantial 
majority  vote  to  accept  a  plan,  without  imposing  the  additional  requirements  that 
the  court  approve  the  plan,  conduct  a  valuation  hearing  and  find  the  plan  to  meet 
the  absolute  priority  rule. 

The  approach  of  H.R.  8200  preserves  the  flexibility  which  has  permitted  timely 
reorganization  of  debtoi  s  in  present  Chapter  XI  without  the  arbitrary  imposition 
of  a  trustee  when  one  is  not  needed,  and  without  the  arbitrary  requirement  that 
the  absolute  priority  rule  be  applied  when  the  debtor  and  the  requisite  majority 
of  all  classes  of  creditors  and  security  holders  have  agreed  upon  a  plan. 

Unfortunately,  S.  2266  not  only  rejects  these  business  reorganization  reforms 
but  it  offers  a  much  less  attractive  system  than  current  law.  In  effect,  its  Chapter 
11  rejects  the  major  House  reform  of  consolidation  of  the  business  rehabilitation 
chapters.  Within  a  purportedly  unified  chapter  there  is  proposed  a  two  track  re- 
organization system  which  is  less  flexible,  more  archaic,  and  less  desirable  than 
present  reorganization  law. 

Our  most  important  objections  go  to  the  establishment  of  separate  and  distinct 
reorganization  procedures  for  public  corporations  on  the  one  hand,  and  individuals, 
partnerships  and  private  corporations,  on  the  other.  The  definition  of  public 
company  is  itself  arbitrary  rather  than  functional.  We  therefore  strongly  oppose 
Chapter  11  of  S.  2266  because: 

Section  1104(a)  requires  the  appointment  of  a  disinterested  trustee  in  the  case  of 
every  public  company  whether  or  not  creditors  want  one  or  there  is  any  cause  for 
the  appointment  of  one.  Mandatory  appointment  of  a  trustee  in  all  public  cases 
has  been  advocated  by  the  Securities  and  Exchange  Commission  since  1938,  but 
has  consistently  been  rejected  by  the  Congress  and  the  Supreme  Court,  and  now  by 
the  House  Judiciary  Committee  in  H.R.  8200. 

Section  1130(a)(7)  applies  in  every  public  case  the  absolute  priority  rule  with 
its  inflexible  requirement  of  the  complicated  and  time  consuming  valuation  hear- 
ing, even  though  all  classes  of  creditors  and  equity  interests  consent  to  the  re- 
organization plan. 

Section  1125(f)  prohibits  the  solicitation  of  acceptances  of  a  plan  from  public 
creditors  and  stockholders  before  court  approval  of  the  plan  even  though  the 
solicitation  complied  with  all  applicable  securities  laws. 
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Sections  1125(f),  1128  and  1130(a)(7),  taken  together,  build  in  a  very  substan- 
tial delay  in  the  reorganization  process  in  public  cases,  for  they  require  a  compli- 
cated valuation  and  approval  hearing.  That  feature  makes  relief  under  present 
Chapter  X  a  generally  unattractive  alternative.  There  is  also  included  a  complex 
definition  of  "fair  and  equitable"  for  a  private  company  when  cram  down  is  neces- 
sary but  it  would  be  better  to  refer  merely  to  the  phrase  "fair  and  equitable". 

Whereas,  under  present  law,  many  large  public  companies  can  be  reorganized 
under  the  streamlined  provisions  of  Chapter  XI,  S.  2266  would  mandate  a  Chapter 
X-like  procedure  for  every  public  case,  and  thus  constitutes  a  long  step  backwards. 

There  are  other  significant  defects  in  S.  2266  which  we  find  objectionable: 

Section  1102(a)  permits  the  election  rather  than  appointment  of  creditors' 
committees,  rejecting  the  reform  suggested  by  the  Bankruptcy  Commission  and 
the  House  Bill  that  would  tend  to  minimize  or  avoid  lawyer  control  of  the  admin- 
stration  of  reorganization  cases. 

Section  1104(b)  permits,  for  the  first  time  ever  in  American  reorganization  law, 
the  election  of  a  reorganization  trustee  in  the  cases  of  non-public  companies,  a 
practice  which  certainly  will  encourage  lawyer  control  of  the  administration  of 
reorganization  cases. 

Section  362(d)  emasculates  the  business  rehabilitation  powers  by  providing  that 
secured  creditors  of  a  viable  business  may  foreclose  on  collateral  necessary  to  the 
operation  of  the  debtor's  business  merely  upon  a  showing  of  no  e  uity  in  the 
property,  without  any  regard  to  the  needs  of  the  debtor  and  other  creditors.  Such 
a  provision  is  a  regression  from  piesent  law,  is  not  necessary  to  protect  adequately 
the  rights  of  secured  creditors,  and  is  not  in  the  public  interest. 

Section  365(b)(3)  is  objectionable  because  it  permits  termination  of  leases 
essential  to  the  operation  of  the  business  without  reg  >rd  to  the  needs  of  the  debtor 
and  the  availability  of  other  means  for  achieving  adequate  protection  of  lessors. 
It  is  contrary  to  present  reorganization  law  and  gives  undue  leverage  to  lessors. 

5.   THE  NEED  TO  MAKE  THE  DEBTOR'S  FRESH  START  MORE  MEANINGFUL 

S.  2266  would  delete  or  seriously  impair  most  of  the  provisions  in  II. E.  8200 
that  make  the  debtor's  fresh  start,  a  basic  bankruptcy  concept,  more  meaningful. 

One  of  the  well-recognized  deficiencies  of  present  law  is  the  enforceability  of 
reaffirmation  agreements  which  require  a  bankrupt  to  pay  a  discharged  claim. 
H.R.  8200  renders  such  agreements  generally  unenforceable.  On  the  other  hand, 
S.  2266  renders  them  generally  enforceable  after  a  30-day  cooling-off  period.  Such 
a  period  is  a  mere  palliative  since  the  typical  bankrupt  will  neither  appreciate  nor 
have  the  counsel  necessary  to  take  advantage  of  this  opportunity  at  that  early 
stage. 

Another  aspect  of  a  meaningful  fresh  start  is  exemptions.  Presently,  the  Bank- 
ruptcy Act  provides  an  ineffective  system  by  incorporating  the  exemption  laws  of 
the  various  States.  Many  States  provide  little  exemption  benefits  to  a  debtor.  The 
House  Bill  also  permits  the  use  of  State  law,  but  contains  a  Federal  alternative 
which  assures  at  least  uniform  minimum  benefits.  The  Senate  Bill  returns  us  to 
the  present  system  which  has  proven  unsatisfactory,  as  indicated  in  the  previous 
hearings  before  the  Senate  and  House  Subcommittees  and  the  Report  of  the 
Commission  on  the  Bankruptcy  Laws  of  the  United  States. 

A  third  area  concerns  redemption.  The  House  Bill  would  allow  an  individual 
debtor  to  redeem  property  intended  primarily  for  personal,  family,  or  household 
use,  if  the  property  was  either  exempted  or  abandoned  by  the  trustee  as  of  no 
value  to  the  estate.  Property  may  be  redeemed  from  a  lien  by  paying  the  lien- 
holder  the  amount  of  the  secured  claim.  S.  2266  deletes  the  right  of  redemption 
with  respect  to  purchase-money  security  interests,  which  make  up  the  bulk  of 
consumer  goods  encumbered  by  liens.  In  effect,  therefore,  the  Senate  Bill  dilutes 
the  benefit  of  redemption  and  provides  the  lienholder  with  unjustifiable  leverage 
to  obtain  a  reaffirmation  of  his  claim. 

An  important  area  requiring  reform  is  the  nondischargeability  of  certain 
claims.  One  perennial  problem  has  been  the  nondischargeability  of  consumer 
debts  incurred  through  use  of  an  alleged  false  financial  statement.  While  this 
type  of  debt  remains  nondischargeable  in  both  Bills,  the  House  Bill  provides 
some  needed  protection  to  the  consumer  bankrupt  against  abuse.  It  would  permit 
him  to  recover  costs,  attorney's  fees,  and  limited  damages  if  the  creditor's  suit 
is  unsuccessful.  Under  S.  2266,  Section  523(d),  such  recovery  is  limited  to  costs 
and  attorney's  fees,  and  then  only  if  the  debtor  is  able  to  persuade  the  court 
that  the  creditor's  action  was  frivolous  and  not  brought  in  good  faith. 
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Another  type  of  nondischargeable  debt  is  one  for  taxes.  Under  current  law 
and  H.R.  8200,  stale  tax  claims  would  be  dischargeable.  The  date  to  determine 
staleness  runs  from  the  date  the  particular  tax  return  was  last  due  to  be  filed 
without  penalty.  The  Senate  Bill  would  make  the  date  of  assessment  the  key- 
date.  Thus,  if  no  assessment  was  made  before  bankruptcy,  the  tax,  no  matter 
how  old,  would  remain  nondischargeable  and  a  continuing  burden  for  the 
financially  distressed  debtor.  Assessment  itself  is  frequently  difficult  or  impossible 
to  determine. 

Employees   and   consumer   creditors   also  fare  substantially  less   well   under 

5.  2266  than  under  H.R.  8200.  Employees  would  be  limited  to  a  wage  priority 
of  $1,800,  and  fringe  benefits  falling  within  the  priority  are  limited  to  those 
accrued  within  90  days  before  the  petition.  Under  the  House  Bill,  the  maximum 
amount  of  the  priority  is  $2,400  and  fringe  benefits  can  be  accumulated  for  a 
period  of  one  year  before  the  petition. 

Consumer  creditors,  i.e.,  those  who  have  made  deposits  for  goods  or  services, 
are  limited  to  a  priority  of  $600  as  compared  with  $2,400  in  H.R.  8200.  In  addi- 
tion, they  are  subordinated  to  a  vastly  increased  tax  priority  which,  in  effect, 
can  deprive  consumer  creditors  of  any  benefit  at  all. 

H.R.  8200  would  permit  an  indigent  debtor  to  file  a  petition  without  paying 
the  $50  filing  fee.  S.  2266  deletes  this  provision  and  increases  the  filing  fee  to 
$60,  which  is  four  times  the  filing  fee  for  any  other  civil  action. 

6.  THE   NEED   TO   ENCOURAGE   REPAYMENT  RATHER  THAN   DISCHARGE   OF   DEBTS   BY 

MAKING   CHAPTER   13   RELIEF   MORE    ATTRACTIVE 

In  an  effort  to  encourage  use  of  Chapter  13  repayment  plans,  H.R.  8200  pro- 
tects nonprofessional  codebtors — typically  spouses,  other  relatives,  or  coworkers — 
from  immediate  liability  to  a  creditor  on  any  part  of  a  consumer  debt  covered  by  a 
plan,  so  long  as  the  debtor  is  making  payments  under  the  plan.  Section  1301  of 
S.  2266  removes  this  protection  and  instead  subrogates  the  codebtor  to  the  extent 
that  he  or  she  is  forced  to  pay  the  creditor.  At  the  same  time,  the  Senate  Bill 
preserves  provisions  in  Sections  502(e)  and  509(c)  that  prohibit  any  dividend  to 
the  codebtor  unless  and  until  he  or  she  pays  the  creditor  in  full.  The  lack  of  relief 
in  the  Senate  Bill  from  the  indirect  pressure  thus  exerted  on  the  debtor  through  the 
codebtor  will  continue  to  cause  the  failure  of  many  repayment  attempts. 

In  an  effort  to  encourage  the  repayment  rather  than  discharge  of  debts  by  small 
businessmen  and  businesswomen  for  whom  the  burden  and  expense  of  a  Chapter 
11  reorganization  would  be  prohibitive,  the  House  Bill  makes  Chapter  13  available 
for  debtors  whose  unsecured  debts  do  not  exceed  $100,000  and  whose  secured 
debts  do  not  exceed  $500,000.  S.  2266,  in  Section  109(d),  would  close  the  door  to 
Chapter  13  for  those  debtors  whose  unsecured  debts  exceed  $50,000  and  whose 
secured  debts  exceed  $200,000.  A  small  farmer,  for  example,  can  easily  incur  more 
than  $200,000  in  secured  debt. 

The  House  Bill  authorizes  payment  of  claims  secured  by  real  estate  under  the 
plan  if  that  can  be  accomplished  within  the  maximum  of  a  five  year  period  of  the 
plan.  If  that  cannot  be  done,  it  authorizes  the  curing  of  defaults  on  that  kind  of 
debt  and  the  keeping  of  installment  payments  current  during  the  period  of  the 
plan.  The  Senate  Bill,  Section  1322(b)(2),  does  not  permit  the  payment  of  such 
claims  under  the  plan,  reduces  the  maximum  period  of  the  plan  to  four  years,  and 
is  completely  unclear  as  to  whether  the  plan  can  provide  for  the  curing  of  defaults 
and  the  making  of  current  payments. 

Under  the  House  Bill,  tax  obligations  may  be  dealt  with  under  the  plan  as  are 
other  obligations.  Under  Section  1325(c)  of  the  Senate  Bill,  however,  no  debtor, 
no  matter  how  necessitous  his  circumstances,  would  be  allowed  more  than  60  days 
after  confirmation  of  the  plan  to  pay  his  or  her  Federal  tax  obligations  in  cash  and 
in  full,  unless  the  Secretary  of  the  Treasury  agrees  otherwise.  This,  too,  will 
defeat  many  repayment  attempts. 

Both  the  Senate  and  the  House  Bills  depart  from  existing  law  by  allowing  the 
election  of  the  trustee  in  Chapter  13  eases.  By  the  nature  of  a  Chapter  13  case  such 
an  election  is  unnecessary  and  inappropriate.  In  the  Senate  Bill,  Section  1302, 
moreover,  there  is  a  gap.  If  there  is  no  election,  the  standing  trustee  is  to  serve. 
There  might  not  be  a  standing  trustee  in  a  particular  district,  yet  the  Senate  Bill 
does  not  provide  for  this  possibility.  Nor  does  the  Senate  Bill  provide  any  pro- 
cedure under  which  the  court  may  appoint  a  standing  trustee. 
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7.    THE  NEED  TO  CLARIFY  THE  RIGHTS  OF  CREDITORS  AND  MODERNIZE  SUBSTANTIVE 

BANKRUPTCY    LAW 

S.2266  preserves  virtually  all  of  the  reforms  and  the  modernization  of  sub- 
stantive bankruptcy  law  proposed  in  H.R.  8200  and  thereby  facilitates  the 
ability  of  creditors  to  realize  their  rights  against  insolvent  debtors.  The  Bill 
updates,  expands,  and  clarifies  the  very  important  avoiding  powers  of  the  trustee 
In  bankruptcy  with  respect  to  preferences,  fraudulent  conveyances  and  other 
transfers.  Many  of  these  long  overdue  changes  in  substantive  law  are  necessitated 
by  the  enactment  of  Article  9  of  the  Uniform  Commercial  Code  in  every  state  but 
Louisiana  during  the  1960's.  In  addition,  simplification  of  the  concept  of  property 
of  the  estate  should  reduce  litigation. 

Retention  of  the  substantial  reform  of  preference  law,  proposed  by  both  S.  22GG 
and  H.R.  8200,  represents  a  major  step  forward.  The  elimination  of  the  "reasonable 
cause  to  believe"  test  should  materially  reduce  litigation.  The  ability  to  recover  as 
preferences  improvements  in  the  position  of  creditors  holding  debts  secured  by 
accounts  receivable  or  inventory  should  result  in  a  fairer  and  more  workable 
balance  between  the  rights  of  secured  and  unsecured  creditors. 

Sections  361  through  363  of  the  Senate  Bill  represent  an  important  clarification 
of  existing  law  with  respect  to  stays  and  use  of  collateral.  The  requirements  of  a 
prompt  hearing,  if  requested,  and  "adequate  protection"  are  an  improvement 
over  existing  uncertainty. 

Several  parts  of  Section  361  of  H.R.  8200  have  been  deleted  in  S.  226G's  version 
of  this  Section  and  in  Section  362.  In  S.  2266  a  request  for  relief  from  the  stay 
would  have  to  be  granted  if  the  court  found  that  there  was  no  equity  in  the 
property.  The  deletion  in  Section  361  appears  to  be  inadvertent.  Paragraphs  (3) 
and  (4)  of  Section  361  of  H.R.  8200  should  be  incorporated  in  the  Senate  Bill. 
In  the  application  of  Sections  361-363  to  rehabilitation  as  well  as  liquidation 
cases,  the  automatic  grant  of  relief  from  the  stay  upon  a  finding  of  lack  of  equity 
is  unwise.  The  more  flexible  standard  of  lack  of  adequate  protection  should  be 
preserved. 

The  Senate  Bill  like  H.R.  8200  accomplishes  another  important  adjustment 
of  the  rights  of  creditors  in  Section  510,  which  provides  for  the  automatic  sub- 
ordination of  claims  for  rescission  of  a  purchase  or  sale  of  a  security. 

Finally,  the  Senate  Bill,  through  streamlining  administration  and  strength- 
ening of  the  trustee's  avoiding  powers,  can  be  expected  to  enhance  dividends  for 
creditors,  one  of  the  primary  purposes  of  bankruptcy  law. 

8.    THE  NEED    FOR  RAILROAD   REORGANIZATION  REFORM 

S.  2266  recognizes  a  need  for  modification  of  the  present  provisions  of  Section 
77,  but  fails  to  meet  that  need  in  several  important  respects. 

In  Sections  1172-1175,  S.  2266  retains  the  Interstate  Commerce  Commission 
rather  than  the  court,  as  the  forum  in  which  the  plan  of  reorganization  is  worked 
out,  with  the  court  having  only  a  rather  ill-defined  power  to  review  and  modify 
the  plan  when  it  is  presented  by  the  Commission. 

Thi-;  dual  responsibility  is  both  unnecessary  and  unwise.  The  plan  of  reorganiza- 
tion for  a  railroad,  as  for  any  other  plan  of  reorganization,  should  be — and  ulti- 
mately must  be — the  responsibility  of  the  bankruptcy  court.  When  a  railroad  is 
involved,  it  is  entirely  appropriate  and  entirely  adequate  that,  as  in  H.R.  8200, 
the  ICC  be  a  party  to  the  proceedings,  be  served  with  all  papers,  and  be  entitled 
to  advise  the  court  on  the  public  interest  issues  relating  to  transactions  as  to 
which  it  has  particular  expertise,  just  as  the  SEC  advises  the  court  and  makes  its 
expertise  available  in  other  reorganizations. 

The  further  involvement  of  the  Commission  under  the  provisions  of  S.  2266 
should  be  disapproved.  The  Commission,  as  a  multi-member  agency,  would 
inevitably  delegate  initial  responsibility  on  an  ad  hoc  basis,  since  it  has  no  internal 
arrangement  to  deal  with  reorganizations.  The  potentials  for  delay  and  uncertainty 
in  dealing  with  the  details  and  complexities  of  a  plan,  most  of  which  would  concern 
financial  arrangements  rather  than  transportation  issues,  are  apparent.  The 
assignment  in  S.  2266  to  the  Commission  of  the  responsibility  of  working  out  a 
plan  is  only  to  perpetuate  the  delays  and  frustrations  of  the  past.  The  time 
constraints  set  out  in  Sections  1172-1175  are  no  more  than  an  attempt  to  give 
plausibility  to  the  ICC  procedures;  the  provision  in  Section  1172(f)  that  the 
Commission  may  obtain  indefinite  extensions  of  such  time  constraints  is  the  bow 
to  reality. 
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The  provision  -  of  S.  2266  relating  to  reorganizations  are  also  deficient  or  unwise 
in  other  respects: 

Statutory  provisions  are  included,  for  example  as  to  the  service  of  notices 
(Section  1168),  the  duti  s  of  a  trustee  (Section  1167),  and  the  transfer  and  con- 
solidation of  cases  (Section  1170),  which  are  more  appropriately  dealt  with  in 
Bankruptcy  Rules  as  orocedual  matters.  Substantively,  the  provisions  for  notice 
in  Section  1168(a)(2)  impose  totally  unwarranted  requirements  for  notice. 

Intrastate  railroads,  which  may  require  reorganization  just  as  other  railroads 
do,  are  excluded,  presumably  because  it  would  be  difficult  to  involve  the  ICC  in 
their  affairs.  The  difficulty  disappears  if  the  ICC  is  given  an  appropriate  adviso'-v 
role  as  in  H.R.  8200. 

Plans  of  reorganization  for  a  railroad  may  require  abandonment  of  some 
unprofitable  lines.  The  ICC  should  be  consulted,  with  full  opportunity  to  present 
to  the  reorganization  court  the  public  interest  considerations  which  must  be 
weighed  in  any  abandonment  decision,  but  the  reorganization  court,  with  the 
ultimate  responsibility  for  reorganizing  the  railroad,  should  be  able  to  insist  that 
the  recommendations  not  be  unduly  delayed.  S.  2266  effectively  forecloses  the 
possibility  of  any  timely  reorganization  plan  which  requires  any  abandonment. 
The  time  limits  which  are  specified  in  Section  1179  to  be  applied  by  the  Commis- 
sion in  considering  an  abandonment  requested  by  the  trustee  are  longer  than  the 
time  limits  imposed  on  the  ICC  to  submit  a  plan  of  reorganization.  H.R.  8200 
gives  the  reorganization  court  the  authority  to  fix  a  shorter  but  reasonable  limit 
within  which  to  have  the  ICC's  recommendation. 

S.  2266  not  only  limits  the  court  to  the  appointment  of  one  trustee,  but  requires 
that  the  person  be  a  member  of  the  panel  of  private  trustees  established  for  ordi- 
nary liquidation  cases  (Section  1166).  A  railroad  reorganization  may,  in  some 
cases,  warrant  more  than  one  trustee,  and  in  almost  every  case  warrants  a  person, 
otherwise  qualified,  who  might  bring  special  qualifications  to  the  position. 

The  exclusion  of  a  number  of  sections  from  applicability  in  railroad  cases  by 
Section  1161  eliminates  any  provision  for  determining  acceptances  or  rejection 
of  the  plan,  either  by  the  ICC  or  by  the  reorganization  court. 

The  provision  in  Section  1172(c)  which  permits  the  Commission  to  prepare 
or  have  prepared  "reports  or  studies  relevant  to  the  development  of  a  plan" 
is  unwise.  Such  authority  is  an  open  invitation  to  the  Commission  to  assume  a 
power  to  control  the  conduct  of  the  affairs  of  the  railroad  pending  reorganization 
which  are  the  responsibility  of  the  trustee  or  trustees  under  the  general  super- 
vision of  the  reorganization  court. 

Mr.  King.  Since  the  Bankruptcy  Conference  has  not  appeared 
before  you  before,  perhaps  you  would  permit  me  a  brief  explanation 
of  who  we  are. 

This  is  a  voluntary  nonprofit  unincorporated  association  consisting 
of  about  60  members  and  about  a  dozen  associate  members  consisting 
in  its  membership  of  bankruptcy  judges,  law  professors,  and  prac- 
ticing attorneys  from  all  parts  of  the  United  States. 

The  conference  began  in  1932  and  has  for  the  past  45  years  been 
active  in  attempting  improvements  in  bankruptcy  law  and  bankruptcy 
administration. 

We  have  been  particularly  active  in  the  current  effort  to  revise  the 
entire  Bankruptcy  Act  ever  since  the  report  of  the  Commission  and 
have  appeared  in  hearings  on  various  aspects  of  that.  I  hope,  Mr. 
Chairman,  that  you  and  your  staff  will  feel  free  to  take  full  advantage 
of  anything  that  we  can  do  to  be  helpful. 

The  statement  that  you  have  before  you  covers  the  entire  range  of 
S.  2266.  The  people  who  are  here  with  me  are,  I  think,  as  competent 
as  anyone  in  the  conference  to  comment  on  various  aspects  of  the  bill 
to  which  we  refer. 

I  trust  that  when  you  read  the  statement,  which  is  quite  long  and 
quite  detailed,  that  you  will  appreciate  that  we  appreciate  the  enor- 
mous amount  of  work  that  has  gone  into  drafting  S.  2266  and  the 
vast  number  of  improvements  in  bankruptcy  law  which  it  represents. 
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The  comments  that  we  have — and  we  have  many  of  them  as  you 
will  see — are  hopefully  intended  to  be  constructive  and  helpful  to  "the 
committee  in  various  aspects  of  the  Bankruptcy  Act. 

I  think  the  best  way  we  can  proceed,  Mr.  Chairman,  with  your 
permission,  is  to  ask  Professor  King  if  he  will  summarize  briefly,  and 
then  the  entire  panel  is  available  for  your  questions. 

Senator  DeConcini.  That  is  fine. 

STATEMENT  OF  LARRY  KING,  PROFESSOR  OF  LAW,  NEW  YORK 
UNIVERSITY  SCHOOL  OF  LAW 

Mr.  King.  Thank  you,  Mr.  Chairman.  I  will  just  summarize  some 
of  the  points  that  are  made  in  our  memorandum.  I  will  not  go  through 
all  of  them.  In  the  interest  of  saving  time,  when  I  finish  I  don't  think 
anybody  else  will  have  a  statement  but  we  will  be  available  for  ques- 
tions from  you. 

Quite  a  few  years  ago  the  National  Bankruptcy  Conference,  in 
looking  at  the  present  system  in  the  law  and  the  administration  in 
the  bankruptcy  area,  recognized  that  there  are  two  essential  problems 
with  respect  to  the  judiciary,  the  court  structure,  and  the  like.  It 
recognized  m  the  sense  of  trying  to  better  that  system  that  a  way  to 
do  it  would  be  through  the  creation  of  an  independent  and  separate 
court  of  bankruptcy.  A  major  purpose  of  such  separation  and  inde- 
pendence and  perhaps  the  real  purpose  is  to  be  able  to  attract  to 
that  bankruptcy  court  the  kinds  of  judges  that  you  would  like  to 
have  on  any  court,  the  kinds  of  judges  who  would  be  attracted  to  the 
Federal  district  court,  the  kind  of  people  who  would  look  to  that  court 
with  some  ambition  to  achieve  appointment  to  and  to  conduct  the 
business  of  that  court. 

We  recognize  some  of  the  faults  in  the  present  system.  We  also 
recognize  that  in  the  present  system  a  problem  in  trying  to  attract 
these  very  capable  and  highly  qualified  people  is  that  the  bank- 
ruptcy court  does  not  have  sufficient  stature,  or  sufficient  control 
over  its  functions,  nor  does  it  have  control  over  its  personnel  and 
their  personnel  is  lacking  for  it. 

I  have  been  sitting  through  these  hearings  for  the  last  3  days  and  I 
know  there  has  been  a  lot  of  testimony  with  respect  to  these  matters. 
With  respect  to  those  people  who  have  testified  as  to  the  need  for 
law  clerks  and  secretaries  and  for  the  supporting  help,  the  National 
Bankruptcy  Conference  endorses  their  statements. 

But  more  than  that  the  National  Bankruptcy  Conference  feels 
really  that  the  bankruptcy  court  should  have  an  independence  and 
separation  of  its  own.  As  I  say,  it's  essentially  for  the  purpose  of 
being  able  to  attract  the  kind  of  people  that  we  would  like  to  see  on 
that  court. 

One  of  the  problems  today,  for  example,  is  that  in  the  bankruptcy 
system  there  is  time  and  energy  and  money  wasted  with  respect  to 
litigating  jurisdictional  problems.  Those  should  be  eliminated,  and 
they  can  be  easily  eliminated  by  giving  the  bankruptcy  court  perva- 
sive jurisdiction.  That  is  done  in  the  House  bill  and  that  is  done  essen- 
tially in  the  Senate  bill. 

There  should  be  some  revision  with  respect  to  clarifying  the  juris- 
dictional provisions  in  the  Senate  bill  and  creating  a  separate  and 
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independent  court.  It  should  not  be  necessary  for  the  bankruptcy 
court  to  derive  its  jurisdiction  from  the  district  court.  Under  section 
775,  I  think  it  is,  of  the  Senate  version,  first  af  all,  there  could  be 
lack  of  uniformity.  I  hope  that  this  will  not  be  the  case,  but  the  possi- 
bility would  be  there  if  in  a  particular  district  a  local  rule  were  not 
adopted. 

Another  problem  that  it  could  lead  to  is  that  if  there  were  not  a 
local  rule  adopted,  then  we  could  remain  with  the  summary-plenary- 
type  distinction  as  to  which  court  could  handle  the  particular  matter. 
It's  the  sort  of  thing,  it  seems  to  us,  that  ought  to  be  avoided. 

Another  problem  and  area  which  needs  reform  and  needs  change — ■ 
and  it  has  been  mentioned  considerably  during  these  hearings — is  the 
necessity  for  separating  the  administrative  from  the  judicial  functions. 
The  bankruptcy  judge  should  handle  exclusively  judicial  functions. 
First  of  all,  his  time  is  better  spent  that  way.  Second,  it  eliminates 
what  could  be  an  appearance  of  unfairness.  That  appearance  has  been 
mentioned  earlier  in  these  hearings.  It  does  exist  in  the  eyes  of  credi- 
tors and  in  the  eyes  of  persons  who  have  to  come  into  the  bankruptcy 
court  to  litigate  matters  before  that  judge. 

If  that  concept  is  a  sound  concept  and  can  be  carried  out,  then 
obviously  there  has  to  be  some  other  office  where  administrative 
functions  can  be  handled.  The  House  bill  adopts  a  system  of  the 
U.S.  trustee.  The  Commission's  bill  originally  adopted  a  system  of  a 
separate  administrative  agency. 

I  personally  was  pleased  to  see  that  the  Attorney  General  of  the 
United  States  recommended  the  same  type  of  separation  and  the 
official  U.S.  trustee  system.  The  difference  was  a  matter  more  of 
where  it  should  be  placed. 

I  can  understand  the  Attorney  General's  reluctance  to  have  it  in 
the  Department  of  Justice  although  that  is  a  very  logical  place  for 
it  to  be  located.  Recognizing  such  reluctance,  I  was  also  pleased  per- 
sonally to  see  that  his  office  would  not  have  objection  for  the  U.S. 
trustee  to  be  created  as  a  separate  independent  agency  within  the 
judiciary,  in  a  manner  akin  to  the  Federal  Judicial  Center.  I  think  the 
National  Bankruptcy  Conference  would  endorse  that  proposal. 

But  there  would  have  to  be  some  sort  of  a  U.S.  trustee  or,  I  think 
it  is  termed  by  the  representatives  of  the  ad  hoc  committee  of  the 
Judicial  Conference,  a  "bankruptcy  administrator,"  to  handle  the 
administrative  functions  and  get  those  out  of  the  bankruptcy  court 
so  that  the  judge  can  be  exclusively  a  judicial  officer;  thus  when  one 
appears  before  the  judge  one  at  least  does  not  perceive  any  unfairness 
or  cronyism,  as  has  been  mentioned  throughout  these  hearings. 

I  will  mention  just  one  cr  two  matters  with  respect  to  the  business 
reorganization,  chapter,  chapter  XI. 

After  a  long  process  of  study  the  National  Bankruptcy  Conference 
came  to  the  conclusion  that  there  should  be  one  business  reorganiza- 
tion chapter  and  that  the  distinctions  between  present  chapters  X, 
XI,  and  XII  should  be  eliminated.  One  of  the  main  reasons  was  to 
eliminate  the  need  for  litigating  conversion  motions  from  chapter  XI 
to  X.  I  must  say  that  that  was  more  incidental.  The  substantive 
reasons  for  requiring  a  combination  of  the  chapters  were  more  impor- 
tant than  just  that  one  factor. 

The  National  Bankruptcy  Conference  would  urge  to  this  subcom- 
mittee that  it  should  not  retain  in  chapter  XI  a  two-track  system 
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and  should  not  set  up  a  separate  track  for  public  companies.  It  has 
been  mentioned  before,  and  the  National  Bankruptcy  Conference 
agrees,  that  a  definition  of  public  company,  of  whatever  size,  no 
matter  how  many  shareholders  and  no  matter  how  much  debt,  in 
end  result  is  purely  arbitrary .  What  flows  from  the  definition  does  not 
necessarily  meet  or  require  any  of  the  needs  that  would  be  put  into  that 
track.  There  is  sufficient  flexibility  in  a  single  chapter  as  proposed  in 
the  House  bill  or  with  modifications,  if  any  were  deemed  desirable, 
for  the  court,  for  the  creditors'  committee,  and  for  the  debtor  to 
determine  what  route  is  best  for  that  company. 

There  would  always  be  the  opportunity  at  the  beginning  of  a  case  or 
later  on  in  the  case  for  the  appointment  of  an  independent  disinterested 
trustee  whenever  that  were  desirable  or  needed.  Various  parties 
would  have  the  opportunity  to  come  into  court  and  seek  such  appoint- 
ment. 

But  at  least  the  appointment  itself  would  not  be  made  mandatory 
purely  because  of  the  size  of  the  company  or  the  number  of  share- 
holders. The  particular  company  involved  just  may  not  need  it. 

The  same  would  be  true  with  respect  to  requiring  the  preconfirma- 
tion  or  prevote  approval  hearing  by  a  court  and  using  as  a  mandatory 
requirement  the  absolute  priority  rule  with  respect  to  the  companies 
that  come  within  the  definition  of  public  company  because  there  are 
factors  which  cause  a  good  part  cf  the  delay  in  present  chapter  X 
now.  These  are  factors  why  in  so  many  cases  a  chapter  XI  petition  is 
filed  rather  than  a  chapter  XI  petition. 

These  are  cases  which  under  the  statute  and  under  Supreme  Court 
decisions  perhaps  should  be  filed  in  chapter  X,  but  nevertheless  they 
are  filed  in  chapter  XI  for  one  main  reason,  and  that  is  the  delay 
that  is  built  into  chapter  X. 

Some  of  these  requirements  that  are  in  the  Senate  bill,  I  think, 
would  continue  that  sort  of  delay. 

We  would  also  suggest  just  two  other  matters,  with  respect  to 
chapter  XI  which  are  not  as  important  as  what  I  have  just  been 
talking  about,  but  nevertheless  of  some  importance.  We  would  sug- 
gest adoption  of  the  Bankruptcy  Commission's  recommendation  back 
in  the  early  1970's  that  the  creditors'  committee  in  chapter  XI  be 
appointed  rather  than  elected.  There  are  instances  of  abuse.  If  anyone 
attends  a  meeting  of  creditors,  either  just  shortly  before  the  filing  of  a 
chapter  XI  petition  or  shortly  after  the  filing  of  a  chapter  XI  petition, 
it  would  be  recognized  that  the  situation  is  horrendous. 

It  is  clear  that  lawyers  seek  control  of  the  committee  through 
clients  by  trying  to  get  the  clients  and  trying  to  get  the  claims.  Essen- 
tially, it  is  for  the  purpose  of  ending  up  as  the  attorney  for  the  commit- 
tee and  of  representing  the  committee.  It  is  pure  and  simple.  That  is 
where  the  fee  is  in  the  case.  It  works  on  down  the  line.  If  you  represent 
the  committee  as  attorney  and  the  case  is  later  adjudicated,  then  the 
attorney  for  the  committee  somehow  or  another,  almost  automatically, 
ends  up  as  attorney  for  the  trustee.  He  is  appointed  in  the  bankruptcy 
case. 

I  think  that  the  hearings  conducted  by  the  Bankruptcy  Commission 
in  various  parts  of  the  country  all  support  this  conclusion.  I  think  that 
is  why  it  came  to  the  conclusion  that  the  committee  ought  to  be  ap- 
pointed with  a  maximum  number  of  members;  it  could  be  7  members 
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or  11  members  but  a  relatively  small  number  so  it  does  not  get  too 
burdensome  and  the  various  types  of  creditors  could  be  represented  on 
the  committee.  Essentially,  the  committee  would  be  made  up  of  those 
holding  the  largest  amount  in  debt.  These  are  the  creditors  with  the 
greatest  interest  in  the  case.  We  would  urge  this  change  on  the 
subcommittee. 

We  would  also  urge  that  ever  in  the  case  of  a  nonpublic  company, 
as  defined  in  chapter  XI  of  the  Senate  bill,  that  if  it  is  found  that  a 
trustee  is  necessary,  the  trustee  should  be  appointed  rather  than 
elected.  I  do  not  think  that  creditors  should  elect  in  a  chapter  case.  As 
a  matter  of  fact,  that  is  not  what  happens  under  the  present  law.  In 
chapters  X,  XI,  XII,  and  XIII  there  is  presently  no  election  of  a 
trustee.  Again,  it  is  for  the  same  reason.  When  you  start  getting  into 
elections,  it  is  not  so  much  a  matter  of  creditor  elections  as  it  is  a  matter 
of  attorney  elections.  It  is  really  not,  in  the  long  run,  benefiting  the 
creditors. 

I  have  one  other  subject  area  which  I  will  mention  briefly.  This  is 
with  respect  to  one  or  two  consumer  problems.  One  of  the  problems  in 
the  present  sj^stem  has  been  with  respect  to  the  reaffirmation  of  a 
discharged  debt.  The  National  Bankruptcy  Conference  would  sug- 
gest that  reaffirmation  agreements  be  unenforceable  and  that  the 
Senate  bill  be  revised  somewhat.  We  recognize  that  in  the  Senate  bill 
such  reaffirmation  agreements  can  be  made  ineffective  if  the  bankrupt 
acts  within  a  relatively  short  period  of  time  to  rescind  an  agreement. 

We  think  the  period  of  time  is  too  short,  and  it  would  even  be 
better  if  the  bankrupt  did  not  have  to  take  any  action.  It  should 
be  recognized  that  after  a  petition  has  been  filed,  particularly  with 
respect  to  a  consumer  bankrupt,  that  bankrupt  is  not  well  aware 
of  what  is  going  on  and  what  consequences  may  flow  or  follow.  The 
bankrupt  is  not  necessarily  continued  to  be  represented  by  an  at- 
torney and  does  not  necessarily  have  somebody  to  turn  back  to. 
These  are  some  of  the  facts  that  were  found  by  the  Congress  and 
this  subcommittee  back  in  late  1969  and  1970  when  the  present 
dischargeability  bill  was  passed.  There  were  certain  of  these  problems 
in  the  discharge  question  and  reaffirmation  is  one  of  them.  At  that 
time  Congress  did  not  take  up  the  question.  It  was  not  part  of  the 
hearings  or  the  proposed  legislation. 

But  certainly  this  is  a  good  time  to  consider  this  area. 

I  will  just  mention  that  in  the  area  of  exemptions,  the  National 
Bankruptcy  Conference  believes  that  the  Federal  statute  should 
contain  a  floor  but  should  also  recognize  State  exemptions. 

I  have  two  more  points  and  I  will  quit  and  give  other  people  on 
this  panel  a  chance  to  respond  to  questions.  One  is  that  we  would 
urge  the  subcommittee  to  take  another  look  at  the  treatment  of  the 
priority  and  dischargeability  of  taxes.  Not  that  they  should  have 
not  some  priority  and  not  that  some  taxes  should  not  be  nondis- 
chargeable.  But  I  think  there  is  a  major  change  in  the  Senate  bill, 
certainly  from  present  law,  with  respect  to  using  the  assessment  date 
rather  than  the  date  when  the  tax  return  is  due. 

It  could  have  the  effect  of  making  more  taxes  gaining  priority  and 
gaining  nondischargeability.  I  think  there  does  have  to  be  a  balance 
struck  with  the  needs  of  the  Government  and  the  needs  to  prevent 
people  from  using  bankruptcy  to  avoid  all  taxes.  But  only  for  a 
limited    period    should    there    be    priority    and   nondischargeability. 


843 

As  I  say,  some  compromise  should  be  struck  so  that  stale  tax 
claims  ought  to  remain  dischargeable  and  ought  to  remain  without 
priority. 

I  have  one  matter  to  mention  about  chapter  XIII.  One  particular 
provision,  it  seemed  to  the  National  Bankruptcy  Conference  in 
looking  at  what  happens  in  a  chapter  XIII  case  and  to  a  wage 
earner,  is  that  the  stay  cf  actions  against  codebtors  was  very  beneficial. 
In  order  to  help  the  wage  earner  work  out  a  plan  and  comply  with 
the  terms  of  the  plan  such  a  stay  is  very  important.  We  woidd  urge 
that  this  matter  be  reexamined  by  the  subcommittee. 

I  will  stop  at  this  point.  If  you  have  any  questions,  we  will  be  glad  to 
respond. 

Senator  DeConcini.  You  talked  about  uniform  exemptions  or 
exemptions  at  a  minimal  level  or  a  floor.  How  do  you  feel  about  the 
Texas  exemption  level? 

Mr.  Countryman.  The  position  of  the  conference  is  that  we 
support  giving  the  bankrupt  the  choice  between  what  the  State 
law  would  give  him  and  what  the  Bankruptcy  Act  would  give  him. 
I  believe  we  in  general  agreed  with  the  limits  in  the  House  bill  cor- 
responding to  the  Senate  version. 

Senator  DeConcini.  I  see. 

Mr.  Triester.  Senator,  California  is  another  State  considered  to 
have  liberal  exemption  laws.  I'm  talking  about  generous  exemption 
laws  in  some  ways.  It  has  never  seemed  to  me  unfair  that  when  credi- 
tors contract  with  a  California  debtor  they  know  outside  of  bank- 
ruptcy that  is  the  extent  of  his  protection.  This  never  seemed  unfair 
to  me  that  there  is  a  high  level  of  protection  if  that  is  what  the  State 
legislature  decides  is  good  public  policy. 

But  I  think  the  Bankruptcy  Act  has  its  own  responsibility  to  give 
every  debtor  a  certain  minimum. 

Senator  DeConcini.  I  see. 

Mr.  Foreman.  We  could  contrast  Pennsylvania  which  treats 
debtors  very  poorly,  $300  for  example.  H.R.  8200  would  deal  with 
them  very  generously. 

Mr.  Kennedy.  As  you  know  the  Commission  on  Bankruptcy  Laws 
recommended  a  fixed  exemption  in  the  Federal  package  so  there  would 
not  be  this  option.  But  I,  as  a  former  Executive  Director,  certainly 
approve  the  option  of  the  debtor  to  have  the  State  exemption  or  the 
Federal  package. 

Senator  DeConcini.  It  appears  to  be  a  fair  position.  You  made 
reference  to  the  need  for  Article  III  courts.  Do  you  feel  that  way  for 
other  specialized  areas  of  the  law  such  as  antitrust?  Should  we  have 
antitrust  Article  III  judges  for  those  cases?  It  would  seem  to  be  a  very 
complicated  and  sophisticated  area. 

Mr.  King.  I  don't  know  if  it's  so  much  the  complicated  nature  of  a 
bankruptcy  case  that  requires  the  specialization  in  the  courts.  First 
of  all,  I  think  it  ought  to  be  made  clear  that  we  have  specialization 
right  now.  The  bankruptcy  court  is  a  specialized  court.  It  handles 
only  bankruptcy  matters. 

Whatever  court  may  come  out  of  the  legislation,  whether  it  is  an 
independent  court  or  an  Article  III  court  or  an  Article  I  court,  it 
remains  a  bankruptcy  court  and  it  remains  a  specialized  court  just  as 
we  have  today.  So  that  would  not  amount  to  any  kind  of  a  change  on 
that  score. 
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To  answer  your  question  directly  as  to  whether  there  should  be  a 
specialized  court  with  respect  to  antitrust  and  patent  and  admiralty 
and  so  on,  frankly,  I  do  not  think  so.  I  certainly  have  not  focused  on 
the  problem. 

One  of  the  differences  it  seems  to  me  between  the  two  types  of 
situations  is  that  you  do  not  have  the  volume  in  terms  of  patent  cases 
and  admiralty  cases,  even  antitrust  cases,  as  you  do  in  bankruptcy 
where  you  have  more  bankruptcy  cases  and  more  petitions  filed  than 
in  all  of  the  civil  and  criminal  cases  combined.  That  is  what  I've  been 
told.  You  don't  have  that  in  the  other  areas.  It  seems  to  me  that  the 
special  court  which  we  presently  have  ought  to  be  retained  in  terms 
of  the  specialty. 

Mr.  Triester.  Senator,  I  think  the  emphasis  of  the  National 
Bankruptcy  Conference  has  always  been  on  an  independent  court, 
not  necessarily  an  Article  III  court.  When  the  Bankruptcy  Commission 
recommended  an  Article  I  independent  court  on  the  tax  court  model 
wo  supported  that  proposal. 

Senator  DeConcini.  How  do  you  address  the  constitutional  problem 
of  an  article  I  court  which  relates  to  the  subject? 

Mr.  Triester.  I  am  not  convinced  of  the  arguments  of  the  un- 
constitutionality of  an  Article  I  court.  I  read  the  opinions  of  the  experts 
that  the  House  Judiciary  Committee  received  on  that  issue.  It  seemed 
to  me  that  the  opinions  that  it  would  be  constitutional  to  create  an 
article  I  court  with  those  powers  were  more  persuasive  to  me. 

I  think  it  is  a  fair — I'm  talking  about  appropriate  findings — I'm 
talking  about  the  need  for  an  Article  I  court,  of  course. 

I  would  think  that  the  record  before  the  House  and  Senate  com- 
mittees in  various  hearings  on  this  bill  would  support  findings  that  an 
article  I  court  was  constitutional. 

Senator  DeConcini.  Mr.  Countryman? 

Mr.  Countryman.  I  agree  with  what  Mr.  Triester  just  said.  I  have 
read  the  opinions  of  all  the  experts  who  were  consulted  also.  It  seemed 
to  me  both  that  more  of  them  thought  that  the  article  I  court  would 
be  constitutional  than  those  who  thought  it  would  not,  and  that  cer- 
tainly the  reasoning  of  those  who  thought  it  would  be  constitutional 
seemed  to  me  much  more  persuasive. 

Seator  DeConcini.  Is  there  any  question  in  any  of  your  minds  as 
to  the  need  for  a  special  court  for  bankruptcy? 

Mr.  Kennedy.  We  agree,  I  think,  that  there  needs  to  be  an  in- 
dependent court. 

Senator  DeConcini.  Is  there  any  question  in  your  mind  that  there 
needs  to  be  a  special  court  for  bankruptcy? 

Mr.  Countryman.  At  the  position  we  are  now  in,  Senator,  it  seems 
to  me  that  the  question  is:  Should  we  stop  having  a  special  court? 
If  we  could  do  that,  we  could  throw  all  the  bankruptcy  cases  in  the 
district  court.  If  we  did,  the  district  courts  would  have  three  times  as 
many  civil  cases  on  their  dockets  as  they  have  today  since  two-thirds 
of  the  civil  caseload  does  consist  of  bankruptcy  cases  and  since  we 
already  have  a  specialized  court  handling  those  cases. 

Our  view  then  is  that  we  ought  to  retain  a  specialized  court  but 
make  it  independent  and  cure  the  defect  that  it  now  suffers  frcm. 

Senator  DeConcini.  Turning  to  the  subject  of  appeals,  if  you  did 
create  an  article  I  court,  where  do  you  feel  the  appeal  route  should 
be  lodged? 
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Mr.  Countryman.  We  feel  it  should  go  directly  to  the  court  ot 
appeals.  One  of  the  things  that  many  witnesses  have  stressed — and  1  will 
not  belabor  it — is  that  we  want  to  give  this  court  enough  prestige  so 
that  it  will  be  able  to  attract  competent  judges. 

Senator  DeConcini.  Does  not  that  make  the  court  less  accessible 
to  the  public,  that  is  to  make  the  appeals  to  the  court  of  appeals? 

Mr.  Countryman.  Yes;  in  a  sense  it  does,  but  that  is  not  much  of 
a  problem  today,  I  do  not  believe.  The  parties  do  not  have  to  go  to 
the  appeal.  It's  just  a  matter  of  the  lawyer  going. 

Senator  DeConcini.  What  if  you  cannot  afford  to  send  a  lawyer 
to  where  the  circuit  court  sits? 

Mr.  Countryman.  Maybe  that  is  one  reason  for  giving  the  bank- 
rupt some  adequate  exemptions,  then  he  can  afford  that  appeal. 
[Laughter.] 

Senator  DeConcini.  Again,  on  the  appeal  question,  the  district 
judges'  ad  hoc  committee  testified  that  they  felt  that  probably  1 
percent  or  less  of  their  work  entailed  bankruptcy  appeals.  Given  that 
very  small  amount,  wrhy  is  it  impractical  to  have  them  to  continue  to 
handle  the  appeal  other  than  prestige?  Is  there  any  other  reason? 

Mr.  Countryman.  It  is  otherwise  practical,  I  agree,  if  we  assume 
there  will  be  no  appeals  in  the  future  than  there  have  been  in  the  past. 
But  they  have  been  under  the  thumb  of  the  district  court  for  so  long 
that  we  would  like  to  see  them  make  a  clean  break  and  get  completely 
out  from  under  the  district  court. 

Mr.  Kennedy.  It's  anamolous  to  have  one  judge  sitting  in  review 
of  one  other  judge.  It's  quite  unusual  and  anamolous  for  one  judge 
without  a  specialty  to  be  reviewing  the  action  of  a  single  judge.  It  puts 
the  bankruptcy  judge  in  a  very  embarrassing  position  to  be  reviewed 
by  another  single  judge  who  cannot  be  as  familiar  and  as  capable  in 
handling  the  subject  as  the  larger  court  with  three  judges. 

Mr.  Triester.  In  the  important  cases  it's  going  to  the  court  of 
appeals  now.  Even  if  you  run  the  appeal  from  the  new  bankruptcy 
court  to  the  district  court  and  where  it  is  significant  they  won't  stop 
there  but  it  will  go  to  the  court  of  appeals. 

The  National  Bankruptcy  Conference  has  consistently  taken  the 
position  that  the  appeal  should  go  to  the  court  of  appeals.  I  think  that 
is  a  very  substantial  majority  vote  in  our  conference. 

My  own  personal  opinion  is,  however,  that  some  consideration 
ought  to  be  given  to  an  alternative.  The  resistance  from  the  court  of 
appeals  that  they  might  be  inundated  with  this  proposal  leads  me  to 
think  that  we  ought  to  go  back  and  rethink  some  of  the  possibilities 
like  special  panels  of  the  bankruptcy  court  which  could  be  an  inter- 
mediate appellate  court.  You  could  even  have  an  intermediate  court 
of  appeals  for  bankruptcy.  It  wouldn't  take  many  judges  to  do  that. 
They  could  make  the  appeal  very  accessible  by  the  ^ourt  moving. 

Senator  DeConcini.  Do  you  feel  there  are  other  viable  alternatives 
but  we  haven't  found  them  yet;  is  that  right? 

Mr.  Triester.  Yes;  I  think  we  ought  to  think  about  those  in  view 
of  the  opposition  of  the  court  of  appeals  or  some  judges  of  courts  of 
appeals  fearing  that  there  will  be  an  increased  volume  of  business. 
I  cannot  see  why  they  fear  that.  I  would  not  predict  that  there  is 
going  to  be  a  substantial  increase  of  the  appellate  burden  on  the 
court  of  appeals. 
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Senator  DeCoxcixi.  The  Attorney  General  testified  very  much  in 
support  of  what  you  said  about  upgrading  the  bankruptcy  courts. 
He  thought  it  was  necessary,  although  he  objected  to  the  appeals  going 
to  the  court  of  appeals  because  of  accessibility.  I  thought  he  made 
a  very  good  argument.  I  am  openminded  to  find  out  what  the  argu- 
ments are.  It  does  appear  to  me  that  the  closer  the  appeal  and  the 
closer  the  court  is  to  the  people  even  physically,  providing  the  judges 
are  competent,  then  I  believe  for  the  most  part  the  district  judges  are 
even  though  they  are  trial  judges  by  nature,  nevertheless  they  have 
the  ability  to  act  as  appellate  judges.  It  seems  like  that  does  serve 
some  purposes  to  make  our  legal  system  more  accessible  to  the  people. 
There  are  some  of  these  alternatives  that  Mr.  Triester  mentioned. 
Mr.  King.  I  would  like  to  add  one  thing  on  accessibility  or  expense. 
In  the  cases  that  Mr.  Triester  is  talking  about  where  an  appeal  is 
going  to  go  to  the  court  of  appeals  anyway,  if  it  went  directly  there 
you  would  be  saving  something. 

Senator  DeCoxcixi.  I  didn't  get  any  estimate  as  to  how  many 
went  that  I  can  recall  at  least.  I'm  sure  it's  quite  minimal. 

Mr.  Triester.  I  believe  the  whole  appellate  problem  including 

going  to  the  district  court  is 

Senator  DeCoxcixi.  Do  you  have  any  idea  from  the  studies  or 
information  what  that  might  amount  to,  that  is,  the  appeals  from  the 
district  court  to  the  court  of  appeals? 

Mr.  Kennedy.  The  commission  has  a  statement  about  that.  It's 
in  its  report.  I  think  it  is  chapter  IV.  It's  very  small.  It's  in  the  com- 
mission report. 

Senator  DeConcixi.  Thank  you. 
Mr.  Fiedler,  do  you  have  a  question? 
Mr.  Fiedler.  I  have  a  few,  Senator. 

The  previous  witness,  Mr.  Creel,  spoke  in  opposition  to  let  someone 
other  than  the  debtor  propose  a  plan  in  chapter  XL  I  believe  the 
National  Bankruptcy  Conference  has  a  different  position.  Could 
somebody  argue  that  point? 

Mr.  Foremax.  You  have  to  take  a  step  backward.  We  have  com- 
bined chapters  X,  XI,  and  XII.  Chapter  X  today  the  trustee  proposes 
the  plan.  After  he  proposes  a  plan  then  others  can  submit  other  plans. 
In  chapter  XI  and  XII  only  the  debtor,  that  is  in  XII  there  is  a 
possibility  for  creditors  to  submit  a  plan.  But  primarily  it  is  the  debtor 
that  submits  a  plan. 

In  H.R.  8200 — and  I  think  your  bill  is  substantially  similar — where 
there  is  no  trustee  the  debtor  is  in  possession  and  the  debtor  has  an 
exclusive  period  which  is  initially  4  months  and  then  2  more  and  that  is 
for  submitting  the  plan.  If  he  doesn't  do  that  within  a  period  or  an 
extension  of  that  period,  then  all  the  parties  can  submit  a  plan. 

Where  a  tustee  is  appointed,  then  he  does  not  have  the  exclusive 
rights.  He  can  submit  a  plan  and  others  can  submit  a  plan. 

I  think  the  problem  that  we  were  trying  to  correct  was  that  in 
chapter  XI  where  the  bulk  of  the  cases  are  today — overwhelmingly — 
permitting  only  the  debtor  to  submit  a  plan  hampers  reorganization 
where  a  debtor  is  unable  to  submit  a  plan.  He  just  does  not  have  the 
wherewithal  to  finance  a  plan  or  the  creditors  are  unable  to  negotiate  a 
plan  with  him.  Chapter  XI  is  basically  a  negotiating  type  cf  pro- 
ceeding. 
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If  the  negotiations  are  not  successful,  then  the  only  alternative  is 
adjudication  because  no  one  else  can  submit  a  plan. 

This  change  permits  keeping  a  case  in  reorganization  as  long  as  re- 
organization is  feasible  by  having  others  submit  a  plan.  A  majority  of 
us  just  felt  that  it  is  not  fair  to  let  the  debtor  have  all  of  the  leverage. 
He  can  say,  "Here  is  my  reorganization.  If  you  do  not  like  it  and  your 
alternative  is  liquidation." 

If  it  is  a  viable  reorganizable  business,  then  creditors  ought  to  be 
able  to  save  it  too  if  they  have  a  stake  in  it.  The  balancing  goes  on  by 
giving  the  debtor  a  certain  exclusive  period  in  the  typical  chapter  case. 

Mr.  Foreman.  In  the  practice  of  law  it's  a  common  question  for 
creditors  to  say  to  an  attorney,  "We  have  an  offer  from  an  outside 
party  that  is  much  better  than  what  the  debtor  is  proposing.  What  can 
we  do  about  it?  " 

The  answer  is  in  chapter  XI  that  all  you  can  do  is  reject  the  debtors' 
plan  and  that  means  an  adjudication  in  bankruptcy  if  the  debtor  does 
not  come  around  and  cooperate. 

Mr.  Fiedler.  Professor  Countryman,  you  are  a  nationally  noted 
consumer  debtor  advocate.  The  other  day  we  had  representatives  from 
the  National  Association  of  Attorneys  General  testify  in  favor  of  the 
consumer  priority  consumers  liens.  Could  you  comment  on  the  need 
for  that? 

Mr.  Countryman.  I  favored  the  consumer  priority  idea,  particularly 
after  I  learned  what  had  happened  to  a  bunch  of  consumers  in  the 
W.  T.  Grant  case  who  had  been  making  payments  on  lay-away  plans 
and  who  never  got  the  goods  that  were  laid  away.  They  ended  up  with 
only  an  unsecured  general  claims  in  the  proceeding.  I'm  informed  that 
the  same  sort  of  experience  has  been  seen  in  other  department  store 
bankruptcies  and  also  some  dance  studio  bankruptcies  where  people 
had  paid  in  advance  for  dancing  lessons  that  they  never  got  or  exercise 
emporiums  and  sc  on. 

I  thought  that  $2,400  was  an  appropriate  amount  for  that  priority. 
I  also  thought  that  it  should  come  ahead  of  the  tax  priority  because 
of  this.  For  two  reasons,  I  guess.  One,  I  do  not  think  much  of  the  tax 
priority  anyway,  as  some  of  you  gentlemen  may  know.  And  two,  it 
seems  to  me  that  the  priority  for  these  consumers  on  their  deposits  is 
very  closely  related  and  arises  out  of  the  same  sense  of  compassion 
that  we  have  in  giving  a  priority  to  wage  earners,  and  it  ought  to  be  in 
the  same  proximity  generally. 

I  do  not  believe  that  it  is  either  necessary  or  very  feasible  to  try  to 
create  also  a  lien  for  these  consumers.  I  think  in  most  of  the  cases 
where  there  will  be  such  claims  that  the  priority  would  take  care  of  it. 
But  I  would  like  to  see  it  increased  in  your  bill  back  to  $2,400  and 
moved  up  ahead  of  that  tax  priority. 

Mr.  Fiedler.  I  have  no  further  questions,  Mr.  Chairman. 

Senator  DeConcini.  Mr.  Dixon? 

Mr.  Kennedy.  If  I  might  answer  the  question  about  the  volume  of 
appeals  before  you  get  away  from  it,  I'd  like  to. 

Mr.  Dixon.  Certainly;  go  ahead. 

Mr.  Kennedy.  I  read  from  page  133  and  page  144  of  the  Com- 
mission's report,  volume  I.  The  Administrative  Office  does  not 
regularly  report  this  kind  of  information,  but  for  1971  and  1972,  there 
were  these  reports  compiled. 
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The  Administrative  Office  made  a  study  of  records  of  reports  by  the  U.S. 
district  court  clerks  to  the  Administrative  Office  for  fiscal  year  1971-72  to  deter- 
mine the  number  of  reviews  of  the  referees  by  the  district  judges.  In  1971,  there 
were  586  reviews.  In  1972,  there  was  791  reviews.  The  annual  average  for  the  2 
years  thus  being  C88.5.  New  bankruptcy  appeals  filed  in  the  courts  of  appeals 
during  the  fiscal  year  1972  numbered  299,  about  2  percent  of  the  filings  of  all 
categories  of  proceedings  the  courts  of  appeals  for  that  period  of  time.  An  interest- 
ing statistic  is  that  25  percent  of  the  bankruptcy  cases  disposed  of  after  hearing 
on  submission  were  reversed  or  denied.  The  meaning  of  denied  in  this  connection 
is  not  entirely  clear. 

Senator  DeConcini.  Thank  you.  That  is  very  helpful. 

Mr.  Dixon.  I  have  a  few  questions. 

Professor  Countryman,  to  follow  up  on  Mr.  Fiedler's  question  about 
the  consumer  priority,  let  me  ask  you  a  couple  of  things  about  that. 
I'm  not  sure  I  understand  all  of  the  cases  that  it  would  cover. 

I  am  familiar  at  least  in  our  part  of  the  country  that  there  are  a 
lot  of  contractors  who  go  under.  In  those  cases,  it  is  often  the  fact 
that  an  individual  will  have  agreed  with  the  contractor  for  the  custom 
building  of  a  home,  as  opposed  to  speculative  building  where  the  house 
is  already  completed.  Oftentimes  the  individual  will  have  made  a 
deposit  with  the  contractor  to  get  started  on  the  job.  The  contractor 
then  goes  in  bankruptcy  and  the  house  never  gets  built. 

Would  the  consumer  priority  cover  that  sort  of  situation  so  that 
the  individual  would  have  a  priority  in  that  contractor's  bankruptcy? 

Mr.  Countryman.  It  was  my  understanding  that  it  would  and  it 
was  intended  to.  I  thought  it  was  written  broadly  enough  to  cover 
it,  yes;  isn't  it? 

Mr.  Dixon.  Is  there  a  divergence  of  opinion? 

Mr.  Kennedy.  I  would  want  to  look  at  it  again.  I  had  not  thought 
of  that.  Any  deposit  for  services  or  for  goods  would  have  to  be  con- 
sidered. Then  there  was  an  amendment  to  take  care  of  the  tenants 
deposit  for  rent. 

Mr.  Foreman.  I  think  the  landlord-tenant  situation  was  included. 
You  were  raising  the  question  of  the  deposit  in  connection  with  the 
sale  of  real  estate? 

Mr.  Dixon.  Yes;  in  connection  with  the  purchase  of  a  home  to  be 
built  by  a  contractor.  An  individual  who  wants  a  contractor  to 
build  a  home  for  him  and  gives  him  a  certain  sum  of  money  to  get 
him  started,  and  the  contractor  goes  into  bankruptcy;  would  he  be 
covered? 

Mr.  Kennedy.  A  purchase  lease  or  rental  of  property,  it  says. 

Mr.  Dixon.  One  of  the  questions  raised  with  regard  to  consumer 
priority  is  who  are  consumers.  It's  very  easy  to  understand  the 
reason  why  there  should  be  a  provision  for  a  wage  earner  or  a  rela- 
tively low-income  person  or  a  priority  for  a  consumer  who  is  a  rela- 
tively low-income  individual. 

But  would  consumer  priority  cover  high-income  individuals  such 
as  doctors  and  lawyers  and  those  kind?  Would  they  come  in  ahead  of 
general  unsecured  creditors  who  might  be  the  mom-and-pop  supply 
store  down  the  street  who  can  ill  afford? 

Mr.  Countryman.  I  believe  as  both  bills  are  written  now  that 
they  would. 

Mr.  Dixon.  Should  there  be  any  distinction  between  high-income 
consumers  and  low-income  consumers? 

Mr.  Foreman.  When  that  was  drafted  in  the  conference,  it  had  a 
committee  that  devoted  some  time  to  that  subject  in  a  hurry-up 
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fashion  when  it  came  up.  I  think  we  did  not  attempt  to  make  any  such 
distinction  because  of  the  administrative  difficulty  of  doing  it.  How 
do  you  distinguish  between  consumers  who  are  rich  and  poor?  They 
are  consumers.  I  think  the  problem  of  definition  was  too  difficult. 

Mr.  Dixon.  The  tax  laws  that  we  are  all  subject  to  handle  them. 
Couldn't  we  have  something  similar  to  that;  that  is,  a  consumer  for 
the  purpose  of  this  priority  would  be  anyone  having  an  annual  income 
under  $20,000  or  something.  Couldn't  we  have  that? 

Mr.  Foreman.  You  could. 

Mr.  Countryman.  You  could. 

Mr.  Dixon.  Is  that  what  this  is  intended  to  reach,  these  sort  of 
people? 

Mr.  Countryman.  It  was  the  plight  of  people  of  that  sort  that  gave 
rise  to  the  inspiration  of  the  consumer  priority. 

Mr.  Dixon.  Would  you  have  an  amendment  to  that  effect? 

Mr.  Countryman.  I  wouldn't  have  any  objective  personally.  The 
conference  has  not  considered  it. 

Mr.  Foreman.  We  have  not  considered  that  type  of  suggestion.  It 
is  arbitrary  wherever  you  draw  the  line.  With  inflation,  are  you  going 
to  keep  changing  it  each  year? 

Mr.  Kennedy.  There  is  an  adjusted  provision  in  here.  It  could 
permit  it  to  go  up. 

Mr.  King.  I  would  not  personally  have  a  problem  with  it.  It's  a 
question  of  whether  the  statute  ought  to  be  cluttered  up  with  defini- 
tions of  that  kind.  It  seems  to  me  that  when  you  get  above  a  certain 
income  level  anyway,  you're  not  going  to  have  that  kind  of  a  person 
putting  down  these  deposits  for  the  most  part. 

Mr.  Triester.  I  think  you  also  have  to  figure  out  how  often  this 
is  going  to  apply.  The  only  time  it  makes  a  difference  is  if  you  have 
enough  assets  to  reach  that  priority  category.  That  is  probably  going 
to  be  the  department  store  business  failures.  The  typical  contractor 
who  goes  broke  does  not  have  any  unencumbered  assets  to  reach  that 
priority  with. 

Mr.  Dixon.  You  have  opposed  the  public  companv  provisions  of 
chapter  XI  of  S.  2266.  Are  jtou  more  opposed  to  the  automatic 
appointment  of  a  trustee  or  are  you  more  opposed  to  the  absolute 
priority  rule  that  the  two-track  system  entails?  Which  of  those  are 
you  more  opposed  to? 

Mr.  Triester.  The  National  Bankruptcy  Conference  has  never 
weighed  them  that  way. 

Mr.  Dixon.  I  ask  you  to  weigh  them  today. 

Mr.  Triester.  I  would  not  know  how  to  weight  them.  I  think  the 
mandatory  appointment  of  the  trustee  would  happen  more  often  and 
therefore  it  might  be  worse  than  the  absolute  priority  rule.  I  think 
both  of  them  interfere  with  the  reorganization  of  certain  large  com- 
panies. Whenever  you  have  an  arbitrary  rule  that  you  must  have  a 
trustee  even  though  the  existing  management  is  adequate,  then  that 
is  a  bad  rule.  That  would  hurt  that  reorganization. 

Whenever  you  have  an  absolute  priority  rule  that  says  that  even 
though  all  the  groups  interested  in  the  case  are  willing  to  go  for  this 
kind  of  a  plan  of  reorganization  that  you  must  wipe  out  the  stock- 
holders because  you  don't  have  enough  value  to  reach  down  that  far. 
then  that  kind  of  an  arbitrary  requirement  is  not  a  good  provision  of 
law. 
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Mr.  Dixon.  Do  any  of  the  other  of  you  have  a  preference  to  one 
or  the  other  or  a  nonpreference  so  to  speak? 

Mr.  Foreman.  No,  I  am  inclined  to  agree  with  Mr.  Triester. 

But  I  would  like  to  point  out  also  that  the  appointment  of  the  trustee 
carries  other  consequences  such  as  the  question  of  the  exclusivity  of 
filing  a  plan  so  that  it  is  very  difficult  to  separate  out  these  parts  of  the 
package. 

Mr.  Dixon.  There  is  a  special  provision  in  chapter  XL  Mr.  Creel 
spoke  about  it.  It  provides  certain  special  rights  for  financers  of  air- 
craft and  aircraft  parts  and  ships.  Maybe  one  of  you  could  respond  to 
that. 

Mr.  Horsky,  are  3^011  opposed  to  that  provision? 

Mr.  Horsky.  I  have  no  knowledge  about  it. 

Mr.  Kennedy.  The  conference  is  certainly  opposed  to  the  specialized 
provision.  The  conference  has  been  practically  unanimous  every  time 
the  question  is  considered.  It  is  opposed  tc  that  special  treatment. 

Mr.  Dixon.  No  special  treatment  for  any  class  of  creditors? 

Mr.  King.  That  is  correct.  That  provision  was  originally  in  the 
commission's  bill  and  the  National  Bankruptcy  Conference  at  that 
time  took  the  position  in  opposition  to  that  special  treatment.  I  don't 
believe  it  has  changed  its  position  since  that  time. 

Mr.  Dixon.  You  have  suggested  that  it  is  an  anomaly  for  a  single 
judge  to  review  another  single  judge's  decision.  Maybe  I'm  incorrect 
but  is  it  not  the  situation  now  in  the  Federal  district  court  that  the 
Federal  district  judge  reviews  appeals  from  administrative  law  judges 
in  social  security  cases? 

Mr.  Kennedy.  Administrative  law  judges  are  not  a  part  of  the 
judiciary. 

We  are  considering  the  bankruptcy  judges  as  part  of  the  judiciary. 
Administrative  law  judges  have  been  in  the  administrative  hierarchy. 

It  is  true  that  most  of  those  appeals,  however,  go  to  the  court  of 
appeals  I  believe.  Most  administrative  law  judges'  rulings  are  reviewed 
then  by  the  commissions  for  which  they  are  functioning.  Then  those 
decisions  of  the  multiple  party  commissions  are  reviewed  by  courts  of 
appeal. 

Mr.  Dixon.  In  social  security  cases  they  all  go  to  the  district  court 
even  from  the  commission,  don't  they? 

Mr.  Kennedy.  I  would  still  say  that  it  is  an  anomaly  in  the  judicial 
system  for  a  judge  like  the  bankruptcy  judge  to  be  reviewed  by  another 
single  judge.  It  is  a  rarity. 

Mr.  Dixon.  It  does  happen  but  it  is  somewhat  rare,  yes. 

In  your  written  statement  you  make  a  point  that  there  is  a  great 
need  to  eliminate  in  the  administration  of  the  estate  the  administration 
for  the  sole  benefit  of  the  administrators. 

There  has  been  some  testimony  about  attorneys'  fees  in  bankruptcy 
cases.  I  understand  now  that  the  case  is  that  at  least  for  debtors' 
attorneys'  fees  the  court  can  review  the  amount  that  is  to  be  an 
administrative  expense. 

Should  Congress  place  limits  on  attorneys'  fees  in  bankruptcy 
cases?  I  say  that  to  you  knowing  that  the  Criminal  Justice  Act  that 
this  committee  considers  does  have  limits  for  attorneys'  fees  and  how 
much  an  attorney  can  charge  by  the  hour.  Do  you  think  there  is  any 
need  for  limits  on  attorneys'  fees  in  bankruptcy  cases? 
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Mr.  Triester.  I  would  think  that  you  can  do  no  better  than  the 
versions  of  this  legislation  do  which  require  that  compensation  be  fair 
and  reasonable.  Sometimes  that  might  be  very  little  and  sometimes 
it  might  be  a  lot  of  money  in  absolute  dollars. 

You  can  be  penny  wise  and  pound  foolish  if  you  make  it  so  eco- 
nomical that  you  cannot  get  or  attract  good  legal  talent  into  that 
field.  You  really  have  not  accomplished  a^thing  by  saving  money 
in  that  way. 

So,  I  think  that  with  a  good  court  which  controls  the  allowances 
you  can  do  it.  I  think  that  the  requirement  that  it  be  fair  under  the 
circumstances  cannot  be  improved  on. 

Mr.  Foreman.  The  trend  in  the  cases  today  has  been  to  scrutinize 
attorneys'  fees  very  closely,  and  the  hue  and  cry  today  is  from  the 
attorneys  that  the  courts  are  being  too  hard  on  them  in  these  cases. 
So  the  judges  are  taking  care  of  the  problem  very  well. 

Mr.  Dixon.  Do  any  practicing  attorneys  feel  that  the  courts  are 
being  too  hard  on  3'ou? 

Mr.  Foreman.  I  have  not  had  that  kind  of  a  case.  I  have  not 
handled  that  kind  of  a  case  too  frequently  so  I  have  not  had  reason 
to  complain. 

But  my  observation  is  that  they  are  being  much  more  conservative. 

Mr.  Triester.  I  can  tell  you  without  any  question  at  all  that  the 
fees  where  the  court  allows  them  are  less  than  what  would  normally 
be  set  between  a  client  and  lawyer. 

Mr.  Dixon.  Can  you  give  us  an  estimate  as  to  what  the  total 
attorney's  fees  would  be  in  a  case  like  Equity  Funding? 

Mr.  Triester.  No.  It  ran  into  many  millions  of  dollars.  I  know  the 
attorney  for  the  trustee  request,  the  firm  that  represented  the  trustee, 
general  counsel,  requested  a  fee  of  $6  million  and  was  allowed  some- 
thing less  than  that.  It  was  in  the  $5  million  range.  I  happen  to  know 
something  about  the  services  rendered  in  that  case  and  I  thought 
that  it  was  not  an  overly  generous  fee. 

Mr.  Dixon.  I  have  one  other  question.  I  really  ask  this  just  for 
edification. 

The  test  in  our  chapter  XI  in  S.  2266  for  confirmation  of  a  plan 
which  may  be  generally  described  as  fair  and  the  test  for  cramming 
down  against  a  dissenting  set  of  creditors  or  a  dissenting  creditor 
within  the  class  is  actually  the  same  test  that  is  in  H.R.  8200.  It  is 
not  that  clear  to  me — and  maybe  not  tc  the  subcommittee — how  that 
test  is  going  to  work.  That's  not  the  test  in  either  chapter  X  that  we 
know  now  or  chapter  XI. 

Would  one  of  you  gentlemen  explain  to  us  how  the  new  test  is 
going  to  work,  and  what  is  really  going  to  give  us  some  practical 
examples  is  how  it  is  going  to  work. 

Mr.  Countryman.  Generally  it  is  my  understanding  that  that  test 
which  you  have  carried  over  from  the  other  bill  represents  the  staff 
on  the  House  side's  version  of  what  "fair  and  equitable"  means.  I'm 
not  sure  there  are  not  some  problems  in  it  yet.  But  they  thought 
that's  what  they  were  smelling  out,  the  absolute  priority  rule  being 
that, 

So,  if  they  have  achieved  that  result,  about  which  I  have  not  been 
able  to  satisfy  myself,  it  seems  a  little  anomalous  that  on  page  210 
of  your  bill  to  speak  of  fair  and  equitable  and  then  on  the  next  page 
to  copy  out  almost  two  pages  of  what  is  supposed  to  be  the  same  thing. 
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Mr.  Dixon.   You  think  we  could  eliminate  the  second  two  pages? 

Mr.  Countryman.  Yes.  I  believe  what  you  want  there  is  "fair  and 
equitable"  in  your  subsection  (c)  on  page  211. 

Mr.  Triester.  I  think  one  of  the  committees  of  the  National 
Bankruptcy  Conference  is  going  to  attempt  to  redraft  that  provision 
What  it  is  intended  to  say  is  this.  If  you  do  not  get  the  requisite 
majority  of  a  given  class,  then  you  must  meet  the  absolute  priority 
rule  for  that  class  and  every  one  junior  to  it,  each  class  junior  to  it. 
I  think  that  kind  of  a  simple  statement  of  it  is  what  the  originators 
of  the  idea  had  in  mind.  This  is  the  drafting  of  that  idea.  I  think  it 
should  be  done  using  the  term  "fair  and  equitable." 

Mr.  Dixon.  We  would  be  interested  in  the  committee's  work  on 
that.  I  do  not  understand  it  completely.  Before  we  go  much  further 
I  would  certainly  be  interested  in  any  redraft  that  you  have. 

Mr.  Foreman.  I  think  what  was  attempted  here,  and  perhaps  in 
both  bills,  is  to  combine  two  tests,  that  is  what  we  call  the  best  in- 
terest of  creditors  test;  namely,  the  liquidation  that  you  get  and  at 
least  liquidation  value,  and  not  the  absolute  priority  test  where  all 
classes  accept.  That  is  by  a  majority  vote  in  each  class.  That  is  the 
requisite  majority  that  is  prescribed  by  the  statute. 

But  as  Mr.  Triester  just  stated,  where  you  do  have  a  dissenting 
class,  then  you  apply  the  absolute  priority  rule. 

In  other  words  these  bills  do  not  eliminate  the  absolute  priority 
rules.  They  modify  its  application. 

Mr.  Dixon.  Thank  you  gentlemen.  Mr.  Chairman,  thank  you  very 
much. 

Senator  DeConcini.  Gentlemen,  I  have  one  other  question.  In 
the  House,  you  testified  there  I  presume? 

Mr.  Horsky.  Yes. 

Senator  DeConcini.  Did  you  support  actively  Article  III  as  re- 
ported out  of  the  committee? 

Mr.  King.  I  believe  at  the  time  of  the  hearings  the  Article  III 
question  had  not  come  up.  The  National  Bankruptcy  Conference 
testified  in  support  of  an  independent  separate  court. 

Senator  DeConcini.  Making  no  distinction? 

Mr.  King.  Yes.  I  think  at  that  time  the  concept  was  of  an  article 
I  court.  It  was  only  after,  I  believe  this  is  right,  the  subcommittee 
markup  that  the  article  III  concept  came  into  being.  But  there  were 
no  hearings  subsequent  to  that. 

Senator  DeConcini.  You  did  not  testify  in  opposition  to  an 
article  I? 

Mr.  King.  No. 

Senator  DeConcini.  And  choosing  that  Article  III? 

Mr.  King.  No. 

Mr.  Triester.  We  testified  in  support  of  the  Article  I  court  and 
then  when  the  draft  came  out  with  an  Article  III  concept  we  also 
supported  that. 

Senator  DeConcini.  Yes;  I  wanted  to  get  that  clear. 

I  have  no  further  questions.  Thank  you,  gentlemen,  for  your  time. 

Our  next  witness  is  John  Creedon,  attorney  and  vice  president  and 
general  counsel  of  Metropolitan  Life  Insurance  Co.,  representing 
American  Council  of  Life  Insurance. 


853 

STATEMENT  OF  JOHN  CREEDON,  EXECUTIVE  VICE  PRESIDENT, 
METROPOLITAN  LIFE  INSURANCE  CO.,  REPRESENTING  THE 
AMERICAN  COUNCIL  OP  LIFE  INSURANCE,  ACCOMPANIED  BY 
ROBERT  M.  ZINMAN,  VICE  PRESIDENT  AND  INVESTMENT  COUN- 
SEL, METROPOLITAN  LIFE  INSURANCE  CO. 

Mr.  Creedon.  Thank  you  very  much.  I  would  like  to  express  my 
great  admiration  for  the  undivided  and  intelligent  attention  that  the 
committee  and  the  staff  have  given  to  the  numerous  witnesses  who 
have  appeared  so  far  today.  I  just  hope  that  we  will  not  be  the  straw 
that  breaks  the  camel's  back. 

Senator  DeConcini.  It  depends  on  how  long  you  testify.  [Laughter]. 

We  appreciate  the  expertise  you  bring  to  the  subcommittee.  Your 
written  statement  will  be  inserted  in  the  record  at  this  point. 

[The  prepared  statement  of  John  J.  Creedon  follows:] 

Recommendations  of  the  American  Council  of  Life  Insurance  (Council) 
to  the  Subcommittee  on  Improvements  in  Judicial  Machinery  of  the 
Senate  Committee  on  the  Judiciary  on  S.  2266,  95th  Congress,  1st 
Session,  December  1,   1977 

introduction 

The  American  Council  of  Life  Insurance  has  a  membership  of  473  life  insurance 
companies  which  in  the  aggregate  have  more  than  90  percent  of  all  life  insurance 
in  force  in  the  United  States.  Such  companies  have  aggregate  United  States 
assets  of  more  than  $312  billion,  including  more  than  $87  billion  of  private  pen- 
sion plan  reserves. 

Life  insurance  companies  in  the  United  States  have  in  force  more  than  369 
million  life  insurance  policies.  Because  numerous  policyholders  located  throughout 
the  country  tile  bankruptcy  proceedings  every  year,  the  servicing  of  their  policies 
and  claims  is  often  affected  by  the  federal  bankruptcy  law.  Such  companies 
also  hold  corporate  securities,  real  estate  mortgages  and  other  loans  totaling 
more  than  $265  billion.  From  time  to  time,  various  borrowers,  mortgagees  or 
issuers  of  securities  file  or  become  subject  to  bankruptcy  proceedings  so  that  the 
investments  of  life  insurance  companies  are  also  often  materially  affected  by 
bankruptcy  law.  Thus,  the  life  insurance  industry  has  an  important  interest  in 
the  proposed  changes  to  the  federal  bankruptcy  laws  both  from  the  standpoint 
of  its  insurance  operations  and  from  the  standpoint  of  its  investment  functions. 

The  Council  very  much  appreciates  the  opportunity  to  comment  concerning 
S.  2266.  The  Council  would  also  like  to  express  its  appreciation  to  the  Subcom- 
mittee and  its  staff  for  the  courteous  consideration  that  has  been  given  to  prior 
comments  and  recommendations  of  the  Council  as  evidenced  by  many  of  the 
provisions  in  S.  2266.  The  staff  has  been  especially  courteous  and  anxious  to  re- 
ceive the  views  of  interested  parties.  We  should  also  like  to  compliment  the  Sub- 
committee and  its  staff  on  the  many  improvements  made  in  S.  2266  over  earlier 
versions  of  the  bill.l 

The  Council  (then  named  the  American  Life  Insurance  Association)  was 
extended  the  opportunity  of  submitting  comments  to  this  Subcommittee  in  1975 
in  connection  with  earlier  versions  of  this  bill,  S.  235  and  S.  236.  Our  comments 
made  on  October  30,  1975  were  comprised  of  42  general  and  75  specific  recom- 
mendations. The  Council  was  also  invited  by  Chairman  DeConcini  bv  letter 
dated  August  5,  1977  to  comment  on  H.R.  8200,  the  House  version  of  S.  2266. 
Our  letter  in  response  to  that  invitation  contained  21  comments  and  recommenda- 
tions. We  are  pleased  to  report  that  most  of  the  problems  mentioned  in  our 
earlier  submissions  have  been  resolved  in  S.  2266.  A  few  problems  remain  con- 
cerning which  we  shall  again  comment  today;  a  few  new  problems  have  arisen 
which  will  also  be  the  subject  of  comment. 

GENERAL    STATEMENT    OF    POSITION 

With  respect  to  life  insurance  companies,  their  products  and  their  investments, 
the  Council's  specific  major  problems  with  current  bankruptcy  law  are  relatively 
few  in  number.  Three  major  problems  are  mentioned  below. 
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First,  the  Council  believes  it  would  be  desirable  to  reallocate  the  duties  of  the 
bankruptcy  judges  so  as  to  eliminate  conflicts  of  interest  inherent  in  the  present 
system.  Presently  the  judge  is  responsible  for  administration  and  protection  of 
the  estate  at  the  same  time  he  is  deciding  cases  involving  disputes  affecting  the 
estate.  Thus  we  are  concerned  that  the  judge  may  have  difficult}^  being  fully 
objective,  especially  with  respect  to  the  position  of  senior  or  secured  creditors. 
This  problem  under  current  law  has  not  been  solved  in  S.  2266. 

Second,  the  Council  believes  that  the  priorities  among  different  claims  and 
interests  in  the  bankrupt  estate  should  be  determined  in  a  fair  and  equitable 
manner.  The  words  "fair  and  equitable"  in  present  law  have  a  generally  accepted 
meaning.  They  connote  a  plan  of  reorganization  that  recognizes  traditional  prin- 
ciples of  priority  by  requiring  that  prior  claims  or  interests  be  satisfied  in  full 
before  junior  claims  or  interests  participate — thus  giving  effect  to  the  contractual 
agreements,  rights  and  understandings  of  the  various  interested  parties.  This 
doctrine  was  enunciated  by  the  Supreme  Court  as  the  "absolute  priority"  doctrine 
in  Consolidated  Rock  Products  Co.  v.  Dubois,  312  U.S.  510,  61  S.  Ct.  675  (1941). 
The  fair  and  equitable  language  presently  applies  to  corporate  reorganizations 
under  Chapter  X,  but  does  not  apply  under  Chapters  XI  (involving  only  unse- 
cured creditors)  and  XII  (relating  to  the  bankruptcy  of  non-corporate  owners  of 
real  property).  The  absence  of  fair  and  equitable  language  in  Chapter  XII  was, 
we  believe,  at  least  partially  responsible  for  the  decision  in  the  Pine  Gale  case, 
discussed  in  our  letter  to  Chairman  DeConcini  and  in  Recommendation  No.  2  in 
the  following  pages.  Under  S.  2266,  the  fair  and  equitable  language  specifically 
applies  only  to  railroad  reorganizations  and  to  the  reorganization  of  certain 
"public"  companies,  although  an  effort  has  been  made  to  articulate  the  conse- 
quences of  a  fair  and  equitable  standard  in  other  areas.  However,  the  Council 
believes  that  the  problem  under  current  law  relating  to  the  fairness  and  equity  of 
reorganization  plans  is  not  fully  resolved  by  S.  2266. 

Third,  the  Council  believes  that  there  is  a  need  to  clarify  present  law  with 
respect  to  the  effect  of  disaffirmance  of  a  lease  of  real  property  by  the  trustee  for  a 
bankrupt  landlord.  Present  law  indicates  that  no  such  disaffirmance  by  the  trustee 
for  a  bankrupt  landlord  shall  "deprive  the  lessee  of  his  estate"  (Bankruptcy  Act 
§  70b).  It  is  the  Council's  view  that  the  law  should  be  clarified  to  indicate  that  not 
depriving  the  tenant  of  his  estate  means  that  the  tenant  may  remain  in  possession 
after  disaffirmance  at  the  reserved  rent,  perform  the  landlord's  disaffirmed  obli- 
gations and  offset  the  cost  of  such  performance  against  the  tenant's  rental  obliga- 
tions. The  Council  believes  that  the  problems  with  respect  to  a  bankrupt  landlord 
(except  for  a  clarification  under  Recommendation  6  following)  have  been  satis- 
factorily resolved  in  S.  2266. 

With  a  few  exceptions,  the  other  comments,  criticisms  and  recommendations 
made  by  the  Council  with  respect  to  earlier  versions  and  the  present  version  of 
S.  2266  arise  because  the  Council  believes  that  the  proposed  language  needs  clari- 
fication, would  produce  an  unintended  result  or  would  produce  a  result  that  the 
Council  feels  is  wrong  as  a  matter  of  policy.  Thus,  the  Council's  position  with 
respect  to  bankruptcy  reform  has  been  largely  directed  at  preventing  adverse 
changes  in  the  law  as  the  law  would  impact  on  life  insurance  companies,  their 
products  and  their  investments. 

The  Council  does  generally  support  the  basic  goals  of  S.  2266  to  achieve  needed 
reform  in  bankruptcy,  update  the  present  law  and  effect  savings  of  time  and  ex- 
pense in  proceedings,  whether  for  liquidations,  arrangements,  or  reorganizations. 
However,  in  reviewing  the  current  status  of  S.  2266,  in  assessing  the  problems 
created  by  S.  2266  that  do  not  exist  for  life  insurers  under  present  law  and  in 
recognizing  that  two  of  the  three  major  problems  the  Council  sees  with  current 
law  remain  unresolved  under  S.  2266,  the  Council  must  admit  at  this  point  to 
being  less  than  enthusiastic  about  the  overall  effect  of  the  proposed  legislation. 

In  the  following  pages  there  is  a  series  for  comments  and  recommendations, 
including  comments  and  recommendations  concerning  the  two  major  unresolved 
problems  mentioned  above.  Because  of  the  short  time  period  (which  included  an 
extended  trip  out  of  town)  between  receipt  of  copies  of  S.  2206  and  the  Sub- 
committee scheduled  hearings,  we  have  not  been  able  to  complete  a  thorough 
line-by-line  study  of  the  bill  as  it  relates  to  the  current  Bankruptcy  Act  and 
H.R.  8200.  This  statement,  then,  is  basically  limited  to  some  of  the  areas  of 
concern  we  raised  in  our  prior  communications,  as  well  as  some  general  questions 
concerning  the  present  form  of  S.  2266.  We  hope  that  it  will  be  possible  to  submit 
further  comments  on  these  and  other  aspects  of  the  bill  if  additional  problems 
appear  as  a  result  of  our  continuing  study. 
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Before  submitting  its  recommendations,  the  Council  would  like  to  stress  also 
the  importance  of  devising  a  federal  bankruptcy  law  which  will  assure  fair  and 
predictable  treatment  of  claims  of  long-term  lenders  and  investors.  In  a  free  enter- 
prise system  where  private  capital  investment  is  an  important  component,  the 
law  should  not  provide  too  many  surprises  and  be  so  unpredictable  that  long-term 
investors  cannot  cope  with  the  uncertainties  caused  by  changing  attitudes  and 
philosophies  that  tend  to  undrrmirie  vested  rights  and  interests.  The  Council 
believes  the  public  interest  will  be  best  served  if  protection  and  assurance  of  fair 
and  predictable  treatment  is  provided  to  the  long-term  investment  community 
which  represents  millions  of  small  investors  and  policyholde  s  throughout  the 
country. 

In  submitting  its  recommendations,  the  Council  for  convenience,  has  placed  its 
comments  in  numerical  order  of  the  sections  as  they  appear  in  S.  2266,  with  the 
exception  of  Recommendation  No.  1,  which  concerns  the  "fair  and  equitable" 
problems  we  consider  to  be  of  primary  importance.  Certain  aspects  of  the  "fair 
and  equitable"  problem  are  also  considered  in  Recommendation  No.  2 

RECOMMENDATION  NO.   1 

The  plan  must  be  fair  and  equitable;  absolute  priority 

The  Council  recommends  that:  The  bankruptcy  court  be  required  as  a  condition 
to  confirmation  of  any  reorganization  plan  to  determine  that  the  plan  is  "fair 
and  equitable"  as  to  all  classes  except  those  classes  that  have  consented  to  the 
plan. 

Discussion 

As  indicated  earlier,  the  Council  believes  that  the  "fair  and  equitable"  standard 
and  the  absolute  priority  doctrine  which  it  connotes  should  be  applicable  to 
all  plans  of  reorganization — except  as  to  classes  of  creditors  that  have  consented 
to  the  plan.  It  is  especially  important  to  retain  the  words  "fair  and  equitable" 
because  of  the  significance  accorded  to  the  words  and  their  interpretation  by 
the  courts  over  the  years.  To  omit  the  words  in  some  places  and  use  them  in 
others  would  be  especially  confusing  and  would  be  an  invitation  to  the  courts 
to  produce  unintended  and  unforseeable  results. 

H.R.  6  as  originally  drafted  included  the  "fair  and  equitable"  language.  It 
is  our  understanding  that  the  reason  those  words  were  deleted  from  section  1129 
of  H.R.  8200  (section  1130  of  S.  2266)  was  to  permit  confirmation  of  a  plan  with- 
out regard  to  absolute  priority  only  with  respect  to  those  classes  of  creditors 
that  had  approved  the  plan  and  that  it  was  the  intention  to  retain  the  absolute 
priority  rule  with  respect  to  all  other  classes.  We  have  no  conceptual  problem 
with  such  an  approach.  The  deletion,  however,  of  the  fair  and  equitable  language 
from  the  statute  causes  concern  as  to  whether  the  results  intended  were  actually 
accomplished  or  whether  something  other  than  absolute  priority  will  result  for 
those  classes  that  have  not  accepted  the  plan. 

As  we  read  section  1130  of  S.  2266,  it  restores  the  absolute  priority  doctrine 
in  the  case  of  bankrupt  debtors  which  are  public  companies.  While  we  are  happy 
to  see  absolute  priority  and  the  fair  and  equitable  principle  restored  even  partially, 
we  think  the  distinction  between  public  and  non-public  debtors  does  not  have 
a  supportable  basis.  Rather,  it  would  seem  that  the  change  to  the  absolute  priority 
rule  for  public  companies  reflects  an  acceptance  of  the  position  of  the  Securities 
and  Exchange  Commission  which  concurs  in  our  views  about  the  absolute  priority 
doctrine  but  is  concerned  only  with  pubiic  companies.  We  do  not  believe  that 
sound  policy  reasons  exist  for  treating  creditors  of  public  and  non-public  companies 
differently  nor  do  we  think  that  such  a  distinction  should  be  made  in  a  compre- 
hensive bankruptcy  reform  act  which  will  have  such  significant  impact  on  the 
lives  of  our  citizens  and  the  economy  of  the  nation. 

Not  only  does  the  distinction  between  public  and  non-public  debtors  lack  policy 
support,  but  it  would  seem  also  to  run  counter  to  our  national  goals  and  objectives. 
If  the  Bankruptcy  Act  were  to  protect  senior  and  secured  creditors  of  public 
companies  while  denying  such  protection  to  senior  and  secured  creditors  of  private 
companies,  the  result  can  only  be  to  limit  further  the  amount  of  risk  capital 
that  will  be  invested  in  small,  non-public  businesses.  Since  President  Carter 
has  indicated  that  one  of  the  goals  of  his  administration  is  to  promote  risk  capital 
for  small  businesses,  we  wonder  whether  the  proposed  legislation  should  be  turning 
in  the  opposite  direction  (see,  for  example,  President  Carter's  statements  in  weekly 
Compilation  of  Presidential  Documents,  vol.  13,  No.  12,  p.  367,  vol.  13,  No.  14, 
p.  455,  vol.  13,  No.  36,  p.  1270,  vol.  13,  No.  38,  p.  1333). 
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Conversely,  it  is  difficult  to  understand  the  policy  reason  for  the  selection  of 
the  group  of  owners  and  junior  creditors  who  will  receive  the  advantages  of  depriv- 
ing the  senior  creditors  of  their  absolute  priority  rights.  Under  the  bill  as  now 
written,  stockholders  and  partners  of  non-public  debtors  will  be  advantaged 
while  stockholders  of  public  companies,  subject  to  the  fair  and  equitable  doctrine, 
will  not  be.  It  would  seem  that  if  one  group  of  stockholders  or  owners  were  to 
be  singled  out  for  special  favorable  treatment,  it  should  be  the  public  stock- 
holders rather  than  the  holders  of  equity  positions  in  non-public  companies — 
such  as  the  limited  partners  of  tax-sheltered  partnerships  whose  main  objective 
in  filing  a  petition  in  reorganization  often  is  to  avoid  the  recapture  provisions 
of  the  tax  laws  which  would  be  triggered  by  foreclosure  of  their  tax-sheltered 
investments. 

In  summary,  it  is  the  position  of  the  Council  that  a  reorganization  plan  must  be 
fair  and  equitable  in  order  to  protect  legitimate  property  rights  of  all  interested 
parties  and  that  fairness  and  equity  are  just  as  important  with  respect  to  the  bank- 
ruptcies of  non-public  debtors  as  they  are  with  respect  to  public  debtors.  There- 
fore, it  is  strongly  urged  that  the  modifications  of  H.R.  8200  as  found  in  S.  2266 
with  respect  to  public  debtors  be  made  applicable  to  all  debtors  under  the  pro- 
posed legislation.  Also,  we  are  not  opposed  to  provisions  which  would  permit 
plans  to  be  confirmed  without  regard  to  absolute  priority  as  to  those  classes  of 
creditors  that  have  accepted  the  plan.  These  changes  can  be  accomplished  by 
amending  section  1130  by  (i)  deleting  the  present  language  of  subsection  (a)(7) 
thereof  in  its  entirety  and  substituting  therefor  "The  court  finds  the  plan  fair  and 
equitable  with  respect  to  each  class  that  has  not  accepted  the  plan  in  accordance 
with  paragraph  (9).",  (ii)  deleting  the  words  "except  that  this  subparagraph 
shall  not  apply  in  case  of  a  public  company"  in  section  1130(a)(8)(B),  (iii)  de- 
leting the  words  "if  in  case  of  a  public  company  the  plan  or  order  of  confirmation 
provides  adequate  protection  for  the  realization  of  their  claims  or  interests"  in 
subsection  (b)  thereof,  and  (iv)  deleting  subsection  (c)  thereof  in  its  entirety. 

As  a  technical  matter,  we  do  not  understand  the  exception  in  the  case  of  public 
companies  in  section  1130(a)(8)(B).  As  we  read  subsection  (a)(8),  it  would  seem 
that  with  respect  to  public  companies,  a  prerequisite  for  confirmation  of  a  plan 
is  that  it  must  be  accepted  by  each  holder  of  a  claim  within  each  class  of  creditors. 
Thus,  even  if  the  plan  is  fair  and  equitable,  it  could  not  be  crammed  down  against 
any  creditor  who  objects.  This  would  seem  to  prevent  the  effective  implementation 
of  most  plans.  We  assume  that  such  a  result  was  not  intended. 

On  another  technical  point,  the  use  of  the  term  "adequate  protection"  in  sec- 
tion 1130(b)  raises  a  question  in  that  the  definition  of  "adequate  protection"  in 
section  361  is  applicable  by  its  terms  only  to  sections  362,  363  and  364.  In  any 
event  as  indicated  above,  we  suggest  the  deletion  of  that  language  because  it  ap- 
pears to  be  unnecessary. 

RECOMMENDATION    NO.    2 

Section  862:  Automatic  stay;  relief  where  debtor  has  no  equity  in  property;  protection 
for  business  reorganizations 
The  Council  recommends  that: 

1.  Section  362(d)  be  amended  to  provide  that  the  court  shall  grant  relief  from 
the  automatic  stay  if  the  debtor  has  no  equity  in  the  property  and  the  property 
is  not  necessary  to  an  effective  reorganization  of  the  debtor. 

2.  Section  362(d)  and  other  appropriate  sections  of  S.  2266  be  amended  to 
provide  that  a  property  shall  be  deemed  not  to  be  necessary  to  an  effective  re- 
organization of  the  debtor  if  the  property  is  real  property  on  which  no  business 
is  being  conducted  by  the  debtor  other  than  the  business  of  operating  the  real 
property  and  activities  incidental  thereto. 

3.  Appropriate  provisions  be  inserted  in  S.  2266  providing  for  abandonment  or 
sale  by  the  trustee  of  property  in  which  the  debtor  has  no  equity,  and  which  is 
not  necessary  to  the  debtor's  reorganization. 

Discussion 

The  Council  believes  that  the  basic  concept  of  section  362(d)  which  authorizes 
the  court  to  lift  the  automatic  stay  where  the  debtor  has  no  equity  in  the  property 
is  sound.  However,  in  order  to  permit  reorganization  to  go  forward  where  the 
property  is  essential  to  an  on-going  business,  an  exception  must  be  provided  for 
such  situations.  In  the  case  of  a  piece  of  real  property,  however,  which  is  the 
security  for  a  real  estate  mortgage  and  not  part  of  a  business  that  should  be  re- 
organized for  the  benefit  of  all  parties  in  interest,  the  stay  should  be  lifted. 
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Part  of  the  difficulty  in  combing  many  kinds  of  bankruptcy  situations  in  one 
chapter  of  the  proposed  act  is  that  different  situations,  as  a  matter  of  fairness  and 
equity,  require  different  treatment.  The  reorganization  provisions  of  Chapter  11 
are  designed  for  businesses,  not  real  estate  mortgage  transactions.  Yet,  as  drafted, 
the  provisions  apply  to  both  situations.  (Similar  problems  exist  incidentally  under 
present  law — Chapter  X,  Chapter  XII.) 

The  unfairness  of  applying  business  reorganization  concepts  (and  especially  the 
"cram  down")  to  real  estate  mortgage  transactions  is  illustrated  by  the  Pine  Gate 
decisions  (2  Bankr.  Ct.  Dec.  1478  (N.D.  Georgia,  October  14,  197G))  and  a  more 
recent  as  yet  unreported  decision  in  the  same  case  (No.  B75-4345  (N.D.  Georgia, 
February  24,  1977))  under  Chapter  XII  of  the  present  Bankruptcy  Act.  That  case 
is  a  disaster  for  real  estate  mortgagees  and  we  certainly  hope  and  expect  it  to  be 
reversed  on  appeal.  In  Pine  Gate  the  mortgage  debt  was  $1.4  million.  The  court 
was  interpreting  section  461(11)  of  Chapter  XII.  That  section  provides  that  a 
plan  may  be  "crammed  down"  if  adequate  protection  is  afforded  the  dissenting 
creditors,  inter  alia,  by  "appraisal  and  payment  in  cash  value  of  such  debts."  The 
court  held  that  especially  since  there  was  no  personal  liability  on  the  part  of  the 
borrower  (which  is  normal  in  certain  real  estate  transactions)  the  value  of  the  debt 
was  equal  to  the  value  of  the  collateral  determined  by  an  appraisal  made  at  the 
time  of  depressed  market  conditions  in  the  Atlanta  area.  The  court  found  that  the 
real  estate  mortgagee  was  entitled  to  only  $800,000  plus  $172,000  (the  court's 
estimated  "liberality  of  valuation"  considering  the  "nature  of  the  involuntary 
taking  inherent  in  section  461  (ll)(c)")  for  a  total  of  $1,032,000.  The  debtor  lim- 
ited partnership  was  entitled  to  the  collateral.  Thus,  the  mortgagee  with  a  debt 
of  $1.4  million  was  to  receive  only  $1,032,000  and  the  mortgagor  was  to  keep 
the  property,  an  unbelievable  result  under  traditonal  mortgage  law. l 

Apparently,  the  secured  creditor  would  have  been  willing  to  take  either  the 
property  or  full  payment  in  satisfaction  of  the  debt,  but  the  court  limited  the  se- 
cured creditor's  recovery  to  $1,032,000.  Under  traditional  mortgage  principles,  if 
the  collateral  is  worth  more  than  the  amount  of  the  debt,  then  secured  party  should 
receive  in  value  the  amount  of  the  debt  and  the  excess  should  go  to  the  debtor.  On 
the  other  hand,  if  the  collateral  is  worth  less  than  the  amount  of  the  debt  at  the 
time  of  reorganization,  the  secured  party  and  not  the  debtor  should  be  entitled  to 
the  collateral.  In  Pine  Gate,  under  depressed  market  condition  the  secured  creditor 
would  be  forced  to  ta  ke  less  than  the  debt  because  the  court  determined  the  value 
of  the  property  to  be  less  than  the  debt,  while  the  debtor  would  be  permitted  to 
keep  the  collateral. 

As  section  362(d)  is  presently  drafted,  the  Council  believes  that  the  Pine  Gate 
result  is  not  likely  to  occur.  We  urge,  therefore,  that  whatever  changes  are  made 
to  section  362(d)  (as  discussed  above)  to  accommodate  to  corporate  reorganiza- 
tions not  affect  the  real  estate  mortgage  transaction  which  warrants  different 
treatment.  This  can  be  accomplished  by  providing  in  section  362(d)  that  relief 
from  the  automatic  stay  is  limited  to  a  situation  where  the  debtor  has  no  equity 
in  the  property  and  the  property  is  not  necessary  to  an  effective  reorganization  of 
the  debtor,  and  that  property  shall  be  deemed  not  necessary  to  the  reorganization 
if  it  is  real  property  on  which  no  business  is  being  conducted  by  the  debtor  other 
than  the  business  of  operating  the  real  property  and  activities  incidental  thereto. 

To  further  assure  that  a  Pine  Gate  result  could  not  occur  if  for  some  reason  the 
automatic  stay  is  not  lifted,  provisions  should  be  made  elsewhere  in  S.  2266  to 
provide  for  abandonment  or  sale  by  the  trustee  of  property  in  which  the  debtor 
has  no  equity  and  which  is  not  necessary  to  an  effective  reorganization  of  the 
debtor.  Where  the  court  determines  that  the  debtor  has  no  equity  in  the  property, 
it  should  be  abandoned.  Where  the  court  feels  the  debtor  has  equity  in  the 
mortgaged  property,  the  property  should,  as  S.  2266  provides  in  section  363(f),  be 
sold  subject  to  a  fair  upset  price. 

As  a  technical  matter,  we  raise  with  the  Subcommittee  a  question  as  to  whether 
in  section  361  of  S.  2266,  paragraphs  (3)  and  (4)  from  the  corresponding  provision 
of  H.R.  8200  were  intentionally  omitted. 


1  In  the  Pine  Gate  case,  recently  the  District  Court  returned  the  case  to  the  Bankruptcy 
Judge  for  a  redetermination  of  the  value  of  the  property,  because  the  Bankruptcy  Judge 
had  refused  to  permit  the  lender  to  reopen  the  issue  of  value  for  presentation  of  new 
evidence  consisting  of  an  FHA  appraisal  of  the  property  which  had  established  the  value 
thereof  just  prior  to  the  bankruptcy's  court's  evaluation  hearing  at  $1,700,000,  well  in 
excess  of  the  amount  of  the  mortgage.  See  Great  Nat'l  Life  Ins.  Co.  v.  Pine  Gate  Associates, 
Ltd.,  Bankruptcy  Case  No.  B75-4345A  (N.D.  Ga.,  Sept.  16,  1977). 
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Also  in  the  nature  of  a  technical  comment,  but  with  some  substance,  we  recom- 
mend that  section  363(f)(3)  be  amended  by  adding  to  the  end  thereof  "including 
all  expenses  of  the  sale".  The  "net"  proceeds  from  the  sale  should  be  at  least 
enough  to  pay  the  secured  indebtedness. 

RECOMMENDATION    NO.    3 

Section  365:  Assumption  or  assignments  of  loan  commitments 

The  Council  recommends  that:  The  trustee's  right  (provided  for  in  section  365) 
to  assume  and  assign  an  executory  contract  of  a  debtor  should  be  further  clarified 
so  as  to  exclude  an  agreement  by  a  lender  to  advance  a  loan  to  the  debtor  to  the 
extent  any  portion  of  the  loan  has  not  been  advanced  before  the  petition  is  filed. 

Discussion 

The  Council  continues  to  urge  strongly  thas  section  365  be  clarified  so  as  to 
leave  no  doubt  that  loan  commitments  may  be  terminated  in  the  event  of  the 
prospective  borrower's  bankruptcy,  and  may  not  be  assumed  and/or  assigned  by 
the  trustee.  It  would  be  extremely  unjust  and  inequitable  to  force  an  institutional 
lender  to  lend  money  to  a  bankruptcy  trustee  or  to  an  assignee  whom  the  lender 
might  be  unwilling  to  lend  money  to  or  legally  prohibited  from  doing  so. 

The  Report  of  the  House  Judiciary  Committee  on  H.R.  8200  (H.  Rep.  75-595, 
95th  Cong.,  1st  Sess.,  Sept.  8,  1977)  ("House  Report")  indicates  at  page  348  that 
the  effect  of  section  365(c),  which  prohibits  the  trustee  from  assuming  or  assigning 
a  contract  or  lease  if  applicable  nonbankruptcy  law  would  excuse  the  other  party 
from  rendering  performance  to  someone  other  than  the  debtor,  would  be  to  prevent 
the  trustee  from  assuming  "contracts  such  as  loan  commitments  and  letters  of 
credit."  While  the  language  of  this  report  read  together  with  section  365(c)  would 
clearly  indicate  Congressional  intent  not  to  cover  loan  commitments,  nonbank- 
ruptcy law  to  which  the  statute  refers  is  not  sufficiently  clear  in  this  area  to 
guarantee  the  intended  result.  In  many  states  there  may  be  no  law  on  the  subject 
at  all,  leading  to  likely  litigation  of  the  issue. 

Failure  to  clarify  section  365  in  this  regard  could  substantially  reduce  the 
willingness  of  institutional  lenders  to  enter  into  long-term  forward  lending  com- 
mitments except  to  those  borrowers  of  substantial  creditworthiness  where  there 
is  no  likelihood  that  bankruptcy  might  occur  during  the  term  of  the  commitment. 
With  respect  to  real  estate  transactions,  most  construction  loans  are  made  on  the 
basis  of  long-term  commitment  takeouts  from  institutional  lenders.  Since  the 
viability  of  a  real  estate  venture  may  depend  heavily  on  the  expertise  and  ability 
of  a  developer  who  has  the  initiative  to  make  the  project  successful,  institutions 
would  be  loathe  to  make  long-term  commitments  assumable  by  the  bankruptcy 
trustee  to  any  but  the  most  substantial  real  estate  developers.  This,  then,  is 
another  provision  which  could  result  in  serious  adverse  effects  on  the  national 
economy  by  reducing  the  flow  of  risk  capital  to  small  businesses  whose  credit 
ratings  are  less  than  those  of  the  very  highest  grades. 

To  correct  this  uncertainty  and  to  achieve  what  was  obviously  the  intent  of 
the  section  as  set  forth  in  the  House  Report,  it  is  suggested  that  section  365(b) 
and  section  365(e)  be  changed:  (i)  by  adding  a  new  paragraph  (4)  to  section  365(b) 
as  follows: 

"(4)  Notwithstanding  anything  to  the  contrary  contained  in  this  section,  the 
trustee  may  not  assume  an  executory  contract  to  make  a  loan  to  or  to  issue  a 
security  of  the  debtor." 

and  (ii)  by  adding  "(1)"  immediately  after  the  subsection  designation  "(e)"  in 
section  365(e),  and  adding  a  new  paragraph  (2)  to  section  365(e)  as  follows: 

"(2)  Paragraph  (1)  of  this  subsection  shall  not  prevent  termination  of  a  con- 
tract to  make  a  loan  to,  or  purchase  a  security  of,  the  debtor  pursuant  to  the 
provisions  of  such  a  contract." 

RECOMMENDATION   NO.   4 

Section  865(b)(8).  Termination  of  leases  on  tenant's  bankruptcy 

The  Council  recommends  that:  Section  365(b)(3)(D)  be  amended  to  provide 
that  a  landlord's  right  to  terminate  a  bankrupt  tenant's  lease  because  the  rent  is 
substantially  less  than  the  fair  rental  value  shall  apply  only  where  the  lease  pro- 
vides for  a  very  low  or  nominal  base  rent  because  the  base  rent  is  intended  to  be 
supplemented  by  additional  rent  contingent  on  the  lessee's  profits  or  sales. 
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Discussio7i 

The  Council  notes  that  the  National  Bankruptcy  Conference  at  p.  10  of  its 
memorandum  of  November  28,  1977  takes  exception  to  the  limited  right  of  a 
landlord  to  terminate  a  lease  on  the  tenant's  bankruptcy  in  section  305(b)(3). 
The  Conference  states  that  said  subsection  will  permit  termination  of  lease 
"essential  to  the  operation  of  the  business  without  regard  to  the  needs  of  the 
debtor  and  the  availability  of  other  means  for  achieving  adequate  protection  of 
lessors.  It  is  contrary  to  present  reorganization  law  and  gives  undue  leverage  to 
lessors." 

The  Council  does  not  agree  with  this  conclusion  for  the  following  reasons: 

(1)  The  Council  does  not  believe  that  the  section  is  contrary  to  present  reor- 
ganization law  in  that  section  70(b)  of  the  Bankruptcy  Act  expressly  provides 
that  a  provision  in  a  lease  permitting  termination  on  the  tenant's  bankruptcy  is 
enforceable.  This  portion  of  section  70(b)  is  c  rried  forward  to  Chapter  X,  and 
similarly  to  the  other  chapters  of  the  present  Bankruptcy  Act,  by  the  general 
carry  forward  provisions,  such  as  section  102  in  Chapter  X.  Finn  v.  Meighan, 
325  U.S.  300  (1945);  Smith  v.  Hoboken  R.R.,  Warehouse  &  Steamship  Connecting 
Co.,  328  U.S.  123  (1946).  Admittedly,  the  clear  language  of  the  statute  has  not 
always  been  followed  by  bankruptcy  judges.  An  example  can  be  found  in  Queens 
Boulevard  Wine  &  Liquor  Corp.  v.  Blum,  503  F.  2d  202  (2nd  Cir.  1974).  The 
Council  does  not  believe,  however,  that  the  limited  right  to  terminate  granted  in 
section  365(b)(3)  is  contrary  to  present  reorganization  law. 

(2)  The  Council  believes  the  limited  right  to  termination  provided  in  section 
365(b)(3)  does  not  generally  permit  "termination  of  leases  essential  to  the  opera- 
tion of  the  business  *  *  *  ."  The  limited  areas  where  termination  is  permitted 
are  as  follows: 

(i)  in  Chapter  7  where  the  estate  is  being  liquidated  and  the  question  of  the 
importance  of  the  lease  to  the  operation  of  the  debtor's  business  is  presumably 
moot; 

lii)  where  the  lease  was  entered  into  before  the  effective  date  of  the  Act,  a 
provision  which  may  be  required  to  preserve  the  constitutionality  of  section  365's 
general  prohibition  against  termination; 

(iii)  where  the  property  leased  is  not  essential  to  the  debtor's  business,  a  right  of 
termination  which  presumably  the  National  Bankruptcy  Conference  could 
support;  or 

(iv)  where  the  rent  payable  under  the  lease  is  substantially  less  than  the  fair 
rental  value  of  the  property  leased.  This  latter  requirement  (which  was  suggested 
earlier  by  the  Council)  was  intended  to  cover  the  situation  where  a  landlord  agrees 
to  enter  into  a  lease  at  a  low  or  nominal  base  rent  because  the  base  rent  was 
intended  to  be  supplemented  by  additional  rent  contingent  upon  lessee's  profits  or 
sales.  It  was  felt  that  it  was  not  in  the  public  interest  to  discourage  such  types  of 
leasing  arrangements  which  give  tenants  of  moderate  means  an  opportunity  to 
obtain  leases  that  they  would  otherwise  be  precluded  from  because  of  financial 
considerations.  On  further  study,  it  would  seem  that  the  language  in  this  respect 
should  be  clarified  to  insure  that  it  does  not  go  beyond  this  intended  purpose. 

To  implement  this  intent,  Paragraph  (D)  of  subsection  365(b)(3)  could  be 
amended  to  read  as  follows: 

"Where  the  lease  contains  provisions  for  rent  contingent  upon  lessee's  profits  or 
sales  and  the  rent  set  forth  in  the  lease  was  substantially  less  than  the  fair  rental 
value  of  the  property  leased  at  the  time  the  lease  was  entered  into." 

RECOMMENDATION   NO.    5 

Section  365(e):  Evidences  of  indebtedness  are  not  executory  contracts  and  may  be 
accelerated 

The  Council  recommends  that:  Section  365(e)  be  amended  to  make  clear  that 
the  section  is  not  intended  to  prevent  the  holder  of  a  note  or  other  evidence  of 
indebtedness  from  accelerating  the  debt  when  a  debtor  becomes  bankrupt. 

Discussion 

Obviously,  if  a  debtor  becomes  bankrupt,  the  holder  of  a  note  or  other  evidence 
of  indebtedness  must  be  able  to  accelerate  the  debt  and  claim  the  full  amount  of 
the  debt  in  the  bankruptcy  proceeding.  The  Council  urges  that  section  365(e)  be 
clarified  to  make  this  clear. 

The  Council  believes  that  evidences  of  indebtedness  are  not  really  executory 
contracts  and  thus  should  not  be  subject  to  section  365's  prohibitions.  This  view 
is  confirmed  by  the  House  Report  at  p.  347  which  states  that  "[A]  note  is  not 
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usually  an  executory  contract  if  the  only  performance  that  remains  is  repayment." 
However,  this  issue  is  simply  too  important  for  long-term  lenders  to  have  any 
question  concerning  it.  The  applicability  of  the  exception  in  section  365(e)  for 
contracts  of  the  type  specified  in  subsection  (c)  of  section  365  to  this  issue  is  not 
completely  clear  and  therefore  does  not  relieve  lenders'  concern. 

To  solve  the  problem  it  is  suggested  that  another  sentence  be  added  to  section 
365(e)  as  follows:  "This  subsection  shall  not  affect  the  enforceability  of  contractual 
provisions  which  permit  the  holders  of  indebtedness  to  accelerate  payment  of  such 
indebtedness  after  the  occurrence  of  any  default  thereunder." 

RECOMMENDATION    NO.    6 

Section  365(h).  Bankrupt  landlord;  'protection  of  tenant's  estate 
The  Council  recommends  that : 

1.  Section  365(h)  be  amended  to  make  clear  that  the  tenant's  estate  which 
is  protected  in  the  event  of  disaffirmance  of  a  lease  by  the  trustee  for  a  bank- 
rupt landlord  includes  any  term  provided  by  an  option  to  renew  or  extend  the 
lease  enforceable  by  the  tenant. 

2.  The  provisions  of  section  365(h)  apply  whether  a  lease  is  rejected  by  the 
trustee  or  in  the  plan  of  reorganization. 

Discussion 

The  Council  is  in  general  agreement  with  the  approach  taken  in  both  H.R.  8200 
and  S.  2266  with  respect  to  preservation  of  the  tenant's  estate  on  disaffirmance 
of  a  lease  by  the  trustee  of  a  bankrupt  landlord.  The  language  of  section  365(h), 
however,  is  unclear  with  respect  to  renewal  and  extension  terms  in  that  it  refers 
to  the  tenant  staying  in  possession  "for  the  balance  of  the  term  of  such  lease." 
The  House  Report  clarifies  the  provision  by  stating  at  p.  349:  "The  balance  of 
the  term  of  the  lease  referred  to  in  (1)  will  include  any  renewal  terms  that  are 
enforceable  by  the  tenant,  but  not  renewal  terms  if  the  landlord  had  an  option 
to  terminate."  Since  this  clarification  is  consistent  with  the  purposes  of  section 
365(h),  the  Council  believes  that  it  would  be  better  to  clarify  the  statute  itself 
rather  than  require  reliance  upon  legislative  history. 

This  intention  could  be  effected  by  amending  section  365(h)  by  adding  after 
the  word  "term"  in  paragraphs  (1)  and  (2)  the  following:  ",  inclusive  of  the  term 
or  terms  which  may  be  provided  by  options  of  renewal  or  extension,  enforceable 
by  the  tenant,". 

More  generally,  the  Council  also  believes  that  the  provisions  of  section  365 
(such  as  those  contained  in  section  365(h))  should  apply  where  an  executory 
contract  or  unexpired  lease  is  assumed  or  rejected  pursuant  to  the  provisions 
of  a  reorganization  plan  as  provided  in  section  1123(b)(2),  as  well  as  by  the 
trustee.  It  is  suggested  that  there  be  added  to  the  end  of  section  1123(b)(2)  the 
following:  ",  provided  that  any  such  assumption  or  rejection  shall  be  subject 
to  the  provisions  of  said  section  365". 

RECOMMENDATION    NO.    7 

Sections  501(a)  and  506(d).  Necessity  of  filing  secured  claims 

The  Council  recommends  that: 

1.  At  least  in  the  case  of  claims  secured  by  real  estate  mortgages,  S.  2266  be 
amended  to  provide  that  the  real  estate  mortgagee  need  not  file  a  claim  unless  he 
has  a  claim  in  excess  of  his  security.  Secured  claims  need  not  be  filed  under 
present  bankruptcy  law. 

2.  Section  506(d)  (1)  be  amended  to  provide  that  if  secured  creditors  must  file  a 
claim,  the  secured  creditor's  lien  shall  not  be  void  for  failure  to  file  a  secured 
claim  unless  a  party  in  interest  has  requested  that  the  court  determine  and  allow 
such  claim  under  section  502,  notice  of  such  request  is  served  on  the  secured 
creditor  and  appropriate  time  for  filing  is  allowed. 

Discussion 

Heretofore,  the  Council  has  recommended  that  present  bankruptcjr  law,  wrhich 
does  not  require  the  filing  of  secured  claims,  be  continued.  The  reason  for  our 
position  is  that  life  insurers  hold  millions  of  individual  real  estate  mortgage  loans 
and  the  ownership  of  these  properties  is  continually  changing  hands.  Inevitably, 
many  of  the  owners  become  involved  in  bankruptcy  and  procedures  exist  under 
present  law  for  realizing  any  excess  value  without  involving  the  mortgagees  in 
every  bankruptcy  proceeding  affecting  the  owners.   In  most  instances,  excess 
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value  does  not  exist;  if  it  did,  the  property  would  be  sold  before  bankruptcy  to 
realize  the  excess. 

The  Council  now  urges  that  present  law  be  retained  with  respect  to  claims  of 
real  estate  mortgagees.  As  to  other  secured  claims,  there  may  be  reasons  for 
bringing  them  into  the  bankruptcy  proceedings.  They  will  frequently  have 
"excess"  claims.  As  to  real  estate  mortgagees,  present  law  works  well  and  no 
change  seems  to  be  needed. 

To  implement  this  recommendation,  a  number  of  changes  in  S.  226G  would  be 
necessary.  The  Council  will  be  pleased  to  work  with  other  interested  parties 
in  developing  specific  language  for  such  changes. 

The  Council  is  also  concerned  with  the  provisions  of  section  506(d)(1)(a) 
which  could  make  void  the  lien  of  a  secured  creditor  who  has  not  filed  a  proof 
of  claim  unless  such  creditor  had  neither  actual  knowledge  nor  actual  notice  of 
the  bankruptcy  in  time  to  file  a  proof  of  claim.  Given  the  problems  with  determin- 
ing what  constitutes  actual  notice  or  actual  knowledge  in  the  case  of  a  large 
corporation  with  numerous  departments  and  employees,  such  provision  is  ex- 
tremely objectionable  to  the  Council,  particularly  when  viewed  against  present 
law,  under  which  secured  creditors  need  not  even  file  a  proof  of  claim.  It  is 
suggested  that  section  506(d)(1)  be  changed  generally  along  the  lines  of  H.R. 
8200,  so  that  where  a  secured  creditor  is  required  to  file  proof  of  a  secured  claim 
but  fails  to  so  so,  such  creditor's  lien  is  not  void  unless  a  party  in  interest  has 
requested  that  the  court  determine  and  allow  such  claim  under  section  502 
and  unless  notice  of  such  request  is  served  on  the  secured  creditor  and  adequate 
time  for  filing  is  allowed. 

RECOMMENDATION    NO.    8 

Section  507(5):  Government's  priority  for  tax  claims;  limit  to  one  year  before  filing 

The  Council  recommends  that:  Section  507(5)  be  amended  to  provide  that 
a  Governmental  unit's  priority  for  tax  claims  should  apply  only  to  taxes  for 
which  a  return  is  due  within  one  year  prior  to  filing  of  the  petition. 

Discussion 

The  Bankruptcy  Commission  noted  in  its  Report  (Part  I,  p.  22)  that  the  tota 
amount  collected  by  the  federal  government  from  all  tax  liens  and  priorities 
in  bankruptcies  is  insignificant  in  the  total  federal  budget  and  that  it  was  "un- 
seemly" for  the  government  to  insist  upon  collecting  taxes  at  the  expense  of  other 
creditors  unless  necessary  to  keep  the  government  functioning,  which  the  Com- 
mission observed  was  not  the  case. 

The  Council  agrees  with  the  Bankruptcy  Commission  and  urges  that  a  govern- 
mental unit's  claim  for  taxes  be  limited  when  competing  with  other  creditors 
who  presumably  are  already  not  being  paid  their  debts  dollar  for  dollar  to  taxes 
for  which  a  return  is  due  within  one  year  prior  to  the  filing  of  the  petition. 

RECOMMENDATION    NO.   9 

Section  702(a):  Vote  for  trustee  by  creditor  holding  insubstantial  equity  interests 

The  Council  recommends  that:  Section  702  be  amended  to  further  clarify  the 
intention  that  a  creditor  who  holds  a  relatively  minor  equit}'  interest  should 
nevertheless  be  able  as  creditor  to  vote  for  the  trustee. 

Discussion 

Paragraphs  (2)  and  (3)  of  section  702(a)  are  both  aimed  at  enfranchising  the 
insubstantial  equity  holder  who  is  also  a  creditor  but  they  are  presently  in  the 
conjunctive  and  do  not  quite  do  the  job.  The  Council  suggests  that  (3)  be  deleted 
and  a  parenthetical  phrase  be  added  to  (2)  as  follows:  "(an  equity  interest  shall 
not  be  'materially  adverse'  if  it  is  not  substantial  in  relation  to  such  creditor's 
interest  as  a  creditor  of  the  debtor)". 

RECOMMENDATION    NO.    10 

Section  1102(a).  Secured  creditors  should  have  a  right  to  elect  a  committee 

The  Council  recommends  that:  Section  1102(a)  be  amended  to  provide  that 
secured  creditors  may  elect  a  creditors'  committee. 

Discussion 

Section  1102(b)  at  S.  2266  provides  that  the  bankruptc.y  judge  may  appoint 
additional  committees,  including  a  committee  for  secured  creditors.  While  this 
express  recognition  of  the  power  of  the  judge  to  appoint  is  helpful,  it  does  not 
give  secured  creditors  the  right  to  have  such  a  committee. 
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In  some  reorganizations  the  largest  creditor  groups  may  be  the  secured  creditors. 
One  of  the  most  important  early  steps  in  the  proceeding  may  be  to  obtain  an 
order  staying  the  enforcement  of  the  liens  of  secured  creditors.  As  the  proceed- 
ings progress,  the  modification  of  secured  interests  may  be  an  extremely  essential 
aspect  of  the  debtor's  rehabilitation.  The  cooperation  of  secured  creditors  in 
devising  and  implementing  a  satisfactory  reorganization  plan  can  be  of  the 
utmost  importance  to  the  success  of  the  whole  proceeding.  The  secured  creditors, 
therefore,  should  be  permitted  to  be  represented  by  one  or  more  committees  and 
the  reasonable  expenses  of  such  committees  should  be  reimbursable  to  the  extent 
approved  by  the  court. 

Thus,  it  is  suggested  that  a  sentence  be  added  at  the  end  of  section  1102(a) 
as  follows: 

"At  such  meeting,  creditors  holding  allowable  secured  claims  against  the 
debtor  may  elect  a  committee  of  creditors." 

RECOMMENDATION    NO.    11 

Bankruptcy  judges;  duties,  stature,  jurisdiction 

The  Council  recommends  that: 

1.  S.  2266  be  amended  to  provide  for  a  sufficient  separation  of  the  administra- 
tive from  the  judicial  functions  in  bankruptcy,  leaving  the  bankruptcy  judge  solely 
with  judicial  functions; 

2.  the  Bankruptcy  Courts  be  further  upgraded  to  provide  a  sucffiient  independ- 
ence, stature  and  salary  for  bankruptcy  judges. 

Discussion 

While  the  Council  has  in  the  past  generally  limited  its  comments  concerning  the 
Bankruptcy  Act  to  matters  affecting  life  insurance  products  and  investments,  we 
have  generally  approved  the  objective  of  the  approach  taken  by  the  Bankruptcy 
Commission  in  separating  the  administrative  and  judicial  functions  in  bankruptcy. 
At  present,  the  bankruptcy  judge  is  placed  in  a  conflict  of  interest  position  because 
he  is  responsible  for  the  administration  and  protection  of  the  estate  at  the  time  he  is 
deciding  cases  involving  attacks  upon  the  estate. 

We  understand  that  it  was  the  intention  of  H.R.  8200  through  the  creation  of 
the  United  States  Trustee  system  to  take  the  administrative  functions  from 
the  bankruptcy  judge  leaving  him  free  to  preside  over  disputes  in  a  fair  and  un- 
biased  manner.  We  were  disturbed,  however,  by  the  comments  of  Harold  March, 
Chairman  of  the  Bankruptcy  Commission,  in  his  letter  of  August  22,  1977,  in 
which  he  concluded  that  because  the  functions  of  the  United  States  Trustee  are  not 
articulated  in  H.R.  8200  the  results  achieved  are  of  little  practical  difference  from 
the  situation  under  current  law. 

S.  226G,  on  the  other  hand,  does  not  appear  to  change  the  functions  of  the  bank- 
ruptcy judges  at  all  but  would  leave  them  in  their  current  conflict  position. 

On  the  question  of  the  status  of  the  bankruptcy  judges,  we  have  no  position  as  to 
whether  the  Bankruptcy  Court  should  be  an  Article  I  or  Arcticle  III  court.  How- 
ever, we  do  agree  with  the  National  Bankruptcy  Conference  and  the  Bankruptcy 
Commission  that  the  Bankruptcy  Court  does  need  some  independence  and  suffi- 
cienl  stature  to  attract  highly  qualified  people  for  the  important  work  it  will  be 
given  to  perform. 

RECOMMENDATION  NO.  12 

Railroad  Reorganizations 

The  Council  recommends  that : 

1.  The  role  of  the  Interstate  Commerce  Commission  in  railroad  reorganizations 
be  limited  generally  as  set  forth  in  H.R.  8200  rather  than  in  S.  2266; 

2.  Section  1170  of  S.  2266,  dealing  with  transfer  and  consolidation  of  cases,  be 
retained  in  the  statute  rather  than  being  left  to  rules  or  regulations; 

•'!.  The  number  of  trustees  not  be  limited  to  one  and  the  choice  of  trustee  not  be 
limited  to  a  specific  approved  panel;  and 

4.  Section  1126,  dealing  with  acceptance  of  a  plan,  be  made  applicable  to  rail- 
road reorganizations. 

Discussion 

It  is  the  Council's  view  that  formulation  of  the  plan  of  reorganization  should 
be  the  responsibility  of  the  bankruptcy  court,  rather  than  the  Interstate  Com- 
merce Commission.  As  in  H.R.  8200,  the  Interstate  Commerce  Commission 
should  be  a  party  to  the  proceedings,  be  served  with  all  papers,  and  function  as 
an  advisor  to  the  bankruptcy  court  on  public  interest  transportation  issues,  with 


863 

respect  to  which  it  possesses  expertise.  However,  the  provisions  of  S.  226G  which 
make  the  Interstate  Commerce  Commission  broadly  responsible  for  formulation 
and  approval  of  the  plan  can  only  perpetuate  the  delay  and  uncertainty  presently 
existing  in  railroad  reorganizations.  Similarly,  the  Council  feels  that  the  provisions 
of  section  1179,  dealing  with  abandonment  of  railroad  lines,  could  be  unduly  time- 
consuming  and  result  in  delay  in  the  reorganization  process,  because  of  the  time 
prescriptions  within  which  the  Interstate  Commerce  Commission  may  act.  In 
the  view  of  the  Council,  the  approach  in  H.R.  8200,  which  permits  the  court  to 
fix  a  reasonable  time  within  which  the  Interstate  Commerce  Commission  must 
render  its  report  on  an  application  for  abandonment,  is  much  more  desirable  than 
the  approach  in  section  1179.  Also,  the  provision  in  section  1172(c)  which  permits 
the  Interstate  Commerce  Commission  to  direct  the  preparation  of  reports  or 
studies  relevant  to  the  development  of  a  plan  of  reorganization  is  generative  of 
further  delay  and  should  be  eliminated  except  when  the  court  authorizes  the 
study  or  report. 

The  Council  supports  the  inclusion  in  S.  22GG  of  a  provision  like  section  1170, 
dealing  with  transfer  and  consolidation  of  cases.  Such  a  provision  is  too  important, 
in  the  view  of  the  Council,  to  be  left  for  treatment  in  the  Bankruptcy  Rules  or 
elsewhere  than  the  Bankruptcy  Act. 

The  Council  is  opposed  to  the  provisions  of  section  1166,  which  limit  the  number 
of  trustees  in  a  railroad  reorganization  case  to  one,  who  must  be  a  member  of  the 
panel  of  private  trustees  established  for  more  ordinary  insolvencies.  Appointment 
of  more  than  one  trustee  is  often  necessary  and  appropriate  in  railroad  reorganiza- 
tions, and  such  trustees  must  be  possessed  of  certain  qualifications  which  members 
of  the  panel  of  private  trustees  may  not  possess.  Further,  the  public  interest  in 
railroad  reorganizations  requires  that  the  best-qualified  persons  serve  as  trustee, 
irrespective  of  their  membership  on  such  panel. 

The  Council  feels  that  section  1161  snould  be  amended  so  as  to  make  applicable 
in  railroad  reorganizations  the  provisions  of  section  1126,  setting  forth  the  require- 
ments for  acceptance  of  the  plan. 

CONCLUSION 

As  indicated  at  the  beginning  of  this  statement,  because  of  time  constraints 
the  Council  has  generally  limited  its  comments  to  some  of  the  areas  of  concern 
we  raised  in  our  prior  communications,  as  well  as  some  general  questions  with 
respect  to  the  present  form  of  S.  2266.  We  hope  that  we  may  submit  additional 
comments  on  these  and  other  aspects  of  the  bill  if,  as  a  result  of  our  continuing 
study,  additional  problems  appear. 

Our  introductory  statement  indicated  that  in  balancing  the  pluses  and  minuses 
of  S.  2266,  our  enthusiasm  for  bankruptcy  reform  cannot  be  viewed  as  strong. 
On  the  other  hand,  if  the  various  problems  raised  in  the  foregoing  pages  can  be 
satisfactorily  resolved,  we  would  support  the  bill  as  a  positive  and  needed  im- 
provement in  current  law. 

We  want  to  thank  you  for  giving  us  the  opportunity  to  present  the  views  of 
the  American  Council  of  Life  Insurance  on  this  very  important  subject. 

Mr.  Creedon.  Mr.  Chairman,  my  name  is  John  J.  Creedon.  I  am 
chairman  of  a  committee  of  the  American  Council  of  Life  Insurance 
which  was  formed  to  function  on  the  question  of  bankruptcy  reform. 
I  am  appearing  today  on  behalf  of  that  council. 

I  am  also — and  this  is  a  correction  of  the  record — an  executive  vice 
president  of  the  Metropolitan  Life  Insurance  Co.  of  New  York.  Sub- 
ject to  3'our  permission,  Mr.  Chairman,  I  have  with  me  one  of  my 
colleagues,  Mr.  Robert  Zinman,  who  is  the  vice  president  and  invest- 
ment counsel  of  Metropolitan  Life  and  Avho  might  want  to  comple- 
ment and  supplement  something  I  say  or  help  in  answering  question-. 

Before  starting  I  would  like  to  disclaim  being  a  real  expert  in  the 
bankruptcy  area.  Until  about  a  year  ago  I  was  general  counsel  at 
Metropolitan.  In  that  capacity  I  had  a  fairly  good  idea  as  to  how 
bankruptcy  laws  impact  on  a  life  insurance  company,  its  products,  and 
particularly  its  investments.  And  also  for  about  10  years  I  was  an 
adjunct  professor  at  New  York  University  Law  School  teaching 
courses  in  mortgages,  insurance,  and  real  estate.  But  I  have  not  had 
any  actual  practice  in  bankruptcy  courts. 
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Because  bankruptcy  reform,  Mr.  Chairman,  has  not  been  pending 
for  about  7  years  and  because  periodically  new  bills  seem  to  be  appear- 
ing, each  one  of  which  has  to  be  carefully  studied,  in  preparing  for  our 
testimony  today  I  tried  this  time  to  step  back  and  take  a  broad  look  at 
what  was  happening  and  whether  the  life  insurance  companies  were  in 
favor  of  what  was  happening. 

I  might  say  that  there  has  been,  to  borrow  a  phrase  from  Mr.  Creel, 
no  "hue  and  cry"  among  the  life  insurance  companies  to  change  the 
bankruptcy  laws.  In  general  they  seem  to  function  fairly  well  as  far  as 
life  insurance  companies  are  concerned. 

There  are,  however,  three  major  problems  which  we  feel  that,  if 
there  were  no  bankruptcy  reform  effort  presently  going  on,  we  would 
probably  try  to  seek  some  legislative  amendments  with  respect  to 
those  problems. 

The  first  relates  to  the  question  that  has  been  mentioned  many  times 
before  at  these  hearings  and  that  is  the  jurisdiction  of  the  bankruptcy 
judge.  We  feel  that  he  is  not  only  the  judge  and  the  jury  but  also  the 
administrator,  and  there  is  an  inherent  conflict  in  his  functions  which 
tends  to  interfere  with  the  effective  administration  of  bankruptcy. 
Many  of  our  lawyers  who  go  into  bankruptcy  courts  come  away  feeling 
that  there  is  an  inherent  bias  or  prejudice  against  the  senior  creditor 
or  the  secured  lender  and  in  favor  of  the  unsecured  claimant.  So,  we 
very  strongly  support  the  effort  to  separate  the  judicial  and  administra- 
tive functions  of  the  bankruptcy  judges.  We  regret  that,  as  we  read 
S.  2266,  that  particular  reform  has  not  been  made. 

The  second  major  problem  with  respect  to  which  we  would  be  seek- 
ing some  relief  if  bankruptcy  reform  were  net  now  going  forward 
relates  to  the  principles  that  apply  in  formulating  a  plan  of  reorgani- 
zation. 

In  effect  we  believe,  Mr.  Chairman,  that  the  traditional  rules  of 
priority  should  apply. 

Mr.  Creel  mentioned  in  response  to  your  question  that  there  should 
be  no  priorities  in  bankruptcy.  I  think  he  meant  with  respect  to- 
unsecured  claimants.  I  think  he  would  concede  that  there  should  be 
priorities  among  secured  and  unsecured  claimants.  The  traditional 
rules  should  apply ;  that  is,  a  first  mortgage  comes  ahead  of  a  second 
mortgage,  a  second  ahead  of  a  third  mortgage,  any  mortgage  ahead 
of  an  unsecured  claim,  and  an  unsecured  claim  ahead  of  the  holder  of 
an  equity  interest.  Those  are  the  traditional  rules. 

Until  those  who  are  entitled  to  priority  have  been  adequately 
provided  for  no  junior  claimant  or  interest  should  participate  in  a 
plan.  This  we  believe,  Mr.  Chairman,  is  the  fair  and  equitable  doc- 
trine, which  is  sometimes  referred  to,  and  was  referred  to  by  the 
Bankruptcy  Conference  people,  as  the  absolute  priority  doctrine. 
Under  current  law  the  fair  and  equitable  standard  applies  in  chapter 
X.  It  does  not  appear  in  chapter  XII  which  deals  with  noncorporate 
real  estate  reorganizations. 

As  indicated  in  our  letter  to  you  in  August  1977,  Mr.  Chairman,  a 
disturbing  recent  decision  under  chapter  XII  has  been  handed  down. 
It  is  the  Pine  Gate  decision.  It  has  produced  a  highly  unsatisfactory 
result  for  real  estate  mortgage  lenders.  Thus,  here  too,  the  life  in- 
surance industry  would  like  to  see  a  change  in  this  aspect  of  present 
bankruptcy  law.  Although  some  changes  are  made  in  S.  2266  with 


865 

respect  to  the  fair  and  equitable  doctrine,  we  do  not  feel  that  the 
changes  have  gone  quite  far  enough. 

The  third  problem  under  current  law  which  we  would  like  to  see 
changed  arises  in  the  case  of  a  bankrupt  landlord.  The  bankruptcy 
law  presently  indicates  that  although  the  trustee  for  a  bankrupt 
landlord  can  disaffirm  a  lease,  no  such  disaffirmance  will  "deprive 
the  lessee  of  his  estate."  The  question  that  arises  is  what  is  the  meaning 
of  the  phrase  "does  not  deprive  the  lessee  of  his  estate." 

In  the  Penn-Central  case  the  bankruptcy  trustee  has  taken  the 
position  that  the  trustee  can  disaffirm  the  lease  and  increase  the  rent. 
It  is  our  position  that  this  is  not  permitted.  The  rent  cannot  be  in- 
creased. We  believe  that  "does  not  deprive  the  lessee  of  his  estate," 
means  that  the  tenant  has  the  right  to  stay  in  possession  at  the  re- 
served rent,  that  he  can  perform  any  obligations  that  the  landlord 
has  disaffirmed,  and  that  he  can  offset  the  cost  of  performing  those 
obligations  against  the  rental  that  is  paid. 

Fortunately  both  H.R.  8200  and  S.  2266  clarify  this  question  in  a 
satisfactory  way.  We  have  a  few  minor  recommendations  concerning 
the  language.  1  shall  get  to  those  a  little  later. 

With  the  exception  of  these  three  areas,  the  comments,  criticisms, 
and  recommendations  that  we  have  made  in  the  past  on  the  various 
bankruptcy  bills  have  mainly  been  directed  at  preventing  what  we 
though  were  adverse  changes  in  the  law  either  because  the  language 
was  ambiguous  or  because  it  would  produce  unintended  results  or 
would  produce  results  which  we  felt  were  undesirable  as  a  matter  of 
policy. 

The  council  does  generally  support  the  thrust  of  bankruptcy  reform 
But,  as  we  step  back  and  look  at  what  is  being  proposed,  I  think  we 
have  to  note  that  two  of  the  three  major  changes  that  we  would  like 
to  see  are  not  being  made  and  that  there  are  a  number  of  other  changes 
that  the  law  would  make  that  cause  us  problems.  On  balance,  at  this 
point,  unless  further  changes  are  made,  we  are  somewhat  less  than 
enthusiastic  about  bankruptcy  reform  as  presently  proposed  by  S. 
2266  and  to  some  extent  by  H.R.  8200. 

Our  written  submission,  Mr.  Chairman,  contains  12  recommenda- 
tions. Two  years  ago  when  I  testified,  our  written  submission  contained 
75  recommendations  and  my  letter  in  August  1977  contained  21.  I 
think  we  have  made  very  substantial  progress. 

The  remaining  12  recommendations,  however,  are  all  important. 
Some  are  more  important  than  others.  I  would  like  to  briefly  mention 
them. 

Before  commenting  on  the  specific  recommendations,  however,  I 
would  like  to  stress  a  point  that  Judge  McGarr  made  this  morning 
with  respect  to  bankruptcy  reform.  The  law  should  be  such  that  it 
assures  both  fair  and  especially  predictable  treatment  for  long-term 
investors  and  lenders.  The  law  should  not  provide  too  many  surprises 
and  be  so  unpredictable  that  investors  cannot  cope  with  the  uncer- 
tainties which  are  caused  by  changing  attitudes  and  philosophies  that 
tend  to  undermine  vested  rights  and  interests. 

For  example,  there  is  great  uncertainty  at  present  because  of  the 
Pine  Gate  decision  under  chapter  XII.  Real  estate  lenders  are  quite 
concerned  about  it.  I  do  not  know  what  changes  will  occur  as  a  result 
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of  that  case  in  real  estate  lending,  but  unless  the  result  is  changed, 
either  in  the  courts — and  I  am  very  hopeful  that  it  will  be  changed  in 
the  courts — or  by  statute,  I  think  there  will  be  some  fundamental 
changes  in  real  estate  financing. 

There  is  also  great  uncertainty  about  the  effort  of  the  Penn-Central 
trustees  to  disaffirm  long-term  leases.  If  that  effort  is  successful  and 
is  not  changed,  it  seems  to  me  it  will  mean  the  end  of  leasehold  financ- 
ing as  it  has  existed  over  the  years  in  the  United  States. 

"Therefore,  certainty  and  predictability  as  Judge  McGarr  said  are 
extremely  important  from  the  standpoint  of  creditors. 

Our  first  recommendation  is  perhaps  the  most  important,  Mr. 
Chairman.  It  refers  to  the  fair  and  equitable  doctrine  as  applied  to 
plans  of  reorganization. 

We  feel  that  S.  2266  should  be  amended  to  provide  that  the  bank- 
ruptcy judge  must  as  a  condition  to  confirming  any  reorganization 
plan,  determine  that  the  plan  is  fair  and  equitable  as  to  all  classes 
except  those  classes  that  consent  to  the  plan. 

It  seems  to  me  that  this  is  basically  consistent  with  what  the 
National  Bankruptcy  Conference  has  just  urged.  We  have  included  in 
our  written  submission  language  to  bring  about  that  result. 

The  fair  and  equitable  principle  is  one  which  is  presently  embodied 
in  chapter  X,  and  it  has  a  long  history  in  the  courts  of  equity.  It 
simply  calls  for  the  recognition  of  traditional  principles  of  priority. 

Part  of  the  difficulty  in  formulating  a  satisfactory  provision  with 
respect  to  priority  in  the  current  bills  arises  because  chapters  X.  XI, 
and  XII,  at  the  suggestion  of  the  Bankruptcy  Commission  and  the 
National  Bankruptcy  Conference,  are  all  being  combined  into  one 
chapter.  The  fair  and  equitable  doctrine  does  not  appear  under 
present  chapter  XI.  This  is  because  chapter  XI  deals  only  with  un- 
secured claims.  It  does  not  deal  with  secured  creditors  or  equity 
interests.  Thus  a  plan  under  chapter  XI  does  not  have  to  be  fair  and 
equitable. 

But  once  you  combine  these  different  kinds  of  reorganizations 
into  one  chapter,  then  you  have  a  problem.  I  think  one  way  of  dealing 
with  the  problem  is  to  do  as  we  suggest,  that  is  to  provide  that  the 
plan  must  be  found  to  be  fair  and  equitable  except  as  to  classes  that 
consent  to  the  plan. 

It  is  our  feeling  that  the  effect  of  dropping  the  fair  and  equitable 
language  in  S.  2266  is  to  introduce  the  kinds  of  uncertainties  that 
investors  abhor.  Presently  the  fair  and  equitable  language  appears  in 
the  railroad  reorganization  provision  of  S.  2266.  It  appears  with 
respect  to  public  companies,  but  it  does  not  appear  with  respect  to  all 
plans  and  we  feel  that  it  should. 

In  S.  2266  the  fair  and  equitable  doctrine  does  apply,  as  I  said,  to 
public  companies.  The  rationale  for  the  distinction  between  public 
companies  and  nonpublic  companies  is  completely  unclear  to  us 
except  that  it  seems  to  be  an  accommodation  to  the  views  of  the  SEC. 

I  have  read  the  recent  statement  of  the  SEC,  and  I  must  admit  to 
having  substantial  difficulty  understanding  its  position.  The  SEC 
seems" to  take  the  position  that  institutional  lenders  do  not  like  the 
fair  and  equitable  doctrine.  That  simply  is  not  true,  at  least  insofar 
as  life  insurance  company  institutions  are  concerned. 
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It  is  our  feeling  that  the  effect  of  providing  the  fair  and  equitable 
doctrine  only  for  public  companies  would  be  to  discourage  lenders 
from  making  loans  to  nonpublic  companies.  We  believe,  as  a  policy 
matter,  this  is  not  what  either  the  Congress  or  the  administration 
would  like  to  see.  It  would  decrease  the  supply  of  risk  capital.  Strange- 
ly, to  us  at  least,  it  would  also  seem  to  mean  that  stockholders  and 
junior  creditors  of  nonpublic  companies  could  be  benefitted  in  contrast 
with  stockholders  and  junior  creditors  of  public  companies  who  would 
be  subject  to  the  fair  and  equitable  standard.  Here  too  we  do  not 
understand  the  SEC  position,  and  we  do  not  believe  that  it  represents 
sound  policy. 

In  summary,  it  is  our  position  that  the  fair  and  equitable  standard 
should  be  retained  for  all  reorganization  plans  except  with  respect  to 
classes  that  consent  to  the  plan. 

In  our  written  statement  we  have  suggested  specific  language  to 
implement  this  position,  and  I  think  it  might  very  well  be  compared 
with  whatever  the  Bankruptcy  Conference  suggests — because  I  think 
we  are  talking  about  the  same  concept. 

While  not  included  in  our  written  statement,  Mr.  Chairman,  I 
think  it  would  be  appropriate  to  comment  on  the  question  as  to 
whether  an  independent  trustee  should  be  required.  The  SEC  suggests 
that  there  should  be  an  independent  trustee  in  every  case  in  connec- 
tion with  the  bankruptcy  of  a  public  company.  We  feel  that  in  some 
cases  we  would  not  like  to  leave  the  debtor  in  possession  and  would 
prefer  an  independent  trustee,  but  we  feel  the  matter  should  be  left 
to  the  discretion  of  the  bankruptcy  judge.  We  disagree  with  the 
position  of  the  SEC  that  an  independent  trustee  should  be  required 
n  every  case. 

Our  second  recommendation,  Mr.  Chairman,  relates  to  section 
362(d)  of  S.  2266  which  provides  that  if  a  bankrupt  debtor  has  no 
equity  in  a  piece  of  property  the  court  shall  lift  the  automatic  stay 
thereby  permitting  a  creditor  to  foreclose  or  otherwise  proceed  against 
the  propertj7-. 

While  we  believe  that  this  principle  is  generally  sound,  we  do  think 
that  an  exception  must  be  made  in  the  case  of  property  which  is  neces- 
sary to  an  effective  reorganization  of  the  business  of  the  debtor. 

On  the  other  hand,  we  believe  that  the  reorganization  provisions 
should  apply  only  to  businesses  with  respect  to  which  it  is  in  the 
interest  of  the  country's  economy  under  general  principles  of  produc- 
tivity to  have  the  business  continue  and  where  it  might  not  otherwise 
continue  in  the  absence  of  a  reorganization. 

By  using  this  test  it  becomes  clear  that  the  reorganization  provisions 
should  not  apply  to  an  individual  piece  of  real  estate  on  which  no 
business  is  being  conducted  by  the  debtor  other  than  the  business  of 
operating  the  real  property  and  activities  incidental  thereto.  For 
example,  if  an  apartment  house,  an  office  building,  or  a  shopping  center 
which  is  owned  by  a  bankrupt  debtor  is  foreclosed,  in  all  likelihood 
the  purchaser  at  the  foreclosure  sale,  whether  he  be  the  mortgagee 
or  a  third  party,  will  continue  to  operate  the  apartment  house,  the 
office  building,  or  the  shopping  center  much  along  the  lines  as  it  was 
operated  before. 

From  the  standpoint  of  our  economy  and  productivity,  a  reorgani- 
zation plan  is  not  necessary  to  assure  that  the  operation  of  the 
property  will  continue. 
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In  contrast,  in  the  case  of  a  business  which  produces  goods  or 
services  unrelated  to  the  property  as  such,  it  is  in  the  interest  of  the 
country  as  well  as  all  creditors  and  holders  of  equity  positions  that 
an  effort  be  made  to  keep  the  business  going.  If  the  business  is  not 
kept  going,  it  is  liquidated  and  the  country  loses  the  benefit  of  that 
business  and  its  productivity. 

The  fact  that  the  reorganization  provisions  and  especially  the 
"cram  down"  are  inappropriate  for  real  estate  transactions  is  well 
demonstrated  by  the  Pine  Gate  decision.  In  that  case  the  court 
crammed  down  a  plan  which  provided  the  mortgagee  with  only  about 
$1  million  of  its  claim  of  $1.4  million  and  gave  the  property  itself 
to  the  mortgagor.  This  result  is  simply  unbelievable  under  traditional 
mortgage  principles. 

While  we  believe  the  case  will  be  reversed  on  appeal,  it  clearly 
demonstrates  the  inappropriateness  of  applying  the  reorganization 
provisions  to  what  are  essentially  real  estate  transactions.  Thus  the 
reorganization  pro  visions  are  not  needed  in  the  real  estate  area. 

Our  second  recommendation  therefore  includes  a  provision  to  the 
effect  that  a  property  shall  be  deemed  not  to  be  necessary  to  an  effec- 
tive reorganization  of  the  debtor  if  the  property  is  real  property  on 
which  no  business  is  being  conducted  by  the  debtor  other  than  the 
business  of  operating  the  real  property  and  activities  incidental 
thereto. 

Our  second  recommendation  also  includes  a  proposed  amendment 
to  S.  2266  to  provide  that  the  trustee  shall  abandon  cr  sell  any  prop- 
ert}T  in  which  the  debtor  has  no  equity  and  which  is  not  necessary  to 
the  debtor's  reorganization. 

We  believe  that  these  recommendations  are  essentially  consistent 
with  the  committee's  provision  in  S.  2266  that  the  automatic  stay 
shall  be  lifted  where  the  debtor  has  no  equity  in  the  property. 

Our  third  recommendation,  Mr.  Chairman,  relates  to  loan  commit- 
ments. The  council  recommends  that  section  365  of  S.  2266  be  amended 
to  clarify  further  that  a  commitment  by  a  lender  to  make  a  loan  to 
the  bankrupt  is  not  enforceable  by  the  trustee. 

I  think  any  investor  or  investing  officer  in  a  financial  institution 
would  be  horrified  to  think  that  he  would  have  to  make  a  loan  to 
the  trustee  in  bankruptcy  where  a  borrower  having  a  commitment 
for  a  loan  became  bankrupt.  I  do  not  think  that  is  the  intention  of 
the  drafters  of  S.  2266.  I  think  the  intention  not  to  require  a  loan 
to  be  made  is  recognized  on  both  the  House  and  Senate  sides,  and 
we  have  suggested  certain  language  in  our  written  submission  to 
clarify  this  matter. 

Our  fourth  recommendation  relates  to  termination  of  leases  in  the 
case  of  a  tenant's  bankruptcy.  In  its  written  submission,  the  National 
Bankruptcy  Conference  has  objected  to  the  language  in  section 
365(b)  (3)  (D)  which  permits  a  landlord  to  terminate  the  lease  under 
certain  circumstances  where  the  tenant  is  bankrupt. 

The  Bankruptcy  Conference  states  that  this  is  not  present  law  in 
reorganizations.  As  our  written  statement  indicates  we  do  not  agree 
with  the  Bankruptcy  Conference  although  we  do  recommend  a  slight 
change  in  365(b)  (3)  (D)  to  better  reflect  the  intent  of  the  language. 

Our  next  recommendation,  No.  6,  relates  to  a  bankrupt  landlord,  the 
point  that  I  mentioned  at  the  outset.  This  is  a  very  important  matter. 
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We  think  that  S.  2266  meets  our  major  concerns.  However,  I  noticed 
a  statement  by  someone  else  who  has  appeared  before  this  subcom- 
mittee who  raised  a  question  as  to  whether  the  right  of  the  tenant  to 
stay  in  possession  means  that  he  has  the  right  to  stay  in  possession  at 
the  reserved  rent.  We  think  it  does  mean  that,  We  have  so  interpreted 
S  2266.  But  if  there  is  any  question  about  it  we  would  hope  that  a 
clarification  might  be  made. 

We  also  feel  that  there  should  be  clarification  made  with  respect  to 
an  option  that  the  tenant  might  have  to  either  renew  or  extend  the 
term  of  the  lease.  If  such  an  option  is  enforceable  by  the  tenant  then 
we  ieel  that  the  option  to  renew  or  extend  should  be  part  of  the  term 
that  is  protected  and  in  our  written  submission  we  recommend 
clarifying  language. 

We  also  feel  that  as  a  technical  matter  section  365  should  be  clearly 
made  to  apply  to  a  lease  disaffirmance  under  a  plan  of  reorganization 
under  chapter  XI  as  well  as  to  a  disaffirmance  by  the  trustee.  We  have 
included  language  in  our  written  submission  to  implement  this  sug- 
gestion also.  & 

If  I  may  go  back  to  our  recommendation  No.  5,  which  I  skipped  that 
recommendation  relates  to  the  right  to  accelerate  an  indebtedness  We 
recommend  that  section  365(b)  be  amended  to  make  clear  that  in  the 
event  oi  bankruptcy  the  holder  of  a  note  has  the  right  to  accelerate 
the  nide btedness.  I  think  there  is  some  possible  question  about  it  under 
b.  2266.  We  believe  it  is  absolutely  necessary  that  acceleration  be 
permitted  Unless  there  is  an  acceleration,  the  holder  of  the  note  would 
not  be  able  to  make  a  claim  for  the  full  debt  in  the  bankruptcv 

Senator  DeCoxcini.  Excuse  me,  Mr.  Creedon,  I  must  leave  the 
hearing  for  a  short  time,  but  I  will  try  to  return  promptly  Please 
continue  your  statement,  if  you  will. 

Mr.  Creedon.  Recommendation  No.  7  relates  to  the  necessity  of 
filing  secured  claims. 

Under  present  bankruptcy  law  a  life  insurance  company  with  a 
mortgage  on  a  one-family  house  does  not  have  to  file  a  claim  in  bank- 
ruptcy if  the  owner  of  that  house  becomes  bankrupt.  The  company 
will  rely  on  its  security  and  not  make  any  unsecured  claim  against  the 
estate.  s 

At  the  present  time  there  are  millions  of  such  mortgage  loans  held 
by  file  insurance  companies,  savings  and  loan  associations,  mutual 
savings  banks,  and  others.  They  rely  on  the  security.  They  do  not 
make  a  claim  m  the  bankruptcy. 

Thus  under  present  law  if  there  is  a  bankruptcy  they  do  not  become 
involved.  " 

The  typical  mortgage  loan  is  for  25  or  30  years  and  during  the 
course  oi  the  term  of  the  loan,  the  mortgaged  property  could  change 
Hands  lour  or  five  times.  Thus  you  have  new  owners  whose  credit  was 
not  approved  by  the  mortgage  lender.  The  risk  of  bankruptcy  affecting 
mortgage  property  thus  increases. 

With  the  changes  that  are  made  in  H.E.  8200  and  S.  2266  these 
mortgage  lenders  would  become  involved  in  bankruptcies  where  there 
is  really  no  need  for  them  to  become  involved. 

There  are  procedures  under  present  law  by  which  any  excess  value 
it  the  value  of  the  property  exceeds  the  mortgage  debt,  can  be  realized. 
■lne  present  system  works  well.  It  may  be  that  there  is  a  need  for 
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bringing  claims  secured  by  personal  property  into  bankruptcy  proceed- 
ings, but  there  would  appear  to  be  little  reason  to  bring  claims  secured 
by  real  property.  Therefore,  our  recommendation  is  that  with  respect 
to  claims  secured  by  real  property,  mortgages  not  be  required  to  file 
unless  they  claim  something  in  excess  of  their  security. 

The  council  is  especially  disturbed  about  those  provisions  of  section 
506(d)  which  would  make  the  mortgagee's  security  void  if  the  mortgagee 
fails  to  file  a  claim  after  notice  of  knowledge  of  bankruptcy.  In  a  large 
organization  such  as  Metropolitan  Life  which  has  over  50,000  employ- 
ees, what  constitutes  notice  of  knowledge  of  a  bankruptcy?  Is  notice 
we  receive  in  connection  with  a  policy  bind  us  in  connection  with  a 
real  estate  mortgage? 

Thus  S.  2266  would  move  us  from  a  system  where  under  present  law 
3^011  have  no  requirement  to  file  a  real  estate  mortgage  claim  at  all  to 
a  system  where  if  you  do  not  file  a  claim  your  mortgage  would  be 
void.  We  think  this  change  is  very  inappropriate  and  we  have  made 
some  recommendations  for  change  in  our  written  statement. 

Recommendation  No.  8  relates  to  the  Government's  priority  for 
tax  claims.  We  have  recommended  in  the  past  and  we  reiterate  the 
recommendation  that  the  Government's  priority  be  limited  to  returns 
due  within  1  year  prior  to  the  filing  of  the  petition.  We  also  would 
strongly  disagree  with  the  Attorney  General's  suggestion  that  there 
should  be  a  priority  for  nontax  claims.  The  Bankruptcy  Commission 
in  its  original  report  recommended  against  any  such  priority,  and  we 
strongly  support  the  Commission. 

Recommendation  No.  9  relates  to  section  702(a).  Here,  we  have 
suggested  that  a  creditor  who  holds  a  small  equity  interest  be  permitted 
to  vote  for  the  trustee.  We  believe  there  is  general  agreement  that 
such  a  right  should  be  permitted,  but  the  language  in  section  702(a) 
does  not  quite  do  it.  In  our  written  submission  we  have  recommended 
language  to  solve  the  problem. 

Similarly,  recommendation  No.  10  relates  to  the  right  of  secured 
creditors  to  elect  a  committee.  In  many  reorganizations,  the  secured 
creditors  are  most  important  to  a  plan  of  reorganization,  and  we  feel 
they  should  have  a  right  to  have  a  secured  creditors'  committee.  As 
S.  2266  is  presently  drawn,  the  judge  has  a  right  to  appoint  such  a 
committee,  but  the  creditors  do  not  have  a  right  to  create  one 
themselves. 

Our  recommendation  No.  1 1  relates  to  the  point  that  I  referred  to 
earlier  about  separating  the  administrative  and  judicial  functions  of 
the  bankruptcy  judges.  We  regard  this  matter  as  being  very  important. 

We  agree  generally  with  the  statement  submitted  by  Harold  Marsh 
and  with  the  statement  of  the  National  Bankruptcy  Conference 
concerning  the  necessity  of  changing  the  responsibilities  of  the 
bankruptcy  judges. 

Our  final  recommendation  No.  12  relates  to  railroad  reorganizations. 

Before  remarking  on  specific  provisions,  I  should  like  to  say  that  we 
agree  almost  word  for  word  with  the  statement  made  earlier  today  by 
Judge  McGarr.  I  think  his  is  an  excellent  statement.  I  agree  not  only 
with  his  prepared  remarks  but  also  with  the  answers  he  gave  to  the 
questions  posed  to  him. 

On  the  question  of  interline  payments,  which  has  been  discussed  by 
several  parties  earlier,  we  have  to  look  at  the  question  from  both  sides. 
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We  are  creditors  of  healthy,  solvent  railroads  and  also  of  insolvent 
railroads.  We  are  very  sympathetic  to  the  view  of  the  American 
Association  of  Railroads  because  it  does  not  seem  fair  for  them  to  be 
forced  to  continue  to  provide  services  to  a  bankrupt  railroad  and  not 
be  paid  cash  for  those  services.  While  we  are  sympathetic  tc  that 
view,  as  creditors  of  a  bankrupt  railroad,  we  do  not  like  to  see  a  priority 
created  for  interline  payments.  It  seems  to  us  then  that  there  are 
conflicting  equities,  and  on  balance  we  feel,  again  agreeing  with 
Judge  McGarr,  that  the  equities  should  be  resolved  by  the  bankruptcy 
court.  In  other  words,  there  should  be  a  requirement  of  obtaining 
approval  of  the  court  to  make  interline  payments. 

On  the  question  that  was  also  discussed  earlier  with  respect  to  the 
role  of  the  ICC  in  a  railroad  reorganization,  we  tend  to  feel  that  the 
provisions  in  H.R.  8200  are  more  appropriate  and  more  likely  to 
facilitate  reorganizations  than  those  set  forth  in  S.  2266. 

We  also  feel  that  the  provisions  in  section  1179  which  provide  for 
the  transfer  and  consolidation  of  railroad  reorganizations  should  be 
retained  in  the  statute  rather  than  be  left  to  rules  and  regulations  as 
some  witnesses  have  suggested. 

We  agree  with  the  National  Bankruptcy  Conference  that  the  number 
of  trustees  should  not  necessarily  be  limited  to  one.  There  are  some 
circumstances  where  only  one  trustee  may  be  appropriate,  but  there 
are  other  circumstances  where  more  than  one  is  desirable. 

We  also  feel  that  the  choice  of  a  trustee  should  not  be  limited  to  a 
prescribed  panel. 

Finally,  we  agree  with  the  National  Bankruptcy  Conference  that 
section  1126,  dealing  with  the  acceptance  cf  a  plan,  should  be  made 
applicable  to  railroad  reorganizations. 

In  concluding,  while  S.  2266  as  presently  drafted  continues  to  present 
problems  to  the  life  insurance  industry,  if  at  least  the  major  problems 
that  I  have  mentioned  are  resolved,  we  would  certainly  support  the 
bankruptcy  reform. 

Because  of  the  short  time  between  our  receipt  of  S.  2266  and  our 
appearance  here  today,  we  have  not  had  as  much  time  to  study  all  of 
the  provisions  of  the  bill  as  we  would  like.  We  hope  that  if  our  review 
produces  any  further  concerns  that  we  might  make  further  comments. 

We  thank  you  very  much  for  you  attention  and  for  giving  us  the 
opportunity  to  present  our  views. 

Mr.  Feidler.  Thank  you,  Mr.  Creedon.  We  thank  you  for  the  past 
help  you  and  Mr.  Zinman  have  given  the  subcommittee  in  behalf  of 
the  American  Council  of  Life  Insurance. 

Senator  DeConcini  indicated  he  had  an  appointment  that  he  had  to 
go  to  and  he  would  try  to  get  back  by  4 :30,  but  if  he  did  not  make  it 
by  then,  he  would  probably  not  be  able  to  return.  I  note  it  is  about 
4:35.  So  if  you  don't  mind,  we  have  a  few  questions  and  we  will  go  on. 

Mr.  Creedon.  Certainly. 

Mr.  Dixon.  Mr.  Creedon,  you  have  spoken  about  the  Pine  Gate 
decision  and  the  great  implications  or  adverse  implications  it  has  had 
on  the  real  estate  market  insofar  as  lenders  are  concerned.  If  S.  2266 
were  to  have  some  sort  of  provision  so  that  a  lender  could  take  a 
deed  in  those  kinds  of  circumstances  where  the  value  of  the  property 
is  less  than  the  debt  that  is  similiar  to  the  situations  that  you  would 
normally  have  outside  of  bankruptcy  court  where  you  would  take  a 
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deed  in  lieu  of  foreclosure,  would  that  satisfy  your  concerns  about  the 
Pine  Gate  decision? 

Mr.  Creedon.  Yes. 

Mr.  Dixon.  Could  you  draft  for  us  such  a  provision? 

Mr.  Creedon.  May  I  say  that  I  think  the  provision  that  you  now 
have  in  S.  2266  which  permits  the  judge  to  lift  the  automatic  stay, 
is  quite  satisfactory  in  that  once  the  automatic  stay  is  lifted,  if  there 
is  no  equity  in  the  property,  then  the  lender  is  free  to  go  ahead  and 
foreclose.  So,  we  are  happy  with  that  feature  of  it. 

The  problem  is  that  suppose  for  some  reason  you  do  not  lift  the 
automatic  stay  and  you  go  further  into  the  bankruptcy  proceeding. 
Then  we  feel  there  should  be  some  provision  whereby — and  this  is 
somewhat  along  the  lines  of  what  you  suggest — the  property  can  be 
abandoned  to  the  owner  or  to  somebody  in  order  to  get  it  out  from 
under  the  complications  of  the  bankruptcy.  Or  suppose  it  can  be  sold 
free  and  clear  of  the  mortgage — as  long  as  there  is  a  fair  upset  price 
set  which  will  produce  an  amount  equal  to  the  indebtedness,  that  should 
be  satisfactory.  If  there  is  no  value  in  the  property  in  excess  of  the 
indebtedness,  then  presumably  what  would  happen  is  the  mortgagee 
would  bid  at  the  foreclosure  sale  and  take  possession  of  the  property. 
So  the  real  vice  of  the  Pine  Gate  case  is  that  the  lender  did  not  get 
paid  in  full  and  did  not  wind  up  with  the  property. 

Mr.  Dixon.  Would  you  care  to  draft  something  for  us? 

Mr.  Creedon.  We  will  certainly  do  something. 

Mr.  Dixon.  Your  particular  companies  are  normally  long-term 
lenders.  You  are  the  takeout  lenders,  the  permanent  lenders  on  a 
project  such  as  apartment  houses.  Normally  your  financing  com- 
mitment will  have  many  covenants  in  it  before  you  would  take  out 
that  project.  There  are  various  things  that  the  project  must  deliver 
to  you,  for  example,  lien  free  so  that  you  have  a  first  mortgage  on  the 
project.  It  also  is  the  fact  normally  that  your  loan  commitment  will 
be — that  is,  you  won't  be  required  to  take  out  the  loan  until  some 
time  shall  have  expired  after  the  project  is  completed. 

I  am  concerned  about  this  circumstance  where  the  project  has  been 
completed  and  normally  you  would  take  out  the  project  2  or  3 
months  down  the  road  but  because  of  the  intervening  bankruptcy  of 
the  developer  you  take  the  position  that  the  loan  commitment  is  not 
an  executory  contract  under  our  bill.  So,  you  don't  have  to  honor  that 
loan  commitment  and  you  don't  have  to  take  out  the  apartment 
project  even  though  really  the  bankruptcy  of  the  developer  has  no 
reflection  at  all  on  the  salability  or  the  solvency  of  the  particular 
project. 

Is  there  any  way  to  cure  that  kind  of  problem  so  that  if  the  other 
conditions  of  your  loan  commitment  are  made — that  is,  the  project  is 
delivered  lien  free  to  you  and  you  do  have  adequate  security — that 
you  must  go  ahead  if  the  trustee  asks  you  to  honor  your  loan 
commitment? 

Mr.  Creedon.  In  the  type  of  case  that  you  pose,  of  course,  there 
will  have  been  construction  financing.  In  other  words,  there  is  already 
some  kind  of  construction  loan  on  the  property. 

What  you  are  asking  us  to  do  is  take  out  the  short-term  lender. 
Should  the  long-term  lender  jump  in  instead  of  the  short-term  lender 
staying  in?  It  seems  to  me  that  that  should  be  a  question  of  negotiation 
between  the  short-term  lender  and  the  long-term  lender. 
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Mr.  Dixon.  As  a  matter  of  fact  your  commitments — that  is,  the 
buy-sell  agreement  between  you  and  the  interim  lender — provide  that 
you  do  not  have  to  step  in  and  there  won't  be  any  negotiating  at  all. 
When  you  say  that  to  me  you  mean  the  interim  lender  is  going  to  be 
stuck  with  the  long-term  loan  don't  you? 

Mr.  Creedon.  But  I'm  asking  this.  As  a  matter  of  policy  why  would 
you  want  to  shift  that  obligation  to  the  long-term  lender  rather  than 
the  short-term  lender? 

Mr.  Dixon.  The  project  is  completed.  That  is  my  only  point.  You 
don't  feel  you  should  honor  your  obligation  if  it  is  delivered  to  you 
lien  free? 

Mr.  Creedon.  As  I  said  earlier,  it  would  be  very  surprising  for  the 
typical  lending  officer  to  learn  that  he  would  have  to  invest  new  money 
into  a  situation  where  the  borrower  is  bankrupt.  I  think  a  question 
arises  under  the  investment  statutes  of  some  States  as  to  whether  that 
would  be  legal. 

Mr.  Dixon.  Is  one  of  the  real  problems  that  the  trustee  would 
come  in  for  a  first  lien  on  the  property  and  that  you  may  not  be  able 
to  get  the  bargained-for  security  that  you  would  have  for  your  loan 
commitment?  Really,  then,  you  can't  get  what  you  bargained  for  in 
those  kinds  of  circumstances ;  is  that  it? 

Mr.  Creedon.  I  do  not  think  so.  In  the  situation  that  you  postulate, 
I  think  the  construction  lender  already  has  a  first  lien  which  is  assign- 
able to  the  permanent  lender  and  the  permanent  lender  would  take 
that  lien,  assuming  it  is  a  first  lien,  ahead  of  the  trustee. 

However,  the  question  is  whether  the  permanent  lender  would  want 
to  be  forced  into  a  situation  where  there  is  a  bankruptcy.  It  is  complica- 
tion that  lenders  would  like  to  avoid. 

Mr.  Dixon.  Do  you  have  some  concern  that  these  provisions  for 
filing  or  for  requiring  secured  creditors  to  file  will  result  in  a  situation 
like  this?  Normally  you  would  have  more  security  than  the  debt. 
You  would  not  make  a  loan  for  100  percent. 

Mr.  Creedon.  That  is  correct. 

Mr.  Dixon.  Seventy-five  percent  in  fact  is  an  insurance  industry 
standard. 

Mr.  Creedon.  That  is  correct. 

Mr.  Dixon.  So  normally  if  you  had  to  foreclose  outside  of  bank- 
ruptcy, there  would  be  enough  there  in  the  general  situation  absent 
Pine  Gate  that  you  would  get  paid  in  full. 

Do  you  have  any  concern  because  of  these  provisions  relating  to 
secured  creditors  having  to  file  claims  and  then  the  amount  of  your 
allowed  claim  is  determined  that  you  could  end  up  in  a  situation 
where  when  you  ultimately  get  paid  that  you  won't  get  enough  security 
there  and  that  you  will  come  out  unsecured  as  to  a  portion  of  your 
debt? 

Mr.  Creedon.  I  would  say  that  there  is  concern  in  that  respect, 
especially  in  view  of  the  question  of  value  and  how  you  value  a  secured 
claim.  It  seems  to  me  that  there  is  language  in  the  proposed  statute 
which  provides  that  your  secured  claim  is  determined  by  the  value 
of  your  security. 

At  a  particular  point  in  time,  depending  on  all  of  the  relevant 
circumstances,  someone  might  say,  and  the  judge  did  say  in  the  Pine 
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Gate  case,  that  this  security  is  only  worth  $1  million  even  though  you 
have  a  claim  of  $1.4  million. 

In  that  case  the  mortgagee  did  not  even  have  an  unsecured  claim 
for  the  additional  $400,000  because  it  was  what  is  called  nonrecourse 
financing.  In  other  words,  the  owners  were  limited  partners  and  there 
was  no  recourse  against  them.  So  not  only  did  the  mortgagee  collect  only 
$1  million  on  his  $1.4  million  claim  but  he  did  not  even  have  an  un- 
secured claim  for  the  balance. 

I  think  to  some  extent  this  valuation  problem  is  inherent  in  both 
H.R.  8200  and  S.  2266,  but  I  think  the  recommendations  that  we  have 
made  allow  us  to  avoid  the  problem  in  one  way  or  another.  But  I 
think  you  are  perfectly  correct  and  I  think  in  areas  other  than  real 
estate  this  appraisal  problem  is  one  with  which  I  have  some  difficulty 
and  I  do  not  know  quite  how  you  deal  with  it. 

One  of  the  statements  that  was  read  earlier  today  suggested  that  in 
the  case  of  an  ongoing  business  the  appraisal  should  be  an  appraisal 
that  is  based  on  the  business  as  a  going  concern  rather  than  on  a 
liquidation  value. 

If  you  did  that,  then  necessarily  the  secured  creditor  would  get  the 
benefit  of  the  value  as  an  ongoing  business  rather  than  some  lower 
amount.  I  think  of  necessity  he  would  have  a  value  equal  to  the  amount 
of  his  indebtedness  because  otherwise  no  one  else  would  participate. 

Mr.  Dixon.  You  have  spoken  briefly  about  acceleration  clauses 
and  the  need  for  a  lender  to  be  able  to  accelerate  his  debt  upon  the 
instance  of  bankruptcy. 

Mr.  Creedon.  Yes. 

Mr.  Dixon.  Is  it  your  understanding  that  under  this  bill  the  trustee 
could  come  in,  in  the  case  of  the  lender,  and  cure  the  default  by  simply 
paying  the  amount  of  payments  that  are  past  due  rather  than  the 
amount  of  payments  that  would  be  due  under  the  acceleration  clause? 

Mr.  Creedon.  I  think  this  question  of  acceleiation  is  a  technical 
problem.  In  the  normal  situation  if  there  is  a  bankruptcy,  irrespective 
of  whether  pericdic  payments  are  being  maintained  in  current  status, 
the  bankruptcy  gives  rise  to  the  right  of  acceleration.  The  reason  it 
gives  rise  to  acceleration  is  so  that  you  can  go  in  to  the  bankruptcy 
proceeding  and  piove  your  claim.  It  seems  to  me  that  it  is  essential 
for  the  lender  to  be  able  to  go  in  and  prove  his  claim  in  bankruptcy  if 
he  is  involved  in  the  bankruptcy  which  I  assume  is  the  case. 

Mr.  Dixon.  But  if  there  is  a  situation  where  there  is  a  mortgage  on 
the  property  and  the  trustee  wishes  to  affirm  the  mortgage  rather  than 
disaffirm  the  mortgage  and  sell  the  property  subject  to  the  mortgage 
and  oftentimes  I  think 

Mr.  Creedon.  I  would  see  no  problem  in  that  type  of  situation.  In 
other  words,  if  the  secured  creditor  does  not  have  to  file  a  claim  and 
if  his  indebtedness  is  current  and  the  trustee  or  somebody  else  con- 
tinues to  keep  it  current,  then  I  see  no  problem. 

Mr.  Dixon.  Do  you  think  under  the  bill  that  is  possible?  The 
trustee  can  cure  you  as  to  past  due  payments  and  sell  the  assets 
subject  to  the  first  and  receive  the  equity  for  the  debtor,  or  do  you 
think  this  bill  permits  you  to  accelerate  the  debt  and  you  don't  have 
to  consent  to  the  sale  subject  to  the  mortgage ;  is  that  right? 

Mr.  Creedon.  I  think  the  trustee  does  have  the  right  to  sell  subject 
to  the  mortgage. 
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Mr.  Dixon.  Which  can  be  cured  by  the  payment  of  the  installments 
due  and  not  the  total  debt? 

Mr.  Creedon.  Mr.  Zinman  may  want  to  comment. 

Mr.  Zinman.  A  plan  of  reorganization  can  deal  with  the  secured 
creditors'  rights  based  on  the  principle  of  absolute  priority.  I  assume 
the  property  can  be  sold  subject  to  the  mortgage. 

Mr.  Dixon.  They  want  to  keep  you  in  the  property.  They  don't 
want  to  pay  off.  You  think  they  can  do  that  then? 

Mr.  Creedon.  At  the  present  time,  that  could  be  done. 

Mr.  Zinman.  That  often  happens. 

Mr.  Creedon.  And  in  fact  in  certain  instances,  it  is  in  the  interest 
of  the  estate  and  all  the  parties  to  do  that  especially  if  there  is  excess 
value. 

Mr.  Dixon.  It  doesn't  happen  in  chapter  XI's.  There  they  have  to 
have  application  to  sell  free  and  clear  and  it  may  happen  too  in 
chapter  X's.  It  does  not  really  happen  to  you  today  in  chapter  XI's. 
In  XI's  they  must  come  in  and  have  the  application  to  sell  free  and 
clear  of  the  lien  and  most  sales  of  XI's  are  free  and  clear.  I'm  not 
aware  of  any  sales  of  XI's  that  are  subject  to  a  lien. 

Mr.  Creedon.  Chapter  XI  of  the  current  law? 

Mr.  Dixon.  Yes. 

Mr.  Creedon.  That  would  be  possible.  In  chapter  XI  the  authority 
is  to  deal  with  unsecured  claims.  Secured  claims  are  not  brought  into 
chapter  XI  at  all. 

Mr.  Dixon.  They  can  sell  your  property  though. 

Mr.  Creedon.  Yes,  they  can  sell  your  property. 

We  were  in  a  reorganization  in  the  Chicago  area  a  few  years  ago 
where  we  did  have  a  number  of  mortgages  and  each  of  the  properties 
was  sold  either  subject  to  the  mortgage  which  we  reinstated  or  in  one 
case  free  and  clear  where  we  were  paid  off  and  someone  else  took  over 
So  there  is  authority  to  do  it  but  it  can  be  done  either  way. 

Mr.  Dixon.  Thank  you  very  much.  I  have  no  further  questions. 

Mr.  Creedon.  I'm  not  so  sure  I  answered  your  question. 

Mr.  Dixon.  I  think  you  did.  Thank  you. 

Mr.  Feidler.  I  have  no  further  questions,  Mr.  Creedon. 

We  want  to  thank  you  very  much  for  coming.  I  will  remind  people 
that  the  record  will  remain  open  for  further  submissions  until  January 
31  and  the  hearings  are  adjourned. 

[Whereupon,  at  4:40  p.m.,  the  hearing  was  adjourned.] 

[The  supplemental  statements  submitted  for  the  record  follow:] 
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SUBCOMMITTEE 
JAMES  O     EASTt-ANO,  MISS.,  CHAIRMAN  DENNIS  DE  COnCINI,  CHAIRMAN 

„„. „  S„OM   THU»MO~0.   S  C.  JOSEPH  R.  BIOEN.  JR..   DII_  MALCOLM  WALLOP.  WTO. 

""""  L    "J    .  '; I""       "ss         CHILES  «C  C    MATHIAS.  «...  MO.  BO«„  c.  r,.».  *    »A. 

,«».«     I~D  WILL.AM   L     SCOTT.   VA.  ,0lWO.0M»».   ST.Ff  OIRKIOII 

»I.T  C     B..O.    »     v«.  "^    LWUU.T.    »™ 

„«[S  »»U.E1>.   S.   OAK.  ORRIH  O     HATCH.   UTAH 

,„„   R     ,Lll«.  ALA.  MALCOLM  WALLOP.   WTO. 

JOSEPH   R     SlDEH.    JR    .    OCL. 


^Cnxlcb  stales  Senate 


JOHN  C     CULVE*.   IOWA 
HOMAKO  M.   METZENBAUM.  OHIO 

DENN.SDECO^H.,*-!,  COMMITTEE   ON  THE  JUD.CtARY 

IMPROVEMENTS  IN  JUDICIAL  MACHINEHT 


WASHINGTON.  DC     20510 

November  1,  197  7 


The  Honorable  Warren  E.  Burger 
Chief  Justice  of  the  Supreme  Court 
United  States  Supreme  Court 
Washington,  D.C.   20002 

Dear  Mr.  Chief  Justice: 

Yesterday,  I  introduced  the  Senate  version  of  the 
bankruptcy  reform  bill,  S.  2266.   Over  the  past  few  months , 
you  have  expressed  great  interest  in  this  legislation, 
narticularly  with  respect  to  its  effect  on  the  orderly 

on  Improvements  in  Judicial  Machinery  on  November  28,  to 
further  express  your  position. 

It  is  my  understanding  that  action  on  HX  8200   the 
House  bankruptcy  bill,  has  been  s^Pe^f  F^u^  Wll^n 
all  likelihood  not  be  reconsidered  until  February.   ihe 
suspension  was  spurred  by  the  narrow  victory  on  Friday 
of  ?he  Danielson-Railsback  amendment  eliminating  article  III 
bankruptcy  courts.   However,  it  is  not  clear  whether  the 
Sue  of  article  III  courts  is  dead  in  the  House  or  if 


ioonp  or  article  in  Luuito  j-o  »a. —  ^u„ 

the  intervening  months,  efforts  will  be  made  to  garner  the 
votes  to  reverie  the  Danielson-Railsback  amendment. 

The  Senate  bill  retains  the  present  referee  as  an  ad junct 
of  the  district  court  and  retains  the  concept  of  private 
trustees    I  must  add  that,  while  retaining  the  referee  as 
an  adjunct,  we  have  greatly  expanded  his  jurisdiction  and 
independence. 

I  feel  your  views  will  be  crucial  in  the  final  deter- 
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request  and  the  effect  a  personal  appearance  by  you  would 
have  on  the  bill.   I  will  be  happy  to  work  out  any  details 
to  your  convenience. 


Warm  personal  regards. 


Sincerely , 


DENNIS  DeCONCINI 
Chairman 


DDC:rfe 
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gtcpttm*  Gjmtrt  of  %  Jbctieb  $taite 
chambers  of  November  7,  1977 

THE  CHIEF  JUSTICE 


Dear  Senator  DeConcini: 

Thank  you  for  your  letter  of  November  1  concerning  the  Senate's 
new  bankruptcy  reform  bill,  S.  2266. 

I  am  concerned,  indeed  deeply  concerned,  as  are  all  federal 
judges,  about  the  effect  which  a  bankruptcy  reform  act  creating  an 
entirely  new  court  system  may  have  upon  the  judicial  system.  Given  the 
concern  which  H.R.  8200  has  occasioned  among  federal  judges  since  March, 
I  believe  that  your  Senate  bill's  retention  of  the  present  referee  as  an 
adjunct  of  the  district  court,  and  its  retention  of  the  concept  of  private 
trustees,  are  encouraging  developments.  I  am  sure  you  will  understand 
that  I  have  not  yet  been  able  to  study  the  Senate  bill  in  detail,  and 
therefore  must  comment  in  a  general  context  only  at  this  time.  Nevertheless 
I  would  observe  that  S.  2266,  as  introduced,  contains  the  promise  of  greater 
acceptability  to  the  nation's  judges  than  H.R.  8200,  as  that  bill  was 
reported  from  the  House  Judiciary  Committee  earlier  this  year. 

Although  I  appreciate  your  invitation  to  appear  personally 
before  your  Subcommittee  during  those  hearings,  I  will  be  unable  to  do 
so,  because  the  court  will  be  in  argument  sessions  from  November  28 
through  December  9.  Representatives  of  the  Judicial  Conference  will, 
however,  be  available  to  participate  in  those  hearings.  Because  this 
matter  is  of  paramount  concern  to  the  Judicial  Conference,  I  am  today 
directing  its  Special  Ad  Hoc  Committee  to  commence  an  immediate  study  of 
S.  2266,  so  that  preliminary  views  can  be  formulated  by  the  time  your 
Subcommittee's  hearings  commence.  I  am  also  directing  Mr.  William  Foley, 
Acting  Director  of  the  Administrative  Office  and  Secretary  to  the  Judicial 
Conference,  to  coordinate  all  arrangements  with  your  Subcommittee  office. 
The  Special  Ad  Hoc  Committee  has  already  filed  three  reports  constructively 
criticizing  H.R.  8200,  and  I  enclose  copies  in  the  hope  that  they  may  be 
of  value  to  your  Subcommittee's  deliberations.  In  addition  let  me  reserve 
the  opportunity  to  file  a  personal  statement  with  your  Subcommittee, 
after  having  had  an  opportunity  to  review  the  findings  of  the  Conference 
Committee  studies  on  S.  2266. 
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Again,  let  me  express  my  appreciation  for  your  invitation 
and  my  assurance  that  the  Judicial  Conference  both  appreciates  your 
efforts  on  behalf  of  the  judicial  system  and  looks  forward  to  contribut- 
ing constructively  to  those  efforts  as  S.  2266  progresses  toward  con- 
sideration by  the  full  Senate. 


Honorable  Dennis  DeConcini 

Chairman 

Subcommittee  on  Improvements 

in  Judicial  Machinery 
Committee  on  the  Judiciary 
United  States  Senate 
Washington,  D.C.  20510 


880 


American  Council  on  Education 

ONE    DUPONT    CIRCLE 
WASHINGTON.  D    C    20038 


OFFICE   OF   GOVERNMENTAL   RELATIONS 


The  Honorable  Dennis  DeConcini 
Chairman,  Subcommittee  on  Improvements 

in  Judicial  Machinery 
Committee  on  the  Judiciary 
United  States  Senate 
Washington,  D.C.   20510 


November  H,  1977 


Dear  Senator  DeConcini: 

Pursuant  to  your  request,  we  are  pleased  to  forward  our  views  on 
S.  2266  for  inclusion  in  the  record.   The  American  Council  on  Education, 
an  association  of  over  1 ,^00  colleges,  universities,  and  organizations  in 
higher  education,  supports  section  523(a)(8),  which  would  suspend  the 
discharge  of  educational  debts  in  bankruptcy  for  a  period  of  five  years, 
provided  that  undue  hardship  is  not  imposed  on  the  debtor. 

Present  law  excepts  educational  debts  from  discharge  only  where  the 
debtor  has  obtained  the  loan  through  fraudulent  representation  of  his  financial 
condition.   In  recent  years  there  has  been  a  noticeable  increase  in  bankruptcies 
involving  educational  loans.   0E  and  GA0  reports  indicate  that  student  loan 
bankruptcies  have  grown  from  1,3^2  totaling  $1.6  million  FY  1972  to  k,k]h 
totaling  $5-7  million  in  FY  1976.   We  are  cognizant  of  the  fact,  however,  that 
as  a  percentage  of  total  defaults,  bankruptcies  are  still  a  relatively  small 
part  of  the  problem,  although  with  the  economic  circumstances  facing  college 
graduates  and  the  increasing  numbers  of  educational  loans  over  the  past  decade, 
it  may  be  anticipated  that  the  incidence  of  personal  bankruptcy  involving 
education  loans  will  substantially  increase. 

There  has  been  considerable  comment  in  the  press  in  recent  months  concerning 
various  instances  of  persons  who  have  discharged  their  obligation  to  repay 
education  loans  under  the  Guaranteed  Student  Loan  Program  by  declaring  personal 
bankruptcy.   It  is  asserted  by  some  writers  that  the  increase  in  such  bankruptcies 
is  motivated  in  substantial  part  by  the  desire  to  avoid  payment  of  educational 
loan  debts.   Aside  from  the  citation  of  specific  horror  stories,  the  general 
picture  is  unclear  as  to  what  are  the  real  circumstances  and  motivations  behind 
the  individual  actions  taken. 

It  is  our  position  that  the  proposal  for  a  limited  dischargeability  of 
education  loans  is  an  equitable  and  flexible  solution  to  a  complex  situation. 
Barring  educational  debts  from  discharge  during  the  in-school  period  and  the 
first  five  years  of  repayment  will  erect  a  barrier  to  graduates  and  dropouts 
who  deliberately  seek  to  dissolve  their  repayment  obligations  at  a  time  when 
their  assets  are  at  a  minimum.   Even  though  individuals  may  continue  to  default 
on  educational  loans,  some  losses  may  be  recovered  under  the  proposed  amendment, 
whereas  they  would  be  totally  discharged  in  a  bankruptcy  proceeding  under 
present  law. 
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Providing  the  bankruptcy  judge  with  discretion  to  discharge  educational 
loans  within  five  years  where  the  debtor  can  demonstrate  "undue  hardship" 
provides  a  useful  and  equitable  safeguard.   This  provision,  if  supported  by 
the  report  language  of  the  Commission  on  the  Bankruptcy  Law  of  the  United 
States,  will  enable  referees  to  distinguish  between  individuals  who  have 
contrived  to  secure  an  unjust  enrichment  through  the  operation  of  the  bankruptcy 
law  and  those  who  have  realistically  fallen  on  hard  times  and  who  deserve  the 
benefits  of  the  general  "fresh  start"  policy  of  the  Act. 

In  our  view,  the  proposed  statutory  solution  would  help  ensure  equitable 
treatment  of  debtors  and  creditors,  and  provide  a  necessary  underpinning  for 
continued  public  and  congressional  support  of  educational  loan  programs. 


Si  nee  rely 


Sheldon  Elliot  Steinbach 
Staff  Counsel 


The  following  associations  join  in  this  statement: 


American  Association  of  State  Colleges  and  Universities 

National  Association  of  College  and  University  Business  Officers 

National  Catholic  Educational  Association,  College  and  University  Department 
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LAW  OFFICES 

Bregman,  Abeix,  Soltek  &  Kay 

1900   L  STREET.    N     W 
WASHINGTON.     D     C.     20036 
TELEPHONE     (202)     223-2800 

STANLEY    I     BREGMAN  CABLE    ADDRESS 

TYLER    ABELL  BASKLAW    -    WASHINGTON 

MYRON    SOLTER  TELEX 

ALAN    KAY  NOVembeT      16,       19  77                                   892329   CARDEROCK   WSH 
JAMES   W.    THOMAS 


STEPHEN    CHANG 
or   COUNSEL 


Senator  Dennis  DeConcini 
Chairman  of  the  Subcommittee  of 

Improvements  in  Judiciary  Machinery 
Committee  on  the  Judiciary 
Room  6  306 

Dirksen  Senate  Office  Building 
Washington,  D.  C.    20515 

Dear  Senator  DeConcini : 

I  am  writing  this  letter  as  counsel  for  the  Car  and  Truck 
Renting  and  Leasing  Association  (CATRALA)  in  reference  to  S.  2266. 
We  would  like  to  commend  you  on  the  introduction  of  this  bill 
which  is  most  comprehensive  and  if  enacted  will  bring  about  need- 
ed reforms  in  bankruptcy  proceedings.   We  do  believe,  however, 
that  Section  365  of  this  bill  needs' some  clarification  concern- 
ing the  responsibilities  of  performance  of  a  full-service  lessor. 
Such  clarification  can  be  accomplished  either  through  a  techni- 
cal amendment  or  establishing  some  legislative  history. 

Under  a  full-service  truck  lease  the  lessor  provides  the 
use  of  a  fully  equipped  vehicle  or  vehicles  generally  for  a 
fixed  term  related  to  the  useful  life  of  the  vehicle,  together 
with  all  of  the  operating  supplies,  replacement  equipment,  main- 
tenance and  other  services  needed  in  the  operation  of  the  vehicle 
during  the  term  of  the  agreement.   The  replacement  equipment, 
operating  supplies  and  services  include  replacement  tires  and 
tubes,  lubricating  oil  and  oil  filters,  replacement  and  repair 
parts,  fuel,  maintenance  and  repair,  insurance,  substitute  ve- 
hicles for  out-of-service  leased  vehicles,  and  fuel  tax  records 
and  reporting.   For  the  use  of  the  leased  vehicle  and  the  entire 
associated  package  of  replacement  equipment,  operating  supplies 
and  services  the  lessee  pays  a  single  price  consisting  of  two 
components:   a  fixed  periodic  rate  (weekly  or  monthly)  and  a 
mileage  rate.   The  full-service  lease  is  an  agreement  for  the 
use  of  personal  property  as  well  as  for  advancement  on  credit  of 
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substantial  goods  and  services  during  the  lease  term.   Commonly, 
the  annual  payments  under  such  an  agreement  for  the  lease  of  a 
high  mileage  over-the-road  tractor  can  exceed  the  amount  of  the 
lessor's  original  investment  in  the  tractor,  e.  g.  annual  payments 
in  excess  of  $42,000  with  respect  to  a  tractor  with  an  original 
cost  of  $42,000.   This  is  true  because  the  cost  of  furnishing 
the  operating  supplies  and  services  is  so  substantial. 

Because  the  lessor's  investment  in  the  leased  equipment  and 
its  agreement  to  furnish  on  credit  substantial  amounts  of  supplies 
and  services  is  based  on  the  lessor's  credit  evaluation  of  the 
lessee,  the  lessee's  interest  in  the  lease  agreement  is  not  assign- 
able as  a  matter  of  agreement,  and  perhaps  as  a  matter  of  law. 
In  addition,  the  lease  agreements  generally  include  a  bankruptcy 
clause  empowering  the  lessor  to  terminate  or  cancel  the  agreement 
upon  the  filing  of  a  petition  or  upon  insolvency.   In  many  cases, 
automobiles  are  also  leased  under  agreements  providing  for  sub- 
stantial ancillary  services  such  as  maintenance  and  insurance. 
These  comments  are  also  applicable  to  such  automobile  leases. 

Section  365  of  S.  2266  would  permit  the  trustee  to  assume 
or  reject  the  lease  notwithstanding  the  agreement's  bankruptcy 
clause,  and  in  the  case  of  a  petition  for  reorganization  would 
permit  an  indefinite  period  for  the  trustee  to  act.   Without  some 
protection  in  the  bill,  a  full-service  lessor  could  find  itself 
required  to  leave  its  vehicles  in  the  possession  and  use  of  the 
trustee  for  a  substantial  period  with  no  assurance  whether  the 
lease  would  ultimately  be  accepted  or  rejected.   In  addition, 
the  lessor  could  be  required,  absent  the  clarification  we  are 
seeking,  to  continue  during  this  period  to  furnish  substantial 
amounts  of  equipment,  supplies  and  services  to  keep  the  vehicle 
operating. 

We  do  not  believe  it  is  the  intention  of  S.  2266  that  a 
full-service  lessor  would  be  required  to  extend  on  credit 
operating  supplies  and  services  prior  to  an  assumption  of  the 
lease  by  the  trustee.   If  the  lessor  was  required  to  provide 
these  services  prior  to  the  assumption  of  the  lease,  it  would 
cause  the  lessor  to  expend  considerable  amounts  of  money  without 
any  assurance  of  payment. 

We  believe  the  language  of  the  bill  should  be  amended  or 
the  legislative  history  expanded  to  make  it  clear  that  under 
agreements  such  as  full-service  vehicle  lease  agreements,  the 
trustee  retains  the  power  to  accept  or  reject  the  contract 
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notwithstanding  any  bankruptcy  clause  or  ipso  facto  clause,  but 
that  the  trustee  is  not  entitled  to  operate  the  equipment  or 
demand  additional  operating  supplies  or  services  under  such  agree- 
ment unless  and  until  he  shall  have  either  accepted  the  lease 
or  shall  have  given  the  lessor  adequate  assurance  against  loss 
on  account  of  such  operation  or  furnishing  of  additional  supplies 
and  services.   In  other  words,  although  the  benefits  of  an  execu- 
tory contract  are  made  available  to  the  trustee,  he  cannot  demand 
performance  by  the  other  party  until  he  himself  undertakes  to  per- 
form the  assumed  obligations  or  furnishes  assurance  to  the  other 
party  against  further  loss  and  expense. 

We  plan  to  discuss  this  matter  with  the  Committee  staff, 
and  we  thank  you  for  your  consideration. 


Very   truly   yours , 
Stanley    I1_Bp£xjman  \[ 


SIB :cmp 

CC  to:   Mr.  Robert  Feidler 

Counsel  for  the  Subcommittee  of 
Improvements  in  Judiciary  Machinery 
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DEPARTMENT  OF  AGRICULTURE 

OFFICE  OF  THE   SECRETARY 
WASHINGTON.  D    C    20250 


November  17,  1977 

Honorable  James  0.  Eastland 
Chairman,  Committee  on  the  Judiciary 
United  States  Senate 
Washington,  D.C.   20510 

Dear  Mr.  Chairman: 

Submitted  herewith  is  a  voluntary  report  on  S.  2266,  a  bill  "To  establish 
a  uniform  law  on  the  subject  of  bankruptcies." 

The  Department  recommends  enactment  of  proposed  amendments  to  Sections 
525  and  302.  These  proposed  amendments  would  rectify  the  concerns 
which  the  Department  raised  in  its  letter  of  April  21,  1977,  on  H.R.  6 
to  the  Honorable  Don  Edwards,  Chairman  of  the  House  Judiciary  Subcom- 
mittee on  Civil  and  Constitutional  Rights,  and  in  our  letter  of 
October  26,  1977,  on  H.R.  8200  to  the  Honorable  Thomas  S.  Foley,  Chair- 
man of  the  House  Committee  on  Agriculture. 

Section  525  would  prohibit  Federal  agencies  from  denying,  revoking, 
refusing  to  license,  or  imposing  conditions  for  issuing  a  license  to 
persons  solely  because  they  (1)  are  debtors  or  have  been  debtors  under 
the  Bankruptcy  Act;  (2)  have  been  insolvent  before  commencement  of  or 
during  bankruptcy  proceedings;  and  (3)  have  not  paid  a  debt  that  was 
discharged  under  bankruptcy. 

If  Section  525  of  S.  2266  is  enacted  as  proposed,  it  will  significantly 
reduce  the  effectiveness  of  the  Perishable  Agricultural  Commodities  Act 
(PACA)  and  the  Packers  and  Stockyards  Act  and  remove  a  meaningful  pro- 
tection for  farmers,  ranchers,  and  licensees  in  their  dealings  with 
persons  who  are  or  have  been  bankrupt.   It  would  remove  the  protective 
sanctions  the  Secretary  has  over  licensees  and  license  applicants  who 
filed  or  were  discharged  in  bankruptcy.  Section  8  of  the  PACA  (7  D.S.C. 
499h)  authorizes  the  Secretary  of  Agriculture  to  suspend  or  revoke  the 
license  of  any  commission  merchant,  dealer,  or  broker  who  has  violated 
certain  provisions  of  the  PACA — one  of  which  includes  failure  to  pay 
for  perishable  agricultural  commodities  in  accordance  with  the  terms  of 
the  contract  without  reasonable  cause.   Section  303  of  the  Packers  and 
Stockyards  Act  (7  U.S.C.  203)  provides  statutory  authority  to  the 
Secretary  of  Agriculture  to  require  market  agencies  and  dealers  operating 
subject  to  the  Act  to  "register"  in  such  manner  as  the  Secretary  may 
prescribe.   The  Act  also  provides  authority  to  the  Secretary  to  suspend 
a  registrant  whenever  he  finds  a  person  is  insolvent  or  has  violated 
any  provision  of  the  Act—one  such  violation  being  failure  to  pay  for 
livestock  purchased  (7  U.S.C.  204). 
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We  are  concerned  that  the  language  of  proposed  Section  525  would  exempt 
bankrupts  from  the  sanctions  that  now  exist  under  these  two  statutes  by 
prohibiting  the  Secretary  from  taking  action,  designed  to  protect  other 
dealers ,  based  on  the  fact  a  bankrupt  is  insolvent  under  the  Packers 
and  Stockyards  Act  or  based  on  debts  included  in  a  bankruptcy  even 
though  they  may  have  been  discharged  in  bankruptcy  under  both  statutes. 
Our  actions  to  suspend  or  revoke  are  not  taken  solely  because  the  per- 
son involved  is  a  bankrupt,  but  are  taken  because  of  violations  of  the 
statute.  However,  they  would  seem  to  be  precluded  by  Section  525  in 
any  event. 

To  prevent  this  form  of  "reverse  discrimination"  where  we  are  unable  to 
treat  bankrupts  the  same  as  we  would  others  in  similar  situations,  we 
recommend  that  the  proposed  Section  525  be  amended  as  follows: 

Insert  at  the  beginning  of  Section  525,  page  99,  line  23,  the  following 
language: 

"Except  as  provided  in  the  Perishable  Agricultural  Commodities 
Act,  1930  (7  U.S.C.  499a-499s) ,  the  Packers  and  Stockyards  Act, 
1921  (7  U.S.C.  181-229),  and  section  1  of  the  Act  entitled  'An 
Act  making  appropriations  for  the  Department  of  Agriculture 
for  the  fiscal  year  ending  June  30,  1944,  and  for  other  purposes,' 
approved  July  12,  1943  (57  Stat.  422;  7  U.S.C.  204),". 

The  House  adopted  this  amendment  by  voice  vote  on  October  28,  1977, 
during  its  consideration  of  companion  bill  H.R.  8200. 

While  the  licensing  provisions  of  Section  4  of  PACA  which  would  be 
amended  by  Section  302  of  S.  2266  are  conditioned  on  a  status  of  bank- 
ruptcy, we  believe  this  is  a  necessary  protection  in  view  of  the  history 
of  perishable  fruit  and  vegetable  industry.  Bankrupts  are  responsible 
for  substantial  losses  to  the  fruit  and  vegetable  industry  each  year. 
During  the  past  five  years,  173  licensed  firms  were  reported  bankrupt. 
Schedules  of  indebtedness  show  these  firms  owed  debts  of  more  than  $302 
million,  which  included  debts  to  farmers  and  produce  dealers. 

Section  302  of  S.  2266  would  amend  the  PACA  by  (1)  deleting  the  pro- 
viso in  Section  4(a)  that  a  license  terminates  if  the  licensee,  or  in 
case  the  licensee  is  a  partnership,  any  partner,  is  discharged  as  a 
bankrupt;  and  (2)  amending  Section  4(e)  to  permit  the  Secretary  to 
examine  the  surrounding  circumstances  of  a  bankruptcy  and  if  he  finds 
the  circumstances  of  the  bankruptcy  warrant,  refuse  to  issue  a  license 
if  the  applicant  does  not  post  the  required  bond  following  bankruptcy. 
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The  Department  is  agreeable  to  the  proposed  amendment  to  section  4 (e) 
of  the  PACA.   However,  we  recommend  an  amendment  to  section  302(a)  of 
the  bill  by  inserting  new  wording  which  would  give  the  Secretary  the 
authority  under  section  4 (a)  of  the  Perishable  Agricultural  Commodities 
Act  to  examine  the  circumstances  of  bankruptcy,  if  requested  by  the 
licensee  and  if  warranted,  find  that  the  license  should  not  terminate 
on  discharge.   This  could  be  accomplished  in  the  following  manner: 

Page  276,  strike  out  lines  12  through  16  and  insert  in  lieu  thereof 
the  following : 

"Sec.  302.   (a)  Subsection  (a)  of  section  4  of  the  Perishable 
Agricultural  Commodities  Act,  1930  (7  U.S.C.  499d(a))  is 
amended  by  inserting  immediately  before  the  semicolon  at  the 
end  thereof  the  following: 

■unless  the  Secretary  finds  after  examining  the 
circumstances  of  the  bankruptcy,  which  the 
Secretary  shall  examine  if  requested  by  the 
licensee,  that  the  license  should  not  terminate"*. 

Inclusion  of  these  amendments  will  enable  the  Department  to  continue 
the  meaningful  protection  of  the  PACA  and  P&S  Act  for  farmers,  ranchers, 
and  licensees.   The  amendments  would  also  insure  the  treatment  of  bank- 
rupts the  same  as  others  in  similar  situations . 

There  would  be  no  additional  cost  to  administering  the  Perishable 
Agricultural  Commodities  Act  or  Packers  and  Stockyards  Act  if  Sections 
525  and  302  of  S.  2266  are  enacted  with  the  amendments  suggested  herein. 

In  accordance  with  the  provisions  of  Public  Law  91-190,  Section  102(2) 
(C) ,  this  legislation  would  have  no  significant  impact  on  the  quality 
of  the  environment. 

The  Office  of  Management  and  Budget  advises  that  there  is  no  objection 
to  the  presentation  of  this  report  from  the  standpoint  of  the  Adminis- 
tration's program. 


ohn  C.  White 
Acting  Secretary 
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The  Honorable  Dennis  DeConcini 
Chairman,  Subcommittee  on  Improvement 

of  Judicial  Machinery 
Committee  on  the  Judiciary 
6306  Dirksen  Office  Building 
Washington,  D.C.  20510 

Dear  Dennis: 

In  connection  with  the  hearings  scheduled  for  November 
28-30  on  S.  2266,  I  would  like  to  submit  a  few  comments  on 
one  of  the  issues  involved  in  the  proposed  reform  of  the 
bankruptcy  laws. 

The  companion  House  measure,  H.R.  8200,  as  reported  by 
the  Judiciary  Committee  of  that  body,  would  have  created  an 
entirely  new  system  of  Article  III  judges  to  handle  bankruptcy 
matters,  replacing  the  present  system  under  which  bankruptcy 
judges  or  referees  are  part  of  the  general  system  of  federal 
courts,  under  the  supervision  of  United  States  District 
Judges.   As  you  know,  the  House  voted  to  strike  this  portion 
from  the  bill  on  October  28  by  a  vote  of  183  to  158,  and  I 
am  most  anxious  that  the  Senate  take  the  same  position.   I 
would  like  to  share  with  you  a  few  of  my  reasons  and  ask 
that  this  letter  be  made  part  of  your  hearing  record. 

There  is  no  doubt  that  the  quality  of  justice  meted  out 
to  bankruptcy  litigants,  both  debtors  and  creditors,  can  be 
improved.   In  addition,  I  fully  agree  that  the  administrative 
and  appellate  control  now  being  exercised  over  bankruptcy 
judges  and  referees  by  the  federal  courts  leaves  something 
to  be  desired.   The  solution,  in  my  view,  lies  in  reform  and 
strengthening  of  the  present  system,  not  in  creation  of  a 
separate  system  of  bankruptcy  courts. 

There  are  211  bankruptcy  judges  presently  authorized, 
209  of  whom  are  actually  serving,  and  in  addition  there  are 
26  part-time  bankruptcy  judges.   It  is  fair  to  assume  that 
if  H.R.  8200  as  originally  reported  by  the  House  Committee 
became  law,  approximately  200  full-time  new  Article  III 
bankruptcy  judges  would  be  appointed.   There  would  thus 
come  into  existence  a  new  judicial  system  parallel  to  the 
present  one.   These  new  judges,  moreover,  would  have  a 
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special  status  superior  even  to  that  of  United  States  District 
Judges.  They  would  have  jurisdiction  not  only  of  bankruptcy 
matters,  but  also  of  all  other  federal  matters,  while  district 
judges  would  be  excluded  from  handling  bankruptcy  cases. 
There  could  also  be  a  chief  bankruptcy  judge  in  any  district 
having  more  than  one  bankruptcy  judge,  and  in  each  district 
there  could  be  employed  a  separate  clerk,  an  entire  separate 
clerk-supporting  staff,  and  an  entire  separate  office- 
management  system.  We  would  have  in  each  judicial  district 
two  entire  judicial  systems. 

It  is  not  surprising  that  the  Chief  Justice  of  the 
United  States  and  the  Department  of  Justice  are  agreed  in 
opposing  this  radical  departure  from  the  traditional  structure 
of  the  federal  courts.   As  the  Attorney  General  stated  in  a 
letter  dated  October  11,  1977:  "The  Department  of  Justice 
has  consistently  opposed  the  creation  of  a  separate  Article 
III  bankruptcy  court  which,  in  this  case,  would  have  broader 
jurisdiction  than  our  federal  courts  of  general  jurisdiction, 
the  district  courts." 

Furthermore,  I  am  fearful  of  the  effect  of  this  kind  of 
action  as  a  precedent.   Surely  there  are  other  relatively 
specialized  areas  of  the  law  just  as  deserving  of  attention 
as  bankruptcy.   Will  specialized  courts  be  created  in  the 
future  in  civil-rights  cases,  criminal  cases,  or  the  like? 
How  many  Article  III  judges  do  we  really  want  to  create? 

The  Senate  has  recently  passed  S.  11,  and  the  House  is 
now  working  towards  passage  of  H.R.  7843,  an  omnibus  judgeship 
bills.   Between  80  and  110  additional  judgeships  will  be 
created  by  this  legislation,  which  will  probably  become  law 
early  next  year.   These  new  judges  should  go  far  to  alleviate 
the  case-load  and  administrative  difficulties  that  the 
judicial  branch  now  faces.   To  create  at  the  same  time  an 
entirely  separate  system  of  specialized  Article  III  judges 
would  at  the  very  least  be  premature. 

Many  thanks  for  considering  these  views.   If  you  could 
keep  me  informed  as  your  subcommittee  proceeds  with  the 
legislation,  I  would  be  most  grateful. 


^Inberely  yours, 
Dale  Bumpers 
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National 
Consumer 
Law  Center 

I  Eleven  Beacon  St. 

InC  Boston,  MA02108 
(617)523-8010 


Mark  E  Budmtz 
Executive  Director 

Robert  A  Sable 
Deputy  Director 


November  18,  1977 


The  Honorable  Dennis  DeConcini 
United  States  Senate 
Committee  on  the  Judiciary 
Subcommittee  on  Improvements  in 

Judicial  Machinery 
Washington,  DC    20510 

Re:   S.  2266 

Dear  Senator: 


The  National  Consumer  Law  Center,  Inc.  appreciates  the  opportunity 

Tne  National  ^n=ui    response  to  your  memorandum  of 

to  offer  its  comments  on  S.  2266  in  response  uu  y« 

November  3,  1977. 

TPnerallv   the  Center  is  pleased  to  note  that  S.  2266  incorporates 
many  of  the  -form  features  found  in  H.R.  "00    However  jpeak.ng 
on  behalf  of  low  income  consumers,  we  are  somewhat  disturbed  by 
the  following  provisions  of  S.  2266: 

H  R   8200  allowed  a  consumer  the  choice  of  state  law  or  of  federal 
?aw' (which  was  very  similar  to  the  Uniform  Exemptions  Act).   With 
out  Sifcholce,  aYbankrupt  may  not  have  much  of  a  £ance  jf 

fcons^oulfbe  giveTthe  SEST^^^KSt  exemption 
to  protect  his  minimally  necessary  personal  property. 

o.-   o    s^AfM-   In  contrast  to  H.R.  8200,  §524(b) 

start  and  are  supported  by  little  or  no  consideration. 
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More  often  than  not,  a  bankrupt  will  enter  into  a  reaffirmation 
agreement  without  the  knowledge  or  advice  of  his  attorney.   If 
the  30  day  escape  clause  is  made  part  of  the  new  Act,  creditors 
will  merely  wait  30  days  before  attempting  to  enforce  those 
agreements.   In  that  way,  bankrupts'  counsel  will  never  learn  of 
the  new  agreements  until  the  statutory  period  has  passed. 

If  the  30  day  clause  is  to  be  retained,  creditors  should  also  be 
compelled  to  notify  the  bankrupt's  counsel  before  the  agreement 
is  signed  as  well  as  conspicuously  disclose  to  the  bankrupt  the 
effect  of  the  new  agreement,  the  statutory  rescission  period, 
and  the  advice  to  seek  his  attorney's  counsel. 

However,  the  Center  would  greatly  prefer  that  the  much  narrower 
language  of  H.R.  8200,  §524(b),  (c)  be  retained  in  S.  2266,  as  it 
provides  fewer  exceptions  and  stricter  judicial  scrutiny.   The 
Bankruptcy  Act,  as  it  now  stands,  is  neutral  on  reaffirmations, 
so  that  a  debtor  may  occasionally  successfully  rescind  a  reaffirma- 
tion agreement  on  the  grounds  of  fairness,  unethical  conduct,  or 
overreaching.   S.  2266,  §524 (b)  would  apparently  allow  no  such 
challenges  and  thus  represents  a  step  backwards. 

3 .    Exceptions  to  Discharge  -  §523: 

a.  Educational  Loans  -  §523 (a) (8):   In  contrast  to  H.R.  8200 
which  specifically  repealed  §439A  of  the  Education  Amendments  of 

1976,  §523(a)(8)  specifically  incorporates  the  provisions  of  §439A. 
The  effect  will  be  to  unjustly  deprive  many  completely  honest 
debtors  of  their  fresh  start  while  giving  a  special  sanctity  to 
federally  insured  loans.   Many  of  these  loans  are  arranged  under 
questionable  circumstances  so  that  students  can  attend  institutions 
of  dubious  quality. 

The  Center  is  cognizant  of  the  controversy  which  has  been  swirling 
around  this  issue.   At  the  same  time,  the  Center  strongly  feels 
it  would  be  unwise  and  unjust  to  create  a  special  exception  for 
educational  loans.   The  letter  from  a  Legal  Services  client  in 
the  State  of  Washington,  forwarded  to  Mr.  Fiedler  on  September  1, 

1977,  gives  a  poignant  and  accurate  portrayal  of  the  dilemma  which 
will  confront  many  honest  debtors  if  §439A  is  not  repealed. 

b.  Bankrupt's  Attorney's  Fees  -  §523(d):   The  Center 
advocates  the  inclusion  of  the  broader  language  of  H.R.  8200, 
§523  (d),  in  regards  to  the  award  of  attorney's  fees  if  the 
bankrupt  successfully  defeats  a  dischargeability  complaint. 
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Too  many  of  those  complaints  are  initiated  solely  for  negotiation 
purposes.   Faced  with  a  complaint  which  will  ultimately  be  dis- 
missed but  which  has  the  prospect  of  postponing  the  discharge 
while  running  up  high  litigation  expenses,  a  bankrupt  will  very 
often  reaffirm  a  part  or  all  of  an  otherwise  dischargeable  debt. 
Knowing  that  he  can  collect  his  costs  and  attorney's  fees  only 
if  he  can  prove  that  the  creditor's  action  was  "frivolous"  or 
not  brought  "in  good  faith"  will  not  provide  much  encouragement 
for  the  consumer  bankrupt  or  a  very  strong  deterrent  to  the 
creditor. 

4.    Redemptions  -  §722:   In  contrast  to  H.R.  8200,  §722  does 
not  allow  the  redemption  of  exempt  property  secured  by  a 
purchase  money  agreement.   We  appreciate  the  fact  that  §722 
was  amended  to  explicitly  provide  for  the  payment  of  the  lesser 
of  fair  market  value  or  the  amount  of  the  claim. 

However,  if  a  bankrupt  is  not  specifically  permitted  to  redeem 
secured  purchase-money  exempt  property,  he  will  again  be  placed 
under  extreme  financial  and  emotional  pressure  to  reaffirm  his 
purchase  money  debts  for  amounts  far  exceeding  the  value  of  the 
goods.   This  is  particularly  so  in  light  of  the  broader  languages 
of  §524 (b).   There  is  no  compelling  reason  why  a  purchase  money 
agreement  should  be  allowed  to  defeat  the  purpose  of  exemption 
laws  and  the  spirit  of  the  Bankruptcy  Act. 

If  the  property  has  been  recognized  legislatively  as  exempt, 
and  therefore  represents  property  which  is  absolutely  necessary 
to  meet  the  bankrupt's  minimum  needs,  then  the  bankrupt  must  be 
given  the  opportunity  to  redeem  that  property  at  its  fair 
market  value. 

The  Center  would  also  like  to  briefly  comment  on  three  other 
provisions  of  S.  2266: 

1.  Utility  Service  -  §366:   The  Center  prefers  the  language 
of  H.R.  8200,  §366 (b)  which  mandates,  rather  than  just  allows, 
judicial  supervision  of  the  amount  of  the  utility  security 
deposit  to  assure  payment  for  service  after  the  filing  of  the 
petition. 

2.  Co-debtor  Liability  -  §1301:   To  help  quarantee  the  success 
of  wage  earner  plans,  it  would  be  preferable  to  limit  the 
liability  of  co-debtors. 
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3-    Consumer  Claims  -  §507 (b) :   Six  hundred  dollars  ($600)  may 
often  not  be  inadequate  to  recompense  each  consumer's  claim  in 
business  bankruptcies.   This  amount  should  be  substantially 
increased. 

We  offer  these  comments  in  a  constructive  spirit.   We  hope  that 
they  will  be  given  due  consideration  in  the  spirit  of  bankruptcy 
law  reform  which  has  guided  the  Senate  and  House  for  the  past 
several  years. 

Sincerely, 

NATIONAL  CONSUMER  LAW  CENTER,  INC. 


By:  'Z^sUtj's?  J*r. 


Ernest  L.    Sarason,/r.    '«W 


ELSrgl 

cc:   Senator  Joseph  R.  Biden 
Senator  Malcolm  Wallop 
Senator  Robert  C.  Byrd 
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Statement  of  Samuel  J.  M.  Donnelly,  Professor  of  Law 

Re:  S.2266 

I  am  concerned  with  the  impact  of  changes  in  bankruptcy  law  on  consumer- 
debtors.   The  interests  of  consumer-debtors  will  be  affected  primarily  by  changes 
in  the  basic  structural  provisions  of  bankruptcy  law  which  will  determine  how 
vulnerable  a  debtor  will  be  to  involuntary  bankruptcy,  how  readily  a  debtor  may 
seek  relief  in  voluntary  bankruptcy,  and  what  obstacles  must  be  surmounted  to  ob- 
tain a  discharge  in  general  and  of  particular  debts. 

I  -  Involuntary  Bankruptcy. 

My  principal  concern  is  that  the  eased  circumstances  under  which  a  debtor  may 
be  declared  involuntarily  bankrupt  will  lead  to  harassment  of  consumer-debtors  in 
a  number  of  ways.   These  ways  are  related  to  the  incentives  which  would  lead  a 
creditor  to  seek  an  involuntary  bankruptcy. 

a.  A  creditor  may  want  an  involuntary  bankruptcy  for  its  own  sake.   A  number 
of  middle  income  consumer  debtors  will  owe  more  than  the  $5,000  above  the  value  of 
any  security  required  by   S.2266  Sec.  303  (b)(1).   A  normal  line  of  credit  added 
to  some  small  credit  card  debts  would  bring  the  sum  above  that  amount.   The  three 
creditors  required  by  Sec.  303(b)(1)  could  consist  of  the  bank  and  the  credit  card 
issuers  who  could  agree  on  common  routine  standards  for  the  use  of  bankruptcy  as  a 
collection  device.   Often  a  consumer  debtor  will  have  less  than  12  creditors  which 
would  allow  one  creditor  to  use  bankruptcy  under  Sec.  303(b)(2).   The  debtor  may 
have  assets  such  as  a  substantially  paid  for  house  which  would  make  bankruptcy 
worthwhile  despite  the  relevant  state  homestead  exemptions  which  in  some  states 
may  be  low.   The  elderly  with  large  medical  bills  and  fully  paid  for  homes  would 
be  peculiarly  vulnerable  to  the  use  of  involuntary  bankruptcy  as  a  collection 
device. 

b.  Creditors  may  file  involuntary  petitions  in  the  expectation  that  debtors 
with  regular  income  will  convert  to  Chapter  13  proceedings.   Debtors  may  be  en- 
couraged to  do  so  by  bankruptcy  judges  who  are  sympathetic  to  creditors  and  to 
Chapter  13  proceedings.   In  states  where  creditors  could  obtain  more  through 
Chapter  13  than  under  the  wage  garnishment  law  there  would  be  a  strong  incentive 
to  follow  this  route. 

I  am  concerned  that  incentives  such  as  these  would  lead  to  extremely  ex- 
cessive use  of  Chapter  13.   The  rapid  growth  in  the  use  of  these  proceedings  even 
under  present  law  can  be  seen  in  the  statistics  for  the  Western  District  of  New 
York  (Buffalo) .   In  1965  there  were  eleven  Chapter  XIII  proceedings  in  that  dis- 
trict, in  1974  there  were  546  and  in  1975  this  had  grown  to  1,196.   In  Alabama 
there  were  5,000  cases  commenced  during  1974  and  6,399  during  1975.   If  one  were 
to  multiply  the  number  of  wage  earner  proceedings  in  Alabama  during  1974  by  50  one 
would  estimate  that  roughly  250,000  such  cases  would  be  commenced  each  year  under 
the  proposed  law.   Since  a  wage-earner's  proceeding  would  often  last  for  three 
years,  it  would  not  be  unreasonable  to  expect  3  times  250,000  or  750,000  cases  to 
be  pending  during  a  given  year. 

c.  Use  of  involuntary  petitions  as  leverage  to  encourage  filing  Chapter  13 
proceedings  or  simply  as  a  collection  device  and  as  a  substitute  for  state  pro- 
ceedings would  be  peculiarly  attractive  in  the  cases  of  those  who  had  received 

a  discharge  in  bankruptcy  during  the  past  6  years.   Under  Sec.  727(a)(8)  the 
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debtor  could  not  obtain  a  discharge  in  an  involuntary  bankruptcy  filed  by  his 
creditors  within  the  6  year  period.   Those  who  obtain  a  discharge  in  bankruptcy  are 
therefore  on  financial  probation  for  6  years  and  are  peculiarly  vulnerable  to  their 
creditors.   This  is  made  possible   by  the  eased  circumstances  for  involuntary  bank- 
ruptcy  and  by  the  leverage  available  for  forcing  debtors  into  Chapter  13  pro- 
ceedings. 

All  of  the  incentives  discussed  for  use  of  involuntary  bankruptcy  are  made 
possible  by  the  eased  circumstances  for  filing  involuntary  petitions.   The  incen- 
tives do  not  exist  under  the  present  law  because  the  demonstration  of  an  act  of 
bankruptcy  is  onerous  for  the  creditor. 

In  S.  2266  Sec.  303(h)(1)  there  is  a  partial  solution  to  the  problems  created 
by  the  eased  circumstances  for  filing  involuntary  petitions.   The  Senate  bill  offers 
a  more  precise  definition  of  insolvency  than  found  in  the  same  section  of  H.R.  8200. 
A  court  may  order  involuntary  relief  against  a  debtor  if  "the  debtor  is  generally 
unable  to  pay  or  has  failed  to  pay  a  major  portion  of  his  debts  as  such  debts  be- 
come due."   The  addition  of  the  words,  major  portion,  should  prevent  courts  from 
declaring  debtors  bankrupt  without  their  consent  when  only  a  small  portion  of  their 
debts  are  generally  not  paid.   I  support  the  tightening  of  the  definition  of  in- 
solvency found  in  S.2266.   I  would  recommend  that  the  court's  discretion  in  defining 
insolvency  be  further  restricted  by  inserting  a  period  of  time,  such  as  three  months, 
during  which  the  failure  to  pay  a  major  portion  of  debts  would  be  a  basis  for  in- 
voluntary bankruptcy. 

I  would  urge  you  to  further  restrict  the  use  of  involuntary  bankruptcy  against 
consumer  debtors  by  continuing  and  making  realistic  the  exemption  from  involuntary 
bankruptcy  for  wage  earners  found  in  the  present  Bankruptcy  Act  Sec.  4(b)  and 

Sec.  1(32).   Specifically  I  recommend  that  S.2266  Sec.  303(a)  be  amended  by  in- 
serting an  exemption  from  involuntary  bankruptcy  for  those  with  regular  income  in 
the  amount  of  $20,000  (or  $30,000)  or  less.   In  the  alternative  I  recommend  that 
Sec.  303(b)(1)  and  (2)  be  amended  by  requiring  that  claims  aggregate  at  least 
$10,000  in  excess  of  security  which  would  be  above  the  amount  owed  by  most  middle 
income  consumers.   Amendments  such  as  these  would  ameliorate  the  problems  I  have 
described  and  would  continue  the  position  of  the  present  law  that  involuntary  bank- 
ruptcy should  not  be  used  in  place  of  state  law  as  a  collection  device  against 
middle  and  low  income  wage  earners. 

II  -  Voluntary  Bankruptcy 

Following  H.R.  8200,  S2266  in  Sec.  305(a)(1)  has  placed  an  unprecedented 
restriction  on  the  use  of  voluntary  bankruptcy.   The  bankruptcy  judge  may  dismiss 
a  voluntary  as  well  as  an  involuntary  case  if  "the  interests  of  creditors  and  the 
debtor  would  be  better  served  by  such  dismissal."   Under  Sec.  305  (c)  an  order 
dismissing  or  a  decision  not  to  dismiss  a  voluntary  or  involuntary  case  "is  not 
reviewable  on  appeal  or  otherwise".   This  would  appear  to  be  so  bad  a  provision 
that  it  may  have  been  included  inadvertently.   It  appears  on  its  face  to  give  each 
bankruptcy  judge  complete  and  unreviewable  discretion  to  determine  in  what  in- 
stances bankruptcy  voluntary  or  involuntary  will  be  allowed.   Such  discretion 
would  detract  from  the  uniformity  of  the  bankruptcy  laws  and  make  their  applica- 
tion haphazard.   The  discretion  afforded  the  bankruptcy  judge  is  not  clearly  re- 
duced by  the  provisions  of  Sec.  707:  dismissal  on  Sec.  305  grounds  could  be  con- 
strued as  dismissal  for  cause  as  required  by  Sec.  707. 
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The  provision  in  Sec.  305(a)(1)  could  be  used  to  encourage  the  conversion  of 
voluntary  straight  bankruptcies  to  Chapter  13  proceedings.   This  restriction  on 
the  relief  available  to  debtors  would  appear  unnecessary.   The  Bankruptcy  Comission 
found  no  reason  to  believe  that  the  number  of  voluntary  bankruptcies  is  too  high. 
See  the  Commission's  Report  at  page  9.   The  Commission  noted  that  "the  National 
Commission  on  Consumer  Finance  in  its  recent  report  made  no  finding  that  the  amount 
of  consumer  credit  has  reached  excessive  levels."   Restriction  of  the  use  of  vol- 
untary bankruptcy  would  not  appear  then  to  be  necessary  to  preserve  the  sound 
availability  of  credit.   It  would,  however,  impair  the  value  of  bankruptcy  in  re- 
habilitating debtors.   Conversion  to  Chapter  13  would  not  advance  rehabilitation 
in  many  instances  where  the  debtor's  incentive  to  lead  a  productive  life  would  be 
impaired  by  the  paternalistic  control  of  his  finances  under  such  a  proceeding. 
Widespread  use  of  Chapter  13  in  place  of  voluntary  bankruptcy  would  create  a  large 
middle  income  population  whose  finances  would  be  supervised  in  much  the  same  manner 
that  social  workers  supervise  those  on  welfare. 

The  provisions  found  in  S.2266  Sec.  706(a)  and  Sec.  1307(a)  which  make  unen- 
forceable any  waiver  of  the  right  to  convert  from  stright  bankruptcy  to  Chapter  13 
and  vice  versa  would  appear  to  ameliorate  the  problem  just  described.   These  sections 
appear  to  reflect  a  policy  that  conversion  from  Chapter  13  to  a  voluntary  straight 
bankruptcy  or  vice  versa  should  be  permitted  despite  the  abstention  provisions  in 
Sec.  305(a)(1).   Despite  Sec.  305(c)  this  policy  could  be  enforced  on  appeal.   I 
support  the  addition  of  the  no  waiver  provisions  by  S.2266  to  the  House  versions  of 
Sec. 706(a)  and  Sec.  1307(a). 

However,  I  would  recommend  amending  Sec.  305(c)  by  striking  the  provision 
against  reviewability.   The  bankruptcy  judge  should  not  have  unreviewable  discretion 
to  determine  who  shall  be  adjudicated  a  bankrupt  voluntarily  or  involuntarily. 
Also  I  would  recommend  amending  Sec.  305(a)(1)   so  that  it  applies  only  to  involun- 
tary cases.   Debtors  as  now  should  have  free  access  to  voluntary  relief  in  bankrup- 
tcy.  There  should,  however,  be  some  decision  in  involuntary  cases  as  to  whether 
bankruptcy  makes  sense.   Involuntary  bankruptcy  should  not  occur  simply  because 
three  creditors  request  it  and  insolvency  as  defined  in  Sec.  303(h)(1)  is  present. 
The  problem  may  be  due  to  a  seasonal  slump  or  other  temporary  economic  circumstan- 
ces in  which  an  involuntary  bankruptcy  would  not  be  in  the  best  interests  of  cred- 
itors and  the  debtor. 

III.   Discharge;  Revival  and  Reaffirmation  of  Debts 

Revivals  and  reaffirmations  of  debts  are  often  used  in  the  settlement  of 
disputes   concerning  the  dischargeability  of  particular  debts,  including  those 
which  the  creditor  alleges  were  incurred  on  the  basis  of  a  false  financial  state- 
ment.  Debts  are  reaffirmed  in  other  circumstances,  for  example  where  a  finance 
company  offers  to  make  a  new  loan  if  an  old  debt  is  revived.   Under  H.R.  8200  Sec. 
524(c)  reaffirmations  and  revivals  are  limited  to  those  entered  into  in  good  faith 
and  approved  by  the  court.   Such  agreements  are  enforceable  only  if  in  settlement 
of  litigation  concerning  a  discharge  or  for  the  purpose  of  redeeming  exempt  or 
abandoned  property.   In  S.2266  Sec.  524(b)  there  is  a  substanially  different  design 
for  controlling  revivals  and  reaffirmations.   Any  debt  discharged  in  bankruptcy  may 
be  revived  or  reaffirmed.   A  finance  company  could  persuade  a  debtor  to  reaffirm  a 
discharged  debt  in  return  for  a  new  loan.   Rather  than  prohibiting  the  revival  of 
some  debts,  S.2266  puts  a  check  on  all  revivals  or  reaffirmations  by  allowing  the 
debtor  to  "rescind  his  revival  or  reaffirmation  by  written  notice  to  all  concerned 
creditors  within  30  days."   This  rule  may  afford  some  debtors  greater  protection 
than  the  House  version  when  debtors  revive  debts  in  settlement  of  objections  to 
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discharge  or  in  order  to  redeem  exempt  or  abandoned  property.   It  would  afford 
less  protection  in  other  instances.   Whether  the  opportunity  to  change  his  mind 
within  30  days  will  adequately  protect  the  reaffirming  debtor  is  questionable. 
An  exploited  debtor  will  probably  be  a  poorly  counselled  debtor  who  may  not  be 
aware  of  his  right  to  rescind. 

May  I  suggest  a  merger  of  the  House  and  Senate  protections?   It  is  important 
to  control  reaffirmations  and  revivals.   A  debtor  who  reaffirms  his  major  debts 
will  lose  his  opportunity  for  rehabilitation.    Bankruptcy  for  him  will  have  been 
a  sham.   In  some  circumstances,  those  found  in  H.R.  8200,  reaffirmation  may  on 
occasion  be  appropriate.   However,  reaffirmations  in  settlement  of  objections  to 
discharge  have  provided  creditors  in  the  past  with  an  opportunity  to  exploit  debtors 
and  to  avoid  the  effect  of  bankruptcy.    The  provision  in  S.2266  allowing  recision 
of  a  reaffirmation  in  30  days  could  be  added  to  the  requirements  of  good  faith  and 
approval  by  the  court  found  in  H.R.  8200.  This  would   afford  debtors  greater  pro- 
tection against  known  abuses. 

Perhaps,  however,  the  most  desirable  protection  for  debtors  would  be  a  return 
to  the  provision  in  the  Commission  Bill  (Sec.  4-506 (a)  (2))  exempting  consumer  debts 
from  the  exceptions  to  discharge  where  there  is  a  false  financial  statement. 

Conclusion 

The  interests  of  consumer-debtors  will  be  affected  primarily  by  the  basic 
structural  provisions  of  bankruptcy  law.   I  urge  you  to  consider  the  provisions 
discussed  in  this  statement  and  the  changes  suggested  with  a  view  to  making  the 
consumer-debtor  less  vulnerable  to  involuntary  bankruptcy  and  better  able  to  seek 
relief  in  times  of  financial  distress  from  a  discharge  in  a  voluntary  bankruptcy 
proceeding. 
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STATEMENT  OF  HAROLD  R.  TYLER,  JR. 
ON  S.2266 


My  name  is  Harold  R.  Tyler,  Jr.   I  am  a  member  of 
the  firm  of  Patterson,  Belknap,  Webb  &  Tyler  located  in 
New  York  City.   From  1962  to  1975,  I  was  a  United  States 
District  Judge  for  the  Southern  District  of  New  York.   As 
such,  I  participated  as  a  reorganization  judge  in  two 
Chapter  X  proceedings,  one  of  which,  In  re  Yale  Express 
System,  Inc.  (65  B.  404),  was  at  the  time  the  largest 
reorganization  in  the  federal  court  system.   Because  I 
believe  that  the  essence  of  Chapter  X  should  be  retained 
in  any  reworking  of  the  bankruptcy  laws  of  the  United  States, 
I  am  taking  the  liberty  of  furnishing  this  statement  to  the 
committee. 

The  essential  thrust  of  my  remarks  is  to  favor 
S.2266  over  its  predecessors  in  the  Senate  and  the  recent 
House  Bill,  H.R.  8200.   Unlike  these  other  bills,  S.2266  has 
the  virtue  of  providing  one  title  in  place  of  Chapter  X  and 
XI,  which  title  gives  flexibility  but,  more  important, 
adequately  protects  the  public  investors  who ' are  affected 
by  bankruptcy  reorganizations  of  publicly  held  companies. 

Unfortunately,  the  House  bill,  H.R.  8200,  as  the 
Securities  &  Exchange  Commission  (SEC)  has  already  testified 
here,  is  a  surprise  step  backward  in  regard  to  reorganization 
of  public  companies.   This  is  so,  in  my  opinion,  because  it 
adheres  basically  to  Chapter  XI  approaches,  which  approaches, 
of  course,  were  originally  designed  for  small,  private  concerns, 
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S.2266  eschews  this  backward  approach  and  allows  us  to  retain 
the  essence  of  Chapter  X  by  permitting  in  appropriate  cases  a, 
public  trustee  to  protect  debt  and  equity  holders  in  reorganiz- 
ing a  public  company. 

Perhaps  the  key  provision  of  S.2266  is  Section 
1101(3),  which  provision  defines  a  public  company  as  a 
debtor  which,  within  twelve  months  prior  to  filing  of  the 
petition,  had  at  least  $5  million  or  more  of  liabilities 
and  not  less  than  one  thousand  security  holders.   This 
section,  among  other  things,  will  tend  to  avoid  litigation, 
which  has  been  excessive  since  1938,  over  whether  a  case 
belongs  in  Chapter  X  or  Chapter  XI.   It  also  makes  clear 
that  for  public  companies,  the  major  creditors  will  not 
exercise  dominant  control  over  the  affairs  of  the  bankrupt. 

Section  1128  of  S.2266  fortuitously  provides 
that  the  SEC  may  appear  and  be  heard  in  all  cases.   Further- 
more, this  section  allows  the  old  practice  of  an  SEC 
advisory  report  to  the  court,  a  practice  which  I  can  personally 
attest  is  of  great  benefit,  not  only  to  the  court  but  to  all 
parties  in  a  substantial  reorganization  proceeding. 

Section  1104(a)  of  S.2266  mandates  appointment  of 
an  independent  trustee  for  a  public  company  as  defined  in 
Section  1101(3).   To  say  the  least,  this  is  much  better 
than  a  permissive  or  discretionary  appointment  of  a  public 
trustee  as  provided  in  H.R.  8200.   Mandatory  appoint- 
ment to  an  independent  trustee  avoids  endless  arguments 
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and  litigation.   To  state  the  matter  baldly,  big  creditors 
and  bankruptcy  lawyers  tend  not  to  favor  public  trustees. 
A  public  trustee's  very  independence,  with  obligations  only 
to  the  estate  and  the  court,  are  salutary.   Only  a  public 
trustee  can  be  expected  to  look  out  for  the  debt  and 
equity  holders.   Creditors  and  their  lawyers  usually  do  not 
do  so,  and  debtors  in  possession  are  inclined  to  think  first 
of  satisfying  their  big  creditors. 

With  all  due  respect  to  the  Bankruptcy  Commission, 
I  cannot  accept  their  stated  conclusion  that  Chapter  X  has 
not  worked.   My  experiences  with  Chapter  X  were  entirely  to 
the  contrary.   In  both  Yale  Express  System,  Inc.  and  R.  Hoe 
&  Co.,  Inc.,  the  reorganizations  were  successful.   True, 
both  companies  remained  in  reorganization  for  a  number  of 
years.   Contrary  to  popular  opinion,  however,  time  in 
reorganization  was  effective  time  —  structure  and  management 
were  improved;  wages  and  profits  rose.   Indeed,  in  the 
case  of  several  of  the  Yale  Companies,  the  net  profits  per 
annum,  while  in  reorganization,  became  substantial.   In  the 
process,  expenses  of  administration  were  carefully  scrutinized 
and  kept  to  a  reasonable  minimum.   Thus,  in  light  of  these 
factors,  the  reorganizations  were  efficient  and  profitable  — 
and  led  to  more  successful  operations  than  had  been  the  case 
prior  to  court  control  and  supervision. 

Curiously,  it  apparently  was  argued  before  the 
House  of  Representatives  that  one  of  the  weaknesses 
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of  Chapter  X  reorganizations  is  that  public  trustees  oust 
the  debtors  in  possession.   This  further  was  assumed  to  be 
unsalutary.   I  cannot  agree  on  either  count.   To  begin 
with,  my  experience  has  been  that  trustees  often  use  the 
best  management  people  and  continue  them  on  during  the 
reorganization.   In  other  words,  it  is  usually  only  the 
directors  of  a  company  who  are  ousted  by  virtue  of  the 
appointment  of  a  public  trustee.   Moreover,  there  are 
occasions  when  management  people  are  ousted  by  the  public 
trustee  simply  because  they  contributed  to  the  corporate 
difficulties  in  the  first  instance.   There  are  many  situa- 
tions where  continuing  of  business  with  the  debtor  in 
possession  is  not  good  business,  and  surely  in  most  public 
companies  as  S.2266  will  define  that  term,  the  equity  and 
debt  holders  will  be  better  off  to  see  old  management  at 
least  stiffened  by  the  advent  of  an  independent  trustee. 

In  conclusion,  I  would  like  to  stress  the  important 
role  of  the  SEC  in  corporate  reorganization.   The  appearance 
of  the  Commission  lawyers  and  staff  is  of  great  assistance 
to  a  responsible  bankruptcy  judge.   Immediately,  the  court  is 
informed  and  aided  by  an  objective  voice,  no  small  advantage 
when  the  judge  is  faced  with  representatives  of  major  cre- 
ditors who  usually  like  to  see  things  their  own  way.   Further- 
more, the  financial  expertise  and  assistance  of  the  Commission 
staff  is  a  benefit  to  the  court  and  the  parties.   For  whatever 
reasons,  bankruptcy  lawyers  and  creditors'  representatives  never 
seem  to  be  able  to  furnish  the  kind  of  financial  information  and 
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techniques  which  are  so  useful  to  a  sound  reorganization 
of  a  company  which  has  any  kind  of  significant  debt  and 
equity  structure. 

Particularly  in  respect  to  the  sections  dis- 
cussed herein,  S.2266  is  a  significant  accomplishment  and 
a  great  improvement  over  H.R.  8200.   The  bill  deserves 
prompt  passage. 
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SUBCOMMITTEE  ON  IMPROVEMENTS  IN  JUDICIAL  MACHINERY 
COMMITTEE  ON  THE  JUDICIARY 
UNITED  STATES  SENATE 


Statement  of  Eli  S.  Silberfeld  and  Carroll  G.  Moore 
on  behalf  of 
National  Commercial  Finance  Conference,  Inc. 
with  respect  to 
Section  362  -   "Automatic  Stay" 

It  is  suggested  that  subsection (b)  of  Section  362  be 
revised  by  adding  a  new  subsection (b) (7)  thereto,  so  that  sub- 
section (b)  would  read: 

"  (b)  The  filing  of  a  petition  under  section 
301,  302  or  303  of  this  title  does  not  operate  as 
a  stay  - 

*  *       * 

(7)  under  subsection  (a) (4)  of  this  section, 
of  the  collection  of  soft  collateral  (as  defined  in 
Section  363)  or  proceeds  by  the  holder  of  a  security 
interest  therein,  unless  and  until  the  court  shall 
otherwise  order  after  notice  and  a  hearing." 


22-510  O  -  78  -  58 
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Reasons  for  Suggested  Revision 

1.   Section  362  (a)  provides  that  "a  petition  filed  .... 
operates  as  a  stay  of  ....  (4)  any  act  to  create,  perfect,  or  en- 
force any  lien  against  property  of  the  estate".   This  broad  language 
could  be  interpreted  to  prohibit,  automatically,  the  collection  of 
accounts  or  negotiable  instruments  or  chattel  paper  assigned  to  and 
held  by  a  financing  institution  under  a  commercial  financing  arrange- 
ment.  We  cannot  believe  that  any  such  result  was  actually  intended 
by  the  draftsmen;  but  the  matter  should  not  be  left  in  doubt. 

2.   As  it  stands,  Section  362  could  prohibit  a  secured 
creditor,  on  pain  of  contempt,  from  collecting  assigned  accounts 
or  any  other  form  of  "soft  collateral"  or  the  proceeds  thereof  with- 
out first  applying  to  the  bankruptcy  court  for  relief  from  the 
automatic  stay.   The  attendant  delay  in  collection  efforts  could 
seriously  affect  the  ultimate  realization  on  the  collateral,  to 
the  prejudice  of  both  the  estate  and  the  secured  creditor.  [We 
should  note  that  the  House  Judiciary  Committee  Report,  in  its 
discussion  of  this  matter,  unfortunately  does  not  clarify  it. 
See  House  Report  No.  95-595,  at  page  341,  which  refers  to  Section 
362  in  H.R.  8200]. 

3.   Our  proposed  revision  represents  a  realistic  approach 
to  the  matter,  since  (a)  it  allows  the  factoring  or  financing 
institution  holding  soft  collateral  to  proceed  diligently  with  a 
collection  program,  and  (b)  it  protects  the  estate  against 
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dilution  of  whatever  equity  it  had  in  the  collateral  on  the  date 
of  bankruptcy.   We  feel  that  our  proposed  revision  should  be 
acceptable,  since  it  merely  makes  it  clear  that  realization  upon 
soft  collateral,  such  as  accounts  receivable  held  by  a  secured 
party,  is  not  automatically  stayed;  otherwise,  no-one  would  be 
benefited  except  the  account-debtors. 
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Richard  N.  Janney 
Attorney 
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American  Telephone  and 
Telegraph  Company 
2000  L  Street,  Northwest 
Washington,  D.  C.  20036 
Phone  (202)  457-3919 


November  28,  1977 


Senator  Dennis  DeConcini,  Chairman 
Subcommittee    on    Improvements    in 

Judicial  Machinery 
Senate  Judiciary  Committee 
6306  Dirksen  Senate  Office  Building 
Washington,  D.C.   20510 

Dear  Senator  DeConcini: 

On  behalf  of  the  Bell  System  I  am  submitting  the 
attached  statement  which  discusses  Section  366  of 
S.  2266,  a  bill  to  establish  a  uniform  law  on  the  subject 
of  bankruptcies. 

Section  366  regulates  the  terms  of  utility  service 
provided  to  the  trustee  or  debtor  after  the  filing  of  a 
petition  in  bankruptcy.   The  Bell  System  expresses  its 
support  of  the  provisions  of  Section  366(b)  of  S.  2266 
as  contrasted  with  Section  366  of  the  House  bill,  H.R.  8200 

Section  366  of  S.  2266  provides  a  much  more  balanced 
approach  by  adjusting  the  competing  interests  in  a  fair 
and  equitable  manner,  reducing  the  possibility  of  a 
constitutional  infirmity  and  alleviating  the  burden  on  the 
Courts  of  holding  a  hearing  in  every  case  where  a  utility 
seeks  a  deposit  for  services  rendered  in  a  bankruptcy 
proceeding . 

I  appreciate  the  opportunity  to  comment  on  the 
proposed  legislation.   Please  contact  me  if  additional 
information  is  needed. 

Sincerely, 


^kZ(c-J» 


Attachment 
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STATEMENT  OF  AMERICAN  TELEPHONE 
AND  TELEGRAPH  COMPANY  ON  S.  2266 

SUBMITTED  TO  THE  SUBCOMMITTEE  ON 
IMPROVEMENTS  IN  JUDICIAL  MACHINERY 

November  28,  1977 


These  comments  are  submitted  on  behalf  of  American 
Telephone  and  Telegraph  Company  and  the  Bell  System.   The 
Bell  System  provides  telecommunications  services  to  in  excess 
of  61,000,000  business  and  residential  customers  located 
throughout  the  continental  United  States. 

This  statement  is  not  directed  to  the  entire  bill,  but 
only  to  Section  366  of  S.  2266  relating  to  utility  service. 
The  Bell  System  expresses  its  support  of  the  provisions  of 
Section  366(b)  of  S.  2266  as  contrasted  to  the  provisions  of 
Section  366  of  the  House  bill  (H.R.  8200)  to  revise  the 
bankruptcy  laws. 

Section  366  of  S.  2266  provides  as  follows: 
(a)   Except  as  provided  in  subsection  (b)  of  this 
section,  a  utility  may  not  alter,  refuse,  or 
discontinue  service  to,  or  discriminate  against, 
the  trustee  or  the  debtor  solely  on  the  basis 
that  a  debt  owed  by  the  debtor  to  such  utility 
for  service  rendered  before  the  date  of  the 
filing  of  petition  was  not  paid  when  due. 
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(b)   Such  utility  may  alter,  refuse,  or  discontinue 
service  after  such  date,  if  neither  the  trustee 
nor  the  debtor,  within  ten  days  after  the  date 
of  filing  of  the  petition,  furnishes  adequate 
assurance  of  payment,  in  the  form  of  a  deposit  or 
other  security,  for  service  after  the  date  of 
the  filing  of  the  petition.   Upon  application,  the 
Court,  after  notice  and  hearing,  may  order 
reasonable  modification  of  the  amount  of  the 
deposit  or  other  security  necessary  to  provide 
adequate  assurance  of  payment. 
Section  366(a)  deals  with  pre-petition  service  and 
would  prohibit  public  utilities  (such  as  the  Operating 
Telephone  Companies  of  the  Bell  System)  from  altering,  re- 
fusing or  discontinuing  service  to,  or  discriminating  against 
a  trustee  solely  on  the  basis  that  a  debt  owed  by  the  debtor 
at  the  time  of  bankruptcy  was  not  paid.   Section  366(a)  of 
S.  2266  is  identical  with  Section  366(a)  of  H.R.  8200  and  is 
not  at  issue. 

Section  366(b)  deals  with  post-petition  services  and 
pursuant  to  its  provisions,  utilities  may  refuse  or  discontinue 
service  to  trustees  or  debtors  if  the  trustee  or  debtor  fails 
to  provide  adquate  assurance  in  the  form  of  a  deposit  or 
other  security  for  post-petition  service.   Section  366(b) 
of  S.  2266  provides  for  a  ten  day  period  during  which  the 
debtor  or  trustee  may  make  suitable  arrangements  with  utilities 
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for  post-petition  service.   If  the  trustee  or  debtor  is  unable 
to  reach  agreement  with  a  utility  on  the  amount  of  the  deposit 
requested  by  the  utility,  the  trustee  or  debtor  may  apply 
to  the  Court  for  a  modification  of  the  deposit  requested 
by  the  utility.   Section  366(b)  of  H.R.  8200  requires  a 
utility  to  obtain  a  court  order  to  require  a  deposit  and 
mandates  the  provision  of  service  without  any  deposit  for  a 
period  of  up  to  30  days. 

There  is  a  compelling  need  for  utilities  to  obtain 
deposits  or  security  in  bankruptcy  proceedings.   The 
Communications  Act  of  1934  sets  forth  the  national  communications 
policy:   "to  make  available,  so  far  as  possible,  to  all  the 
people  of  the  United  States  a  rapid,  eff icient ...  communication 
service  with  adequate  facilities  at  reasonable  charges..." 
(47  U.S.  C.A.  151) . 

In  performing  this  responsibility,  it  is  essential 
for  the  Operating  Telephone  Companies  of  the  Bell  System  to 
minimize  losses  due  to  bad  debts  to  the  extent  possible. 
This  is  in  the  public  interest,  for  ultimately  losses  of 
this  nature  are  passed  on  to  all  consumers  in  the  form  of 
higher  rates . 

Bell  System  studies  have  established  the  existence 
of  a  direct  correlation  between  uncollectible  debts  and 
the  failure  to  obtain  adequate  deposits.   A  serious 
question  of  fundamental  fairness  to  utilities  would  arise 
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if  they  were  compelled  to  provide  service  to  customers 
in  bankruptcy  without  reasonable  assurance  of  prompt 
payment.   This  is  particularly  true  in  Arrangement  Pro- 
ceedings and  Reorganizations  where  the  failure  rate  is  high. 
In  recent  years  a  substantial  number  of  large  corporations 
have  found  it  necessary  to  file  bankruptcy  proceedings. 
Such  large  corporations  as  W.  T.  Grant,  REA  Express,  Universal 
Money  Order,  United  Merchants  and  Manufacturers  (Robert  Hall 
Clothiers)  and  others  have  sought  rehabilitation  under 
Chapter  X  or  Chapter  XI  of  the  present  Bankruptcy  Law.   As 
an  example  of  the  magnitude  of  the  amounts  involved  for 
telecommunications  services,  in  the  W.  T.  Grant  Chapter  XI 
proceeding,  the  debtor  in  possession's  telephone  bills  were 
almost  $200,000  per  month  in  the  state  of  New  Jersey  alone. 
Adequate  deposits  were  obtained  and  no  loss  was  incurred. 
If,  however,  the  requirement  that  telephone  service  be 
furnished  had  been  mandated  and  adequate  deposits  had  not 
been  required,  the  losses  for  post-petition  service  could 
have  been  substantial.   In  the  recent  REA  bankruptcy,  the 
debtor  in  possession  owed  substantial  telephone  bills  for 
services  rendered  during  the  Chapter  XI  proceeding,  and  it 
was  necessary  for  the  Court  to  order  that  the  deposits  be 
applied  to  these  post-petition  bills. 

Charges  for,  and  conditions  of  telecommunications 
service  are  required  by  state  and  federal  statutes  to  be 
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reflected  in  tariffs  which  must  be  filed  with  the  regulatory 
commissions  having  jurisdiction  over  the  services  involved. 
In  all  jurisdictions  tariffs  contain  provisions  providing 
for  deposits  under  specified  conditions.   Federal  Communi- 
cations Commission  Tariff,  FCC  No.  263  contains  the  following 
provision  relating  to  deposits: 
2.4.5   Deposits 

The  Telephone  Company  may,  in  order  to  safeguard 
its  interests,  require  an  applicant  or  a  customer 
to  deposit  a  sum  up  to  an  amount  equal  to  twice 
the  estimated  average  monthly  charge  for  usage  of 
long  distance  message  telecommunications  service 
offered  herein;  such  deposit  to  be  held  by  the 
Telephone  Company  as  a  guarantee  of  the  payment 
of  charges  provided  for  herein.   The  fact  that  a 
deposit  has  been  made  in  no  way  relieves  the 
applicant  or  customer  from  complying  with  the 
Telephone  Company's  regulations  as  to  advance 
payments  and  the  prompt  payment  of  bills  on 
presentation.   At  such  time  as  the  service  is 
terminated,  the  amount  of  the  deposit  is  credited 
to  a  customer's  account  and  any  credit  balance 
which  may  remain  is  refunded.   At  the  option  of 
the  Telephone  Company  such  a  deposit  may  be  re- 
funded or  credited  to  the  customer  at  any  time 
prior  to  termination  of  the  service. 

In  case  of  a  cash  deposit,  for  the  period  the 
deposit  is  held  by  the  Telephone  Company,  the 
customer  will  receive  a  simple  interest  at  the  rate 
of  67o  per  annum,  unless  a  different  rate  has  been 
established  by  the  appropriate  legal  authority 
within  the  state. 

Similar  provisions  are  contained  in  tariff  provisions  filed 

with  various  state  commissions. 

Thus,  Regulatory  Commissions  have  recognized  the 

necessity  for  deposits  to  curtail  losses  by  utilities. 


912 


A  timely  deposit  is  necessary  even  though  charges 
for  utility  services  provided  after  the  filing  of  the  petition 
would  constitute  expenses  of  administration.   The  debtor 
or  trustee  is  empowered  under  Section  364  of  both  S.  2266 
and  H.R.  8200  to  incur  post-petition  indebtedness  with  a 
priority  over  expenses  of  administration.   Thus,  if  a  utility 
did  not  have  the  security  provided  for  under  Section  366(b) 
for  payment  for  post-filing  services,  the  trustee  could 
incur  Section  364  indebtedness  to  an  extent  which  would 
deprive  the  utility  of  its  priority  for  payment.   Furthermore, 
there  may  be  other  competing  claims  for  payment  as  an 
expense  of  administration  and  the  assets  may  be  insufficient 
for  payment  of  all  such  expenses.   Non-utilities  (such  as 
fuel  suppliers)  have  the  option  of  refusing  to  deal  with 
a  bankrupt;  utilities,  however,  are  required  to  provide 
service  consistent  with  state  and  federal  law  and  regulations. 

Section  366(b)  of  the  House  bill  (H.R.  8200)  mandates 
unsecured  service  for  an  unduly  long  period  (30  days)  and 
raises  the  issue  of  whether  the  requirements  would  constitute 
a  confiscation  of  property  without  proper  compensation  in 
violation  of  the  due  process  clause  of  the  Fifth  Amendment. 
The  Supreme  Court  has  held  that  the  action  of  a  state 
regulatory  agency  forcing  a  railroad  to  continue  providing 
service  in  circumstances  where  the  railroad  was  not  assured 
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of  a  financial  return  was  constitutionally  infirm.   The 
Court  stated  that  "(t)o  compel  it  (the  railroad)  to  go  on  at 
a  loss... would  be  to  take  its  property  without  the  just 
compensation  which  is  a  part  of  due  process  of  law." 
Railroad  Commission  v.  Eastern  Texas  Railroad,  264  U.S.  79, 
85,  44  S.Ct.  247,  249  (1924),  quoted  in  In  Re  Penn  Central 
Transportation  Company,  494  F.2d  270,  278  (3d  Cir.  1974). 
During  the  thirty  day  period,  the  trustee  or  debtor  in 
possession  may  incur  substantial  indebtedness  to  utilities 
without  paying  or  providing  for  payment  for  such.   Moreover, 
the  trustee  or  debtor  is  in  full  control  of  the  usage  for 
that  thirty  day  period.   The  automatic  stay  of  Section  366 
of  H.R.  8200  of  utility  action  for  a  period  of  thirty  days 
is  excessive  by  any  standard.   Rule  65(b)  of  the  Federal 
Rules  of  Civil  Procedure  provides  for  a  shorter  period  (10 
days)  even  when  the  applicant  has  shown  by  specific  facts 
that  immediate  and  irreparable  injury,  loss,  or  damage  will 
result.   It  follows  that  the  automatic  stay  provision 
contained  in  Section  366  (which  requires  no  showing  of  harm) 
should  not  exceed  ten  days.   Further  Section  366(b)  of 
H.R.  8200  is  extremely  burdensome  to  the  Courts  since  a 
hearing  and  Court  Order  is  required  in  every  case  before  a 
utility  may  obtain  a  deposit. 
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Section  366  of  S.  2266  provides  a  much  more 
balanced  approach  by  adjusting  the  competing  interests 
in  a  fair  and  equitable  manner,  reducing  the  possibility 
of  a  constitutional  infirmity  and  alleviating  the  burden 
on  the  Courts  of  holding  a  hearing  in  every  case  where  a 
utility  seeks  a  deposit  for  services  in  a  bankruptcy  proceeding, 
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STATEMENT  OF  MILLICENT  FENWICK,  M.C.  BEFORE  THE  SENATE 
SUBCOMMITTEE  ON  JUDICIAL  IMPROVEMENTS,  NOVEMBER  29,  1977. 


Mr.  Chairman,  thank  you  very  much  for  this  opportunity  to  submit  my 
views  to  your  distinguished  Committee. 

As  you  may  know,  I  am  especially  concerned  about  the  status  of  consumer 
creditors  in  business  bankruptcies.  Your  bill,  S.  2266,  would  create  a  new  priority 
for  those  creditors  in  Section  507(6).   I  am  grateful  for  your  interest  in  this 
kind  of  consumer  protection  and  I  am  glad  we  agree  that  consumer  creditors  deserve 
a  priority. 

As  Director  of  Consumer  Affairs  in  New  Jersey,  I  became  acutely  aware 
of  the  need  for  this  kind  of  legislation.  Many  consumers  wrote  to  me  after  losing 
deposits  to  companies  which  went  bankrupt.   The  loss  of  a  deposit,  carefully  saved 
over  time,  can  create  serious  financial  difficulties.  Yet  I  was  not  able  to  help. 
Bankruptcy  is  regulated  by  federal  law  and  my  office  was  not  allowed  to  intervene. 

The  W.  T.  Grant  bankruptcy  provides  a  recent  example.  All  customers 
who  held  "Grant's  script"  essentially  lost  their  deposits.   Thirty-six  State  Attor- 
neys General  have  written  to  me  supporting  a  change  in  the  federal  law  or  descri- 
bing similar  cases  and  I  attach  for  the  record  a  letter  enumerating  some  of  those 
cases . 

The  bankruptcy  laws  do  not  provide  for  equitable  distribution  of  assets. 
Consumer  creditors   (^■■■■■■■■HttBHMMi^R   have  a  chance  to  recover  their 
losses  only  as  "general  unsecured  creditors."  Those  creditors  recovered  only  4.1% 
of  their  claims  in  asset  liquidation  cases  in  1974. 

Consumer  creditors  are  in  a  weak  position  vis-a-vis  trade  creditors. 
Commercial  creditors  know  the  risks  of  doing  business  without  a  secured  interest, 
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and  adjust  their  compensation  accordingly.   Consumers  seldom  have  the  expertise 
to  analyze  the  financial  condition  of  a  business,  nor  do  they  anticipate  the  need 
to  do  so.  Low  income  consumers  are  especially  vulnerable  because  they  are  more 
apt  to  buy  on  credit  from  a  financially  marginal  neighborhood  store. 

It  has  sometimes  been  argued  that  consumer  priority  problems  could  be  taken 
care  of  at  the  state  level.   The  National  Association  of  Attorneys  General  does 
not  agree.   The  only  alternative  to  federal  legislation  which  has  been  suggested 
is  that  consumer  deposits  be  placed  in  escrow  until  the   goods  and  services  are 
provided,  but  this  would  create  serious  problems  for  small  businesses  which  would 
be  deprived  of  working  capital.   Uniform  federal  protection  seems  essential. 

In  the  94th  Congress  and  again  this  year,  I  introduced  a  bill  to  create  a 
priority  to  protect  consumers  who  make  deposits  for  goods  or  services  as  well  as 
those  who  receive  faulty  merchandise  and  those  with  warranty  claims.   The  House  Judi- 
ciary Committee  did  not  consider  the  warranty  provision  and  the  priority  was  limited 
to  $2400  per  claim.  Although  I  would  like  to  see  stronger  protection  for  consumers, 
I  believe  this  is  a  reasonable  compromise. 

I  am  glad  that  a  consumer  priority  is  included  in  your  Committee's  bill, 
but  I  am  concerned  that  it  does  not  go  far  enough.   The  Senate  consumer  priority 
would  follow  the  tax  priority.   In  many  cases,  this  means  that  the  resources  of  the 
estate  would  be  exhausted  before  consumer  claims  are  paid.   Because  of  the  special 
circumstances  of  consumer  creditors,  discussed  above,  and  the  fact  that  priority 
tax  claims  are  exempted  from  discharge  under  Section  523  (a)(1),  I  believe  that 
consumers  should  be  given  priority  over  taxes,  as  they  are  in  the  House  bill.   The 
consumer  protection  initiative  will  be  seriously  undermined  if  it  follows  tax 
claims. 
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I  am  also  concerned  that  the  $600  limit  on  consumer  claims  in  the  Senate 

bill  is  too  low.   To  cite  just  a  few  examples: 

A  Cherry  Hill,  N.J.  tractor  trailer  training  school  went  bankrupt,  owing 
students  $800,000,  including  $1,395  tuition  payments  from  students  who 
never  received  any  instruction. 

A  photography  studio  in  Brooklyn  collected  deposits  for  wedding  albums 
which  were  never  delivered;  consumers  paid  $250  to  $1,000  each. 

I  hope  the  limit  will  be  raised  to  protect  this  kind  of  consumer,  at  least 
to  the  level  of  wage  claims  as  it  is  in  the  House  bill. 

The  House  Judiciary  Committee  report  stated  that  the  consumer  priority  in 
the  House  bill,  H.R.  8200  "is  limited  to  scope,  but  is  placed  in  a  position  in  the 
priority  scale  so  that  there  generally  will  be  assets  available  to  pay  the  claims 
of  consumer  creditors."  I  hope  the  Senate  bill  will  be  amended  to  accomplish  this. 

An  adequate  consumer  priority  is  an  important  step,  but  there  is  still  a 
problem.   Bankruptcy  proceedings  are  extremely  complex,  but  consumer  claims  are 
seldom  large  enough  to  justify  hiring  an  attorney.   In  some  cases,  state  attor- 
neys general  have  been  allowed  to  intervene  in  bankruptcy  proceedings  on  behalf  of 
consumers.   However,  this  is  left  to  the  discretion  of  the  court.   In  one  Massa- 
chusetts case,  In  Re  Colonial  Realty  Investment  Company,  approximately  3,000  con- 
sumers lost  about  $14  million,  due  to  fraudulent  real  estate  dealings.   The  attor- 
ney general's  office  was  not  allowed  to  intervene  when  the  company  filed  in  bank- 
ruptcy.  I  believe  it  is  imperative  that  the  bankruptcy  rules  be  modified  so  that 
attorneys  general,  and  perhaps  state  and  local  consumer  protection  offices  as  well, 
will  be  allowed  to  intervene  on  behalf  of  consumer  creditors.   This  should  not  be 
left  to  judicial  discretion.   It  should  be  clearly  spelled  out  in  the  rules. 
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The  Attorney  General  should  also  be  allowed  to  initiate  an  adversary 
proceeding  in  a  bankruptcy  case.   It  is  my  understanding  that  Wisconsin  has  been 
allowed  to  do  this  on  behalf  of  consumers  in  the  Kennedy  and  Cohen  case.   But 
this  is  left  to  the  court's  discretion  and  should  be  spelled  out  in  the  rules. 
Neither  of  these  roles  for  the  Attorney  General  is  provided  in  the  House  bill, 
but  they  would  be  valuable  additions.   (The  former  is  called  for  in  the  House 
report  only.) 

Mr.  Chairman,  the  consumer  priority  is  supported  by  the  Consumer  Federation 
of  America,  the  National  Association  of  Attorneys  General,  and  the  New  York  State 
and  New  York  City  Bar  Association.   My  bill  to  create  a  comprehensive  priority 
was  cosponsored  by  58  Members  of  the  House.   I  would  like  to  submit  for  the  record 
a  list  of  the  House  cosponsors  and  the  statements  of  the  New  York  Bar  Associations. 
I  believe  they  will  show  the  broad  base  of  support  for  this  kind  of  legislation. 

Thank  you  again  for  your  interest  in  consumer  protection  and  for  this  oppor- 
tunity to  present  my  views. 
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Honorable  Don  Edwards 

Chairman 

Subcommittee  on  Civil  and 

Constitutional  Rights 
House  Judiciary  Committee 
2329  Rayburn  House  Office  Building 
House  of  Representatives 
Washington,  D.C.  20515 

Dear  Chairman  Edwards: 

Amendments  to  protect  consumer  creditors  in  business 
bankruptcies  will  soon  be  considered  by  the  Subcommittee  on  Civil 
and  Constitutional  Rights.   I  hope  an  amendment  will  be  approved. 
As  Director  of  Consumer  Affairs  for  the  State  of  New  Jersey  I  became 
convinced  that  this  kind  of  protection  is  needed. 

Several  Members  of  the  Subcommittee  have  raised  questions 
about  the  magnitude  of  the  problem  and  the  need  for  a  consumer 
priority.   When  my  bill  was  first  introduced  in  1975,  I  wrote  to 
_ several  State  Attorneys  General  asking  for  examples  of  consumer 
creditor  abuse.   Some  examples  from  Attorneys  General  who  support 
my  proposal  follow: 

Arizona  —  the  problem  is  "very  common"  especially  with  regard  to 

land  developers  making  promises  which  are  never  fulfilled. 

California  —  One  company  was  engaged  in  "deceptive  practices."  The 
company  went  bankrupt.   9,000  consumer  creditors  were 
listed,  many  of  whom  had  paid  the  lifetime  membership  fee 
of  $400.   The  Consumer  Protection  Unit  estimated  that  an 
additional  2  -  3,000  consumer  creditors  were  not  listed 
by  the  bankrupt  firm.  After  the  priority  claims  were 
paid,  no  assets  were  left  to  take  care  of  consumer  claims. 

Hawaii  —  "We  have  a  case  pending  in  court  against  a  health  spa 
operation  where  the  individual  involved  is  threatening 
bankruptcy  in  order  to  coerce  a  favorable  settlement. 
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The  consumers  in  that  case  have  paid  more  than  $80,000 
to  the  company.   Chances  of  recovery  by  the  consumers  in 
the  subject  case  are  slim.  We  hope  that  you  are  successful 
in  your  efforts  to  amend  the  Federal  Bankruptcy  Act  for 
the  benefit  of  consumers  throughout  the  nation  and  we 
wholeheartedly  support  you." 

"We  have  run  into  many,  many  instances  where  consumers  were 
effectively  denied  remedies  because  companies  they  had 
been  dealing  with  had  filed  for  bankruptcy." 

—  "We  share  your  concern  for  the  countless  number  of  con- 
sumers who  are  left  'holding  the  bag'  when  businesses 
they  are  dealing  with  declare  bankruptcy." 


Maine  —  25  percent  of  the  1,050  complaints  received  by  the  Consumer 
Fraud  Division  in  1974  were  filed  by  consumers  for  non- 
delivery of  merchandise  or  services  for  which  a  down 
payment,  deposit  or  payment  in  full  had  been  made. 

Maryland  —  "It  would  be  the  unqualified  position  of  this  office  to 
support  your  proposal  . . .  and  memory  brings  to  mind  two 
outstanding  examples  of  the  problem  you  have  raised," 
Cosmopolitan  Health  Spa  and  Market  Development  Corporation. 


Massachusetts  —  mentioned  consumer  claims  exceeding  $200,000  in  the 

bankruptcy  of  a  land  auction  bureau  selling  land  interstate; 
$10,000  in  consumer  claims  in  the  bankruptcy  deposits  to 
a  bankrupt  home  improvement  company. 

Michigan  —  "Our  experience  has  demonstrated  the  consumer  is  often  the 
most  victimized  of  all  'creditors'  whenever  bankruptcy 
occurs  . . .  Many  times  my  office  has  taken  action  against 
companies  engaged  in  unfair  and  deceptive  business 
practices  . . .  these  companies  upon  filing  bankruptcy 
utilize  the  federal  courts  to  avoid  their  obligations 
of  providing  to  the  consumers  the  benefits  of  the  bargains 
they  have  struck,  or  from  restoring  to  the  consumers  the 
funds  obtained  by  the  means  of  fraud  or  deceit." 
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Minnesota  —  Consumers  lost  approximately  one-half  million  dollars 
in  membership  fees  and  in  deposits  on  ordered  merchandise 
to  Mid-American  Savers,  a  buying  club. 

Missouri  —  "We  have  expressed  our  concern  that  bankruptcy  proceedings 
are  being  used  by  businesses  in  an  attempt  to  avoid  the 
beneficial  effects  for  consumers  deriving  from  prosecutions 
under  state  deceptive  trade  practice  laws." 

Nebraska  —  20,000  consumer  claims  for  $2  million  in  unredeemed  stamps 
after  King  Korn  Stamps  went  bankrupt. 

New  Jersey  —  "It  is  the  trade  creditor  and  not  the  consumer  who  is 

in  a  position  to  first  notice  badges  of  probably  insolvency 
of  a  merchant.   It  is  the  advance  payments  of  customers 
that  future  bankrupts  usually  utilize  in  a  last  gasp  for 
solvency.   However,  it  is  the  consumer  who  is  last  in  line 
for  payment  in  a  bankruptcy,  and  almost  always,  the 
bankrupt's  assets  are  depleted  before  the  consumer's  turn 
In  line  is  reached."   In  the  bankruptcy  of  a  photographic 
equipment  sales  company,  2,000  consumers  lost  between  $10 
and  $1,000  each;  when  a  company  selling  oil  and  gas  treatment 
products  for  automobiles  went  bankrupt,  420  consumer  claims 
totaled  $500,000  (claims  ranged  from  $100  to  $5,000). 

New  York  —  "Based  on  my  long  experience  in  the  consumer  field,  I 

believe  that  enactment  of  such  legislation  is  long  overdue  ... 
Over  the  years  our  office  has  received  numerous  complaints 
from  consumers  who  paid  substantial  deposits  for  goods  or 
services  to  companies  which  subsequently  went  into 
bankruptcy." 

Oregon  —  "We  have  had  several  experiences  where  service  organizations 
have  gone  under  after  receiving  deposits  from  customers. 
The  most  recent  sad  example  Is  that  involving  AirClub 
Internationational  ...  In  the  AirClub  case,  there  are  strong 
suspicions  on  the  part  of  consumer  protection  agencies  in 
Washington  and  Oregon  that  the  corporate  form  of  organization 
was,  in  the  classic  sense,  purely  a  device  for  avoiding 
individual  liability." 
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Utah  —  the  Constitution  Hint  had  $2  million  in  hack  orders  from 
mail  order  customers  when  the  company  was  forced  into 
involuntary  bankruptcy. 

Vermont  —  "So  many  of  our  commercial  transactions  occur  in  inter- 
state commerce  that  it  seems  to  me  Federal  legislation 
is  preferable  in  order  to  secure  a  uniform  result  in 
all  bankruptcies  ...  I  would  heartily  endorse  your  bill 
to  amend  the  bankruptcy  act.   It  is  an  excellent  measure 
of  consumer  protection  which  extends  greater  benefits  to 
consumers  without  seriously  diminishing  the  rights  of 
other  creditors." 

Wisconsin  —  "The  loss  of  down  payments  made  by  consumers  to 

companies  who  subsequently  become  bankrupt  has  been  a 
persistent  problem  in  the  experience  of  this  office. 
We  would  therefore  certainly  be  in  favor  of  legislation 
such  as  you  have  proposed."  Received  4,000  consumer 
complaints  against  the  bankrupt  retail  sales  and  repair 
company  of  Kennedy  and  Cohen;  total  consumer  claims 
exceeded  $372,000.   90,000  mail  order  customers  were 
unable  to  recover  deposits  made  with  the  Market  Develop- 
ment Corp.,  "and  of  course,  the  disastrous  effects  of  the 
bankruptcy  of  such  pyramid  forms  as  Koscot  are  well  known 
throughout  the  country." 

On  April  19,  1976,  I  wrote  to  the  States  again,  asking 
"Is  there  legislation  in  your  state  to  protect  consumers  in 
bankruptcy  proceedings?   Is  this  a  problem  which  can  best  be 
solved  by  a  change  in  the  Federal  statute?"  Of  those  responding, 
the  following  Attorneys  General  responded  that  law  In  their  State 
would  not  protect  consumer  creditors  in  bankruptcy  and  that  a 
change  in  the  Federal  law  was  needed:   Alabama,  Alaska,  California, 
Colorado,  Connecticut,  Hawaii,  Idaho,  Iowa,  Indiana,  Kansas, 
Maryland,  Massachusetts,  Minnesota,  Missouri,  Nebraska,  New  Hampshire, 
New  Mexico,  New  Jersey,  New  York,  North  Carolina,  Pennsylvania,  Oregon, 
Rhode  Island,  South  Dakota,  Tennessee,  Utah,  Vermont,  Wisconsin,  and 
Wyoming.   Georgia  and  Montana  responded  that  state  law  would  not 
protect  consumer  creditors  in  bankruptcy,  and  Ohio  and  North  Dakota 
responded  that  a  change  in  the  Federal  Statute  was  needed. 


923 


I  have  enclosed  a  copy  of  correspondence  from  your  State 
Attorney  General's  office  for  your  information. 

With  all  good  wishes, 

Sincerely, 


MIIJLICENT  FENWICK 
Member  of  Congress 
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BANKING,  CORPORATION  AND 
BUSINESS  LAW  SECTION 
COMMITTEE  ON  BUSINESS  LAW. 


ew  York  State  Bar  Association 


January  27,    1976 


Hon.  Millicent  Fenwick 

1610  Longworth  House  Office  Building 

Washington,  D.C.   20515 

Dear  Ms.  Fenwick: 

On  behalf  of  the  Business  Law  Committee  of  the  New 
York  State  Bar  Association,  I  am  enclosing  for  your 
consideration  and  appropriate  action  a  report  prepared 
by  this  Committee  which  approves  with  some  modification 
the  recommendation  for  amendment  to  the  Bankruptcy  Act 
contained  in  H.R.  8333  which  you  introduced  last  year. 

Very  truly  yours,, 

/    1     7  /• 

Edward  J.  No^an 

EJNtdam  ^ 

Enc. 
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NEW  YORK  STATE  BAR  ASSOCIATION  COMMITTEE  ON  BUSINESS  LAW 

Report  or:  Consumer  Aspects  of  Proposed  Amendments  to  the 
Bankruptcy  Act 

Comprehensive  amendments  have  been  proposed 
to  the  bankruptcy  laws  which  have  been  under  consideration 
for  some  time  (e.g.,  H.R.  31  and  H.R.  32,  9^th  Cong., 
1st  Sess.  (1975)).   These  proposals  do  not  deal,  however, 
with  the  significant  problem  of  the  loss  of  deposits 
by  consumers  who  have  posted  money  with  their  retailers 
against  delivery  of  future  furniture  and  other  merchandise, 
where  the  retailer  becomes  insolvent  prior  to  delivery 
of  the  merchandise. 

The  problem  posed  by  such  insolvency  has  led 
to  an  increasing  number  of  proposals  at  the  state  and  local 
level  to  require  retailers,  such  as  furniture  dealers  and 
others,  to  place  all  monies  derived  from  consumer  deposits 
in  escrow  until  delivery  of  the  goods  or  services  involved. 
This  approach  has  the  serious  drawback  of  depriving  the 
retailer  of  the  use  of  the  money  as  working  capital.   During 
difficult  economic  periods,  this  could  force  a  number  of 
small  businesses  to  close,  with  concomitant  loss  of  business 
as  well  as  of  the  deposits  of  those  consumers  who  might 
have  placed  money  with  such  retailers.   Those  retailers  who 
were  able  to  obtain  capital  from  other  sources,  would,  of 
course,  also  be  required  to  pay  increased  interest  or  other 
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costs  to  obtain  such  capital.   This  increased  cost  would 
have  to  be  added  to  the  price  of  the  product  that  the  consumer 
would  have  to  pay.   It  is  entirely  possible  that  such  state 
and  local  legislation  will  be  enacted,  causing  a  potentially 
catastrophic  situation  in  significant  industries,  unless 
alternative  remedial  measures  are  adopted. 

A  consumer  considering  placing  a  deposit  with 
a  retailer  has  relatively  little  means  of  knowing  the 
financial  condition  of  the  retailer  and  for  this  reason  is 
in  a  far  less  advantageous  position  than  other  general 
creditors  to  avoid  committing  funds  to  what  may  already  be 
a  "sinking  ship".   The  consumer  is  also  at  a  disadvantage 
in  scrambling  for  scarce  assets  if  placed  in  a  residual 
category  under  circumstances  where  complex  machinations  in- 
volving proper  interpretation  of  voluminous  records  are 
involved.   Compare  United  States  v.  Masterson,  383  F.  2d  610 
(2d  Cir.  1967),  cert,  denied,  390  U.S.  95^  (1968).   And  the 
impact  of  losses  of  relatively  substantial  deposits  fre- 
quently falls  most  on  consumers  who  are  least  able  to  afford 
it.   See  Schrag  &  Ratner,  "caveat  Emptor  --  Empty  Coffers: 
The  Bankruptcy  Law  has  Nothing  to  Offer",  72  Colum.  L.  Rev. 
1147  (1972). 

Representative  Millicent  Fenwick,  former  Chief 
of  the  Division  of  Consumer  Affairs  of  the  New  Jersey 
Attorney  General's  Office,  has  introduced  H.R.  8333,  9^th 
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Cong.,  1st  Sess.  (1975)  designed  to  add  a  new  category 
of  priority  in  bankruptcy  for  consumer  deposits  coming 
before  other  general  creditors.   We  recommend  that  the 
priority  proposed  be  redrafted  to  read  as  follows:  "Debts 
owing  to  a  natural  person  on  account  of  a  deposit  or  deposits 
of  money  made  in  connection  with  the  purchase  of  goods  or 
services  for  personal,  family  or  household  uses  not  delivered 
on  the  date  of  bankruptcy." 

This  bill  could  also  be  considered  as  an  amendment 
to  H.R.  31  or  32. 

We  believe  that  it  would  be  in  the  interest  of 
both  the  business  community  and  the  consumer  to  establish 
a  priority  in  bankruptcy  for  consumer  deposits  placed  with 
retailers  in  anticipation  of  future  delivery  of  goods  and 
services,  perhaps  up  to  a  specified  dollar  amount.   Such  a 
priority  might  properly  come  after  wage  claimants  but  before 
the  priority  for  taxes  and  rents. 

Respectfully  Submitted, 


COMMITTEE  ON  BUSINESS  LAW, 
NEW  YORK  STATE  BAR  ASSOCIATION 
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Committee  Report 

CONSUMER  RIGHTS  UNDER  THE 
BANKRUPTCY  ACT 

By  The  Committee  on  Bankruptcy  and  Corporate 

Reorganization  and  The  Speclal  Committee  on 

Consumer  Affairs 

Comprehensive  recodifications  of  the  bankruptcy  laws  have  been  proposed 
for  some  time  (e.g.,  H.R.  31  and  H.R.  32,  94th  Cong.,  1st  Sess.  (1975)).  These 
proposals  do  not  deal,  however,  with  the  serious  problem  of  the' loss  of  de- 
posits by  consumers  who  have  posted  money  with  retailers  against  delivery 
of  furniture  and  other  merchandise  or  services  where  the  retailer  becomes 
insolvent  prior  to  performance.  The  Committee  on  Bankruptcy  and  Cor- 
porate Reorganization  and  the  Special  Committee  on  Consumer  Affairs  have 
considered  this  problem,  and  recommend  adoption  of  H.R.  11871,  94th 
Cong.,  2d  Sess.  (1976)  introduced  by  Congresswoman  Millicent  Fenwick,  as 
discussed  in  Part  I  of  this  report.  The  Committee  on  Consumer  Affairs  also 
favors  the  additional  sieps  set  forth  in  Part  II  of  this  report,  but  the  Com- 
mittee on  Bankruptcy  does  not  support  the  proposals  in  Part  II. 


The  problem  posed  by  insolvency  of  retailers  who  have  taken  deposits 
from  consumers  but  not  vet  delivered  the  ooods  or  services  has  led  to  an  in- 
creasing  number  of  proposals  at  the  state  and  local  level  to  require  retailers 
(such  as  furniture  dealers),  to  place  monies  derived  from  consumer  deposits 
in  escrow  until  delivery  of  the  goods  or  services.  This  has  the  drawback  of 
depriving  the  retailer  of  the  use  of  the  money  as  working  capital  and  during 
a  difficult  economic  period  this  could  force  a  number  of  small  businesses  to 
close,  with  loss  of  jobs  as  well  as  of  the  deposits  of  those  consumers  who  might 
have  already  placed  money  with  such  retailers. 

A  consumer  considering  placing  a  deposit  with  a  retailer  has  relatively 
little  means  of  knowing  the  financial  condition  of  the  retailer  and  is  thus  in 
a  far  less  advantageous  position  than  other  creditors  in  avoiding  committing 
funds  to  a  "sinking  ship."  The  consumer  is  also  at  a  disadvantage  where 
complex  machinations  involving  proper  interpretation  of  voluminous  rec- 
ords are  involved.  Compare  United  States  v.  Mastcrson,  3S3  F.  2d  610  (2d 
Cir.  1967),  cert,  denied,  3go  U.S.  954  (1968).  The  impact  of  losses  of  deposits 
usually  falls  on  most  consumers  who  are  least  able  to  afford  it.  See  Schrag  S: 
Ratner,  "Caveat  Emptor— Empty  Coffers:  The  Bankruptcy  Law  has  Nothing 
to  Offer,"  72  Colum.  L.  Rev.  1 147  (1972). 

Congresswoman  Millicent  Fenwick,  former  Chief  of  the  Division  of  Con- 
sumer Affairs  of  the  New  Jersey  Attorney  General's  Office,  has  introduced 
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COMMITTEE    REPORTS  1Q1 

H.R.  11871,  94th  Cong.,  2d  Sess.  (1976)  to  amend  Section  6.j.a  of  the  Bank- 
ruptcy Act,  11  U.S.C.  §104(3),  to  add  a  new  category  of  preference  in  bank- 
ruptcy for  consumer  deposits,  coming  before  other  genera]  creditors:  "debts 
owed  to  a  natural  person  on  account  of  a  deposit  or  deposits  of  money  made 
in  connection  with  the  purchase  of  goods  or  services  for  personal,  family  or 
household  uses  not  delivered  on  the  date  of  bankruptcy."  This  category 
would  come  after  administration  expenses  and  wages  but  before  taxes. 

H.R.  11871  would  place  consumer  depositors  ahead  of  other  genera]  credi- 
tors, but  leave  them  behind  secured  creditors  who  are  deemed  to  have  a  prop 
erty  interest  in  the  specific  security  involved,  such  as  that  it  belongs  to  them 
rather  than  the  bankrupt.  This  would  represent  a  substantial  step  toward 
dealing  with  a  serious  problem  with  few  significant  risks,  and  is  supported  by 
both  Committees.  The  Committee  on  Bankruptcy  and  Corporate  Reorganiza- 
tion belie\(s  that  the  bill  should  be  modified,  however,  10  fix  a  dollar  ceiling 
on  the  amount  of  the  preference  for  a  given  consumer,  as  is  the  case  with 


wages. 


II 


The  Special  Committee  on  Consumer  Affairs  further  believes  that  in  re- 
spect to  future  transactions  consumer  deposits  should  be  treated  as  secured. 
Without  this,  security  interests  by  the  retailer  given  to  obtain  financing  can 
wipe  out  any  deposits  given  by  consumers  who  are  in  a  much  poorer  position 
to  know  the  facts  or  bargain  to  protect  their  interest.  Giving  consumers  a 
secured  interest  in  assets  of  the  firm  to  the  extent  of  their  deposit  at  the  in- 
ception of  the  deposits  would  place  them  ahead  of  most  other  secured  credi- 
tors to  that  extent  as  discussed  in  more  detail  below. 

Retroactive  taking  of  existing  secured  interests  could  be  attacked  as  un- 
constitutional. But  the  Special  Committee  believes  that  secured  interests  to 
be  created  in  the  future,  which  had  not  as  yet  come  into  being  at  the  time 
of  the  amendment  of  the  statute,  could  validly  be  subject  to  additional  limita- 
tions. A  regulatory  measure  rather  than  a  taking  would  be  involved.  Compare 
United  States  v.  Central  Eureka  Mining  Co.,  357  U.S.  155  (195S);  United 
States  v.  Grand  Dam  Authority,  363  U.S.  229  (i960);  Bowles  v.  IVillingham, 
321  U.S.  503,  517-18  (1944);  Miller  v.  Schoene,  276  U.S.  272  (1928)  with 
United  States  v.  Pewee  Coal  Co.,  341  U.S.  114  (1951). 

Such  a  modification  of  future  property  interests  could  be  effected  by  creat- 
ing a  secured  interest  in  favor  of  the  consumer  depositor  in  all  assets  of  the 
bankrupt,  including  those  physically  acquired  by  the  bankrupt  subsequent 
to  the  enactment  of  the  statute  even  if  subject  to  a  secured  interest  of  others. 
This  should  not  apply,  however,  to  items  transferred  to  the  bankrupt  subject 
to  a  purchase  money  security  interest,  such  as  furniture  sold  to  a  bankrupt 
dealer  by  an  unpaid  manufacturer.  It  would  apply,  however,  to  the  more 
usual  case  where  a  business  "factors"  all  its  assets.  In  those  cases  the  factoring 
creditor  would  be  subordinated  to  unpaid  consumer  depositors. 

The  Special  Committee  on  Consumer  Affairs  gave  consideration  to  filing 
requirements  to  warn  prospective  secured  creditors  of  the  existence  of  such 
liabilities  on  the  part  of  retailers,  but  concluded  that  it  would  be  preferable 
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to  rely  on  the  statute  to  give  a  genera]  notice  because  the  very  retailers  most 
lfkely  to  go  bankrupt  are  the  least  ones  likely  to  comply  with  such  filing  re- 
quirements even  though  larger  retailers  such  as  W.  T.  Grant  may  also  occa- 
sionally do  so.  Failure  to  comply  would  create  a  conflict  as  to  which  of  two 
innocent  parties  should  bear  the  loss  as  a  result  of  the  retailer's  default:  the 
consumer  or  the  secured  creditor.  The  Committee  on  Bankruptcy  and  Cor- 
porate Reorganization  believes,  however,  that  unrecorded  "secret"  security 
interests  may  injure  legitimate  third-party  creditors  and  that  a  blanket  se- 
curity interest  for  consumers  might  prevent  some  retailers  from  obtaining 
needed  financing  to  continue  in  business. 

Ill 

The  Special  Committee  favors  a  provision  directing  the  referee  or  trustee 
to  pay  depositors  what  they  are  entitled  to  on  the  firm's  records  unless  dis- 
puted, without  the  need  for  each  consumer  to  file  separate  dsims.  The  con- 
sumers should  be  deemed  to  have  filed  claims  for  such  amounts.  The  Com- 
mittee on  Bankruptcy  and  Corporate  Reorganization  took  no  position  on 

this  point.  .  „ 

r  Respectfully, 

COMMITTEE  ON  BANKRUPTCY  AND  CORPORATE  REORGANIZATION 

LEONARD  ROSEN,  Chairperson 
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Air  Transport  Association      atcl       of  America 

1709  New  York  Avenue,  N.W. 
Washington,  D.  C.  20006 
Phone  (202)  872-4000 


November  29,  197  7 


Honorable  Dennis  DeConcini 
Subcommittee  on  Improvements  in 

Judicial  Machinery 
Committee  on  the  Judiciary 
United  States  Senate 
Washington,  D.  C.   20510 

Dear  Mr.  Chairman: 

The  scheduled  airlines  are  interested  in  the 
issue  of  bankruptcy  law  reform.  We  request  that  the 
following  comments  be  included  in  the  hearing  record 
of  the  Subcommittee  on  S.  2266. 

The  scheduled  airline  industry  supports  the  posi- 
tion that  lessors  and  conditional  vendors  of  airline 
equipment  should  be  allowed  repossession  rights  in  the 
event  of  airline  company  reorganization  under  Chapter  11. 
We  urge  the  Committee  on  the  Judiciary  to  adopt  Section 
1110  of  S.  2266  as  printed. 

Due  to  revenue  fluctuations,  poor  earnings  ratios 
and  uncertain  profit  projections,  the  airline  industry,  on 
the  whole,  is  not  considered  a  worthy  risk  for  conventional 
financing.   Given  this  situation,  lease  and  conditional  sales 
contracts  have  become  a  primary  means  of  aircraft  procure- 
ment.  This  method  of  financing  is  made  possible  by  the 
repossession  provisions  in  current  bankruptcy  law,  and,  in 
essence,  embodied  in  Section  1110.   The  deletion  of  this 
provision  would  place  in  jeopardy  existing  contracts  and 
make  future  financing  more  difficult,  certainly  more 
expensive  and  in  certain  situations  impossible. 

Within  the  next  15  years  the  airline  industry  con- 
fronts a  capital  requirement  of  some  $60  billion  for  the 
procurement  of  the  next  generation  of  more  fuel  efficient, 
quieter  and  larger  aircraft.   To  carry  this  capital  burden, 
provisions  such  as  Section  1110  are  essential.   Your  posi- 
tive consideration  of  this  matter  will  be  appreciated. 

Sincerely  yours, 

■ 
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STATEMENT  OF  MAX  ZIMNY 
GENERAL  COUNSEL 
INTERNATIONAL  LADIES'  GARMENT  WORKERS'  UNION,  AFL-CIO 

TO  THE 

COMMITTEE  ON  THE  JUDICIARY 
SUBCOMMITTEE  ON  IMPROVEMENTS  IN  JUDICIAL  MACHINERY 
UNITED  STATES  SENATE 

RE:   BANKRUPTCY  REFORM  ACT  S.22  66 


My  name  is  Max  Zimny.   I  am  General  Counsel  of 
the  International  Ladies'  Garment  Workers'  Union  (ILGWU) . 
This  statement  is  presented  on  behalf  of  the  ILGWU,  the 
AFL-CIO,  the  United  Auto  Workers  and  the  Amalgamated  Cloth- 
ing and  Textile  Workers  Union.   I  am  authorized  to  state 
that  these  other  unions  fully  support  the  position  of  the 
ILGWU  regarding  revisions  in  the  bankruptcy  law  hereafter 
set  forth. 

The  major  focus  of  the  ILGWU  and  our  sister 
unions  is  with  the  treatment  of  employee  wages,  both  direct 
and  indirect,  in  S.2266.   The  wage  earner  is  entitled  to 
fair  treatment  as  a  secured  or  preferred  creditor  for  take 
home  pay  as  well  as  for  contributions  to  benefit  plans 
which  meet  the  health,  welfare,  pension  and  other  needs  of 
the  worker  and  his  or  her  family.   The  present  direct  wage 
preferment  is  some  50  years  out-of-date  both  in  amount  and 
in  time  span;  and  there  is  no  preferment  in  present  law 
for  that  portion  of  the  wage  package  devoted  to  health, 
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welfare,  pensions  and  other  worker  benefits.   S.2266  seeks 
to  address  both  of  these  problems.   The  solutions  it  pro- 
poses, however,  are  seriously  deficient. 

Accordingly,  we  strongly  urge  that  the 
priority  presently  set  forth  in  S.2266  for  contributions 
to  employee  benefit  plans  be  improved  by  an  expansion  of 
the  amount  of  the  bankrupt  employer's  delinquency  subject 
to  the  priority  and  by  extension  of  the  time  period  for 
which  the  priority  is  effective.   We  also  urge  that  the 
amount  and  period  of  the  priority  for  take  home  wages  be 
realistically  enlarged.   Finally,  to  assure  that  the  work- 
ing environment  remains  unimpaired  during  the  course  of  a 
proceeding  in  which  the  enterprise  continues  to  operate,  we 
propose  that  the  trustee  in  bankruptcy  be  denied  the  power 
to  disavow  a  labor  contract  as  he  can  a  commercial  contract, 
because  the  labor  contract  governs  the  day  by  day  interplay 
between  labor  and  management  in  the  plant.   It  is  as  inextri- 
cably melded  to  the  worker  as  his  tools  or  his  workbench. 
It  is  worlds  apart  from  the  commercial  undertaking  which  a 
trustee  is  properly  empowered  to  set  aside. 

Benefit  plans  have  assumed  immense  importance  in 
sustaining  the  needs  of  the  worker  and  his  or  her  family. 
As  the  cost  of  living  has  increased  and  the  cost  of  doctors, 
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dentists,  lawyers,  drugs,  schools  and  the  like  have  shot 
upward,  the  wage  earner  has  become  more  and  more  depend- 
ent upon  benefit  plans  to  fulfill  his  or  her  daily  needs. 
Suffice  it  to  say  that  double  digit  inflation  and  the  con- 
sistent failure  of  wages  to  match  rising  inflation  has 
greatly  magnified  the  problem.   Providing  special  legal 
protection  for  direct  take  home  pay  without  providing  equal 
protection  for  debts  owed  to  employee  benefit  plans  is  an 
economic  and  legal  anachronism,  to  say  the  least.   Yet  that 
is  the  present  state  of  the  bankruptcy  law.   It  must  finally 
be  fully  corrected. 

The  bill  now  before  you  makes  a  substantial 
improvement  over  present  law.   S.2266  would,  for  the  first 
time,  grant  priority  status  to  contributions  to  employee 
benefit  plans.   The  protected  status  would  extend  to  all 
employee  benefit  plans, the  same  broad,  inclusive  language 
contained  in  the  Employee  Retirement  and  Income  Security 
Act  of  1974  (ERISA) .   The  bill  protects  a  fairly  substan- 
tial, though  we  submit,  inadequate,  dollar  amount  of  delin- 
quent contributions.   Our  major  objection  to  the  revision 
proposed  in  S.2266  is  the  language  in  Section  507  (4)(A)  of 
the  bill,  which  would  limit  the  contributions  granted  prior- 
ity under  the  Act  to  those  "arising  from  services  rendered 
within  90  days  of  the  filing  of  the  petition  or  of  the  date 
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of  the  cessation  of  the  debtor's  business,  whichever 
occurs  first."   It  is  our  very  real  fear  that  the  90-day 
measuring  period  will  mean  a  continuation  of  an  alarmingly 
high  rate  of  uncollectible  delinquencies  in  employee  bene- 
fit plan  contributions. 

In  apparel  and  other  industries  in  which  small 
marginal  producers  occupy  a  central  role,  business  fail- 
ures occur  at  an  alarming  rate.   In  the  apparel  trades, 
for  example,  even  in  better  times,  about  17%  of  the  firms 
fail  each  year.   In  a  very  depressed  economy,  I  judge  the 
rate  to  be  double  or  more.   The  failed  businesses  often 
leave  in  their  wake  employee  benefit  plans  that  have  not 
been  paid. 

The  extent  of  these  defaults  must  not  be  mini- 
mized.  Figures  gathered  for  1973  by  ILGWU's  Employee  Bene- 
fits Department  indicate  that  in  1973  alone,  the  Union's 
employee  benefit  funds  collected  about  $247  million  in  bene- 
fit fund  contributions  from  employers  and  disbursed  almost 
$210  million  to  members.   Its  New  York  City  affiliates  alone 
collected  more  than  $80  million  in  benefit  fund  contributions. 
In  that  same  year,  however,  more  than  $900,000  in  benefit 
fund  contributions  were  owed  by  New  York  City  employers  who 
went  out  of  business.   A  substantial  portion  of  this  sum 
represented  funds  tied  up  in  federal  bankruptcy  proceedings; 
and  because  of  the  federal  law's  failure  to  accord  priority 
treatment  to  benefit  fund  contributions,  this  large  sum  of 
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money  was  virtually  unrecoverable.   New  York  City  affili- 
ates make  up  only  a  small  segment  of  the  Union's  total 
membership  and  in  order  to  estimate  the  total  benefit  fund 
loss  nationally  for  1973,  the  New  York  City  figures  would 
have  to  be  multiplied  several  times  over.   Thus,  millions 
of  dollars  were  lost  to  ILGWU  funds  nationally  in  1973. 
This  figure  undoubtedly  increased  substantially  in  the  re- 
cession year  of  1974  and  has  remained  high  since  then. 
These  monumental  losses  to  the  health,  welfare,  pension  and 
other  employee  benefit  funds  are  directly  attributable  to 
the  absence  of  priority  status  under  the  federal  bankruptcy 
law.   The  amount  of  money  lost  and  the  number  of  citizens 
affected  yearly  is  indeed  considerable. 

Though  tolerance  of  failure  to  pay  no  regular 
take  home  pay  at  all  is  small,  workers  and  their  unions  may 
tolerate  part  payment  for  a  short  period  of  time  to  aid  in 
the  fight  to  per serve  an  enterprise.   Still  greater  leeway 
is  likely  to  be  afforded  failure  to  pay  benefit  funds  be- 
cause, in  the  nature  of  things,  this  failure  is  less  immedi- 
ately evident  to  the  worker  and  the  benefit  funds  usually 
have  an  accumulation  of  assets  which  postpone  the  impact  of 
the  delinquency.   Moreover,  neither  the  worker  nor  the  union 
feels  comfortable  riding  herd  on  the  troubled  employer.   The 
tendency  is  to  lend  all  reasonable  assistance  in  an  attempt 


939 


to  ensure  the  survival  of  jobs  —  especially  in  a  seriously 
ailing  economy.   Sometimes  the  workers'  patience  is  re- 
warded through  the  survival  of  the  ailing  enterprise.   At 
other  times,  the  forebearance  is  costly.   While  economic 
life  slowly  trickles  away,  often  over  a  period  far  in  excess 
of  90  days,  delinquencies  to  workers'  benefit  funds  mount. 
Without  adequate  protection  at  law,  the  worker  and  his  or 
her  family  become  the  unwitting  casualties  of  good-faith 
efforts  to  salvage  the  failing  enterprise. 

We  urge  that  the  priority  extended  to  contribu- 
tions for  employee  benefit  plans  in  §507(4)  of  S.2266  be 
extended  to  all  contributions  to  employee  benefit  funds 
•arising  from  services  rendered  within  one  (1)  year  before 
the  date  of  the  filing  of  the  petition  or  the  date  of  the 
substantial  cessation  of  the  debtor's  business,   whichever 
occurs  first."   With  those  minor  changes,  workers  and  unions 
will  be  able  to  continue  to  extend  a  helping  hand,  by  means 
of  forebearance,  in  those  cases  where  survival  of  the  em- 
ploying entity  seems  possible.   If  the  business  has  not  im- 
proved in  one  year,  further  forebearance  would  not  be  neces- 
sary or  reasonable. 

If  employee  benefit  plan  contributions  receive 
the  protection  of  priority  status  only  if  they  arose  from  ser- 
vices rendered  within  90  days  of  the  filing  of  a  petition  or 
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the  cessation  of  the  employer's  business,  unions  and  workers 
will  be  less  inclined  to  work  with  an  employer  in  an  effort 
to  ride  out  what  may  be  a  temporary  financial  setback.   In 
fact,  under  the  strict  fiduciary  standards  imposed  under 
ERISA  (see  especially  Sections  1104-1110),  it  may  be  incum- 
bent upon  the  officials  of  a  plan  to  force  into  bankruptcy 
any  employer  that  has  been  delinquent  in  contributions  for 
close  to  90  days.   The  result  will  be  an  increase  in  bank- 
ruptcies and  failed  businesses.   We  are  certain  that  no  such 
result  was  intended  by  the  drafters  of  the  bill. 

A  look  at  history  and  economics  will  show  that 
the  amount  of  direct  wages  and  benefit  plan  contributions 
granted  priority  status  is  also  woefully  inadequate.   A 

bankruptcy  statute  first  appeared  in  the  laws  of  the  United 

1/ 

States  in  the  year  18  00.   Subsequently,  in  the  Bankruptcy 

Act  of  1841  a  provision  was  enacted  granting  a  priority  for 
unpaid  wages  in  the  event  of  an  employer's  bankruptcy  and 
three  classes  of  priority,  the  third  of  which  was  wages, 
were  set  up.   At  that  time,  the  priority  granted  was  for  an 
amount  not  exceeding  $25.00  to  any  person  who  performed  any 
labor  as  an  employee  in  the  service  of  any  bankrupt  and  it 
further  required  that  said  sum  shall  have  been  earned  within 


1/   Bankruptcy  Act  of  1800,  c.19,  2  Stat. 19  repealed  by 
Act  of  December  19,  1803,  c.6,  2  Stat. 248. 
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1/ 
the  six-month  period  next  preceding  the  bankruptcy. 

Thereafter,  by  successive  amendments,  the  prior- 
ity granted  "wages"  was  gradually  raised.   In  1926,  the 

2/ 

amount  of  priority  was  raised  to  $600  maximum.   With  the 

passage  of  the  Chandler  Act  in  1938,  wages  were  granted  a 

priority  ahead  of  all  other  claims  except  those  represent- 

1/ 

ing  the  actual  costs  of  preserving  the  bankrupt's  estate. 

In  1841,  the  period  of  wage  priority  was  six 
months.   Over  the  years,  as  Congress  increased  the  amount 
of  wage  priority,  it  concomitantly  decreased  the  period  of 
priority;  a  three-month  period  was  established  in  1926. 
That  period  has  not  been  changed  since.   It  must  be  changed 
today . 

There  are  cases,  I  am  sure,  where  employees  of 
very  large  employers  —  very  likely  in  major  hard  goods 
industries  —  would  not  tolerate  wage  delinquency  for  very 
long.   But  such  employers  rarely  go  into  a  bankruptcy  and 
their  particular  problems  are  of  limited  concern.   However, 
in  those  sectors  of  the  economy  where  smaller  enterprises 

2/        Act  of  August  19,  1841,  c.9,  5  Stat.  440. 
3/   Act  of  March  27,  1926,  c.406,  44  Stat.  662. 
4/   Act  of  June  22,  1938,  c.  575,  52  Stat.  840. 
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prevail,  employees  are  willing  to  defer  payment  of  wages 
to  keep  their  employer  going.   It  is  very  possible,  then, 
that  wages  may  be  owed  for  more  than  three  months,  and  the 
amount  owed  can  mount  up  substantially.   Moreover,  it  is 
frequently  the  case  that  the  wages  owed  accumulate  during 
the  substantial  period  of  time  during  which  an  employer 
teeters  at  or  near  the  edge  of  bankruptcy  before  succumbing. 
The  measuring  period  specified  by  Section  507(3)  (A)  of  S.2266 
should,  therefore,  be  increased  to  six  (6)  months  "before 
either  the  date  of  the  petition  or  the  substantial  cessa- 
tion of  the  debtor's  business,  whichever  occurs  first." 

Once  the  measuring  period  is  extended  the  amount 
of  wage  priority  must  also  be  increased  to  bring  it  up-to- 
date.   In  1926,  the  Bankruptcy  Act  limited  the  amount  of 
wages  entitled  to  priority  to  $600.   It  does  not  require  an 
economic  pundit  to  recognize  that  since  192  6  the  definition 
of  "wages"  has  been  enlarged  in  scope  and  that  the  average 
wage  paid  to  an  employee  in  the  United  States  has  risen  very 
substantially.   Today  it  would  require  many,  many  times  $600 
to  buy  what  that  amount  would  buy  in  1926.   The  $1,800  fig- 
ure provided  in  Section  507 (3) (B)  of  the  bill  is,  therefore, 
plainly  insufficient.   At  the  modest  figure  of  $5.00  an  hour 
for  a  40-hour  week  or  $200  per  week,  the  $1,800  figure  is 
consumed  in  but  nine  weeks.   This  hourly  rate  is  double  or 
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more  for  many  wage  earners  and  the  period  of  priority 
thereby  shrinks  correspondingly.   With  wages  and  benefit 
plan  contributions  added  together  for  purposes  of  deter- 
ing  the  maximum  amount  entitled  to  priority,  the  insufficiency 
of  the  $1,800  figure  is  manifest.   Accordingly,  we  strongly 
urge  that  this  Committee  increase  the  amount  of  wage  prior- 
ity substantially  upward.   We  suggest  $3,000  or  more. 

Our  last  major  criticism  of  the  bill  concerns 
Section  365,  affirming  the  power  of  the  trustee  in  bank- 
ruptcy to  reject  future  performance  of  a  labor  contract, 
just  as  he  can  a  commercial  contract.  We  strongly  urge 
that  the  bill  be  revised  to  deny  such  power  of  rejection 
to  trustees. 

Prevailing  legal  authority  makes  it  clear  that 
a  trustee  in  bankruptcy  can  reject  a  collective  bargaining 
agreement  (so  long  as  it  is  not  subject  to  the  Railway 
Labor  Act),  on  the  theory  that  Section  313(1)  of  the  Bank- 
ruptcy Act  makes  no  distinction  between  kinds  of  executory 
contracts.   This  was  the  implication  of  Truck  Drivers  Local 
Union  No. 807  v.  Bohack  Corp. ,  541  F.2d  312  (2d  Cir.1976) 
and  the  holding  in  REA  Express,  92  LRRM  3244  (S.D.N.Y. 1976) ; 
In  re  Penn  Fruit,  92  LRRM  3548  (E.D.Pa. 1976) ;Carpenters  Local 
Union  No. 2746  v.  Turney  Wood  Products,  Inc.,  289  F.Supp.143 
(W.D. Ark. 1968) ;  and  In  re  Klaber  Bros.,  Inc.,  173  F.Supp.83 
(S.D.N.Y. 1959) ,  a  case  which  involved  a  Chapter  XI  proceeding, 
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The  federal  bankruptcy  statute  was  never  in- 
tended to  disrupt  the  day-to-day  operations  of  the  debtor's 
estate.   In  fact,  the  policy  behind  the  law  is  the  reverse: 
preservation  and  enhancement  of  the  estate.   But  the  dis- 
ruption in  labor  relations  which  results  from  terminating 
the  collective  agreement  endangers  the  estate,  which  is 
precisely  the  contingency  sought  to  be  avoided  by  permit- 
ting rejection  of  executory  contracts. 

Collective  bargaining  agreements  are  an  integ- 
ral part  of  the  industrial  environment.   They  are  insepar- 
able from  a  worker's  tools  or  his  workbench.   The  United 
States  Supreme  Court  has  repeatedly  recognized  this  unique- 
ness.  In  such  cases  as  John  Wiley  &  Sons  v.  Livingston, 
376  U.S. 543  (1964),  it  has  even  imposed  liability  under  a 
collective  agreement  on  a  successor  employer,  finding  that 

the  agreement  is  an  essential  part  of  the  enterprise  and, 

5/ 

like  a  lien  on  real  estate,  runs  with  the  enterprise. 

If  a  trustee  in  bankruptcy  is  endowed  with  the 
power  to  reject  a  collective  bargaining  agreement,  the 
security  of  the  bankruptcy  process  is  undermined.   Rejection 
of  the  labor  contract  makes  preservation  of  the  estate  dif- 
ficult, if  not  impossible,  for  rejection  of  the  agreement 


5/  See  also  Howard  Johnson  Company,  Inc.  v.  Detroit  Local 

Executive  Board,  417  U.S. 249  (1974). 
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reinstates  the  right  to  strike.   But  the  reinstated  right 
is,  in  fact,  an  illusion.   Workers  are  not  likely  to  engage 
in  a  strike  which  may  signal  the  demise  of  their  jobs. 
Consequently,  in  order  to  promote  the  policies  behind  the 
Bankruptcy  Act  and  to  protect  workmen,  trustees  should  not 
be  given  the  power  to  reject  collective  bargaining  agree- 
ments.  The  necessary  correction  in  S.2266  may  be  made  by 
simply  inserting  the  words  "except  a  collective  bargaining 
agreement"  in  line  3,  page  63  of  the  bill,  after  the  words 
"executory  contract"  in  Section  365(a). 

The  lack  of  protection  for  working  people  in 
the  bankruptcy  law  of  this  country  may  be  held  responsible 
for  untold  misery  and  poverty.   The  need  for  prompt  enact- 
ment of  the  changes  suggested  by  S.2266  and  modified  herein 
is,  therefore,  compelling.  We  urge  this  Committee  and  the 
Congress  to  heed  the  need  and  to  adopt  the  suggestions  we 
make  today,  for  they  are  in  the  interests  not  only  of  the 
many  millions  in  the  nation  who  work  but  of  the  nation  as 
a  whole. 


Room  6306 

Dirksen  Senate  Office  Building 

Washing,  D.C.  20510 

November  30,  1977 
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STATEMENT   OF   RAEDER    LARSON 


November    30,    1977 


for   the 

Subcommittee  On  Improvements 

In   Judicial   Machinery  -  of  the 

Committee  On   The   Judiciary 

United  States  Senate 


Mr.  Chairman,  thank  you  for  the  opportunity  to  submit  this  statement  for  the  record 
during  your  hearings  on  S.  2266,  a  bill  to  reform  the  bankruptcy  laws.  My  name  is 
Raeder  Larson,  and  I  reside  and  practice  law  at  Minneapolis,  Minnesota.  This  statement 
is  submitted  solely  on  behalf  of  and  in  my  capacity  as  chairman  of  the  Bankruptcy 
Committee  of  the  Minnesota  State  Bar  Association,  with  respect  to  this  pending 
bankruptcy  legislation,  which  concerns  the  special  interest  and  expertise  of  our 
committee,  pursuant  to  established  procedures  of  the  Minnesota  State  Bar  Association. 
My  personal  background  includes  service  on  the  ABA  Consumer  Bankruptcy  Committee, 
the  ABA  General  Practice  Bankruptcy  Committee  and  the  ABA  Task  Force  On  Revision 
Of  Bankruptcy  Laws,  and  many  years  of  law  practice  devoted  to  helping  individuals  and 
their  families  through  the  use  of  Chapter  XIII  Wage  Earner  Plan  Proceedings  under  the 
present  Bankruptcy  Act. 

At  your  invitation  and  by  our  letter  dated  September  9,  1977,  addressed  to  Senator 
Dennis  DeConcini  as  the  chairman  of  this  subcommittee,  we  commented  at  length  upon 
H.R.  8200,  the  bankruptcy  legislation  now  pending  in  the  House.  A  copy  of  that  letter, 
together  with  a  copy  of  our  resolution  dated  July  1977,  are  attached  hereto  and  made  a 
part  of  this  statement  as  Appendix  A  and  Appendix  B  respectively.  In  that  letter  we 
primarily  addressed  five  areas,  namely  the  two-thirds  in  amount  vote  requirement  in 
chapter  11,  a  fairness  standard  for  confirmation  of  chapter  13  plans,  the  proposed  U.  S. 
trustee  system,  the  jurisdiction  of  bankruptcy  courts,  and  the  structure  for  the 
bankruptcy  courts.  We  believe  the  comments  and  suggestions  made  in  our  September  9 
letter  are  also  appropriate  now  with  respect  to  S.  2266,  together  with  and  in  light  of 
several  additional  comments  we  will  make  in  this  statement. 

First,  S.  2266  like  H.R.  8200  has  a  two-thirds  in  amount  vote  requirement  in  chapter  1 1 
at  section  1126(c).  We  believe  this  requirement  should  be  reduced  to  a  simple  majority 
in  both  number  and  amount,  or  an  exception  should  be  provided  for  plans  not  dealing 
with  equity  securities,  which  would  apply  primarily  to  small  business,  as  fully  detailed  in 
our  letter.  We  believe  S.  2266  is  seriously  defective  in  this  regard.  We  urge  an 
appropriate  amendment  to  provide  basic  majority  vote  fairness  in  both  number  and 
amount,  preferably  for  all  chapter  11  cases,  but  certainly  for  the  small  business 
chapter  11  cases. 

Second,  S.  2266  like  H.R.  8200  contains  no  fairness  or  ability  standard  in  chapter  13  for 
confirmation  of  composition  plans  without  creditor  voting.  The  many  benefits  of 
chapter  13,  including  court  protection,  secured  claims  limited  to  value  of  collateral  and 
a  final  discharge  not  barring  a  subsequent  bankruptcy  discharge,  make  manifest  the 
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need  for  at  least  requiring  a  debtor  to  propose  payments  to  creditors  which  represent  a 
fair  proportion  of  his  assets  and  future  income  after  taking  into  account  his  needs, 
exemptions  and  responsibilities.  To  require  more  might  make  chapter  13  somewhat 
involuntary  in  practice,  but  to  require  less  might  permit  chapter  13  being  used  in 
practice  as  a  form  of  chapter  7  liquidation  with  more  benefits  and  few  disadvantages. 
We  believe  S.  2266  is  seriously  defective  in  this  regard.  We  urge  an  appropriate 
amendment  as  detailed  in  our  letter  requiring  that  chapter  13  plans  be  proposed  in  good 
faith  "as  debtor's  best  effort"  or  "as  reasonable  for  debtor's  circumstances". 

Third,  S.  2266  would  establish  panels  of  private  trustees  qualified  and  controlled  by  the 
administrative  office,  with  trustees  appointed  in  specific  cases  both  interimly  and 
permanently  by  the  bankruptcy  court.  We  believe  these  provisions  constitute  substantial 
improvement  upon  the  existing  trustee  system.  If  the  U.  S.  trustee  system  in  H.R.  8200 
should  be  inaugurated  instead  by  later  amendment,  that  system  should  be  placed  in  the 
administrative  office  for  appointment  and  supervision  as  suggested  in  our  letter. 

Fourth,  S.  2266  would  expand  the  bankruptcy  court  concurrent  jurisdiction  to  include  all 
civil  proceedings  by  or  against  the  trustee,  or  other  representative  including  a  debtor  in 
possession,  and  removal  from  state  courts  to  avoid  loss  of  assets  or  other  adverse 
effects.  We  believe  these  provisions  constitute  substantial  improvement  upon  the 
existing  limited  jurisdiction. 

Fifth,  S.  2266  would  continue  the  bankruptcy  courts  as  adjuncts  of  the  district  courts 
with  bankruptcy  judges  qualified  and  appointed  by  circuit  judicial  councils  for  twelve 
year  terms.  We  believe  these  provisions  significantly  improve  upon  the  existing  terms 
and  manner  of  appointment. 

Clauses  (3)  and  (7)  in  our  attached  resolution,  fully  discussed  in  our  September  9  letter, 
call  for  an  independent  bankruptcy  courts  administrative  office  and  adequate 
establishment  of  bankruptcy  courts  and  judges  as  full  members  of  the  federal  judicial 
system.  As  previously  indicated,  we  do  believe  S.  2266  significantly  improves  the  status 
and  tenure  of  bankruptcy  judges  and  the  jurisdiction  of  the  bankruptcy  courts.  Further 
improvements  to  achieve  necessary  administrative  support  services  and  full  federal 
judicial  system  membership,  such  as  membership  in  or  general  access  to  the  court 
policymaking  process  and  categorical  administrative  support  policies,  are  perhaps 
matters  of  degree  as  well  as  substance.  In  any  event,  we  would  strongly  support 
whatever  additional  steps  can  be  taken  at  this  time  to  establish  bankruptcy  courts  and 
judges  as  full  members  of  the  federal  judicial  system  with  sufficient  administrative 
support  and  support  systems.  We  do  not  consider  life  tenure  for  bankruptcy  judges  as 
being  essential  to  such  full  membership,  but  we  do  support  such  life  tenure  as  being 
generally  appropriate. 

Our  letter  also  referred  specifically  to  the  seven  other  proposals  contained  in  the  first 
resolve  of  our  resolution  which  we  have  considered  worthy  of  special  interest  and 
concern.  We  consider  S.  2266  basically  satisfactory  regarding  clauses  (1),  (2),  (5)  &  (6), 
which  favored  provisions  to  continue  court-supervised  judicial  proceedings  in  consumer 
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bankruptcies,  the  system  of  private  legal  representation  of  consumer  bankrupts,  trustee 
accountability  to  the  bankruptcy  judge  having  jurisdiction  of  the  case,  and  initial 
hearings  or  meetings  of  creditors  with  the  bankrupt  or  debtor  examined.  Our  letter 
briefly  discussed  clause  (4),  which  suggested  that  provision  be  made  for  court 
appointment  of  legal  counsel  for  assistance  to  indigent  consumer  bankrupts.  This 
statement  and  our  letter  have  both  addressed  clauses  (8)  and  (9)  regarding  the  two- 
thirds  in  amount  vote  requirement  in  chapter  11  and  a  fairness  standard  for 
confirmation  of  composition  plans  in  chapter  13. 

Our  September  9  letter  also  made  four  somewhat  technical  suggestions  regarding 
H.R.  8200.  We  continue  to  believe  that  section  523(a)(2)(B)  in  S.  2266  should  be 
amended  to  limit  the  exception  to  discharge  on  consumer  paper  for  a  false  financial 
statement  to  the  new  money  loaned  if  any.  We  hope  the  jurisdictional  removal  provision 
in  S.  2266  is  sufficient  to  permit  removal  when  a  trustee  is  a  party  defendant  in  a  state 
court  action  with  respect  to  his  official  duties.  We  note  and  commend  the  provisions  in 
S.  2266  to  apparently  continue  the  $150  minimum  trustee  charge  in  appropriate  cases  at 
section  326(a)  and  to  make  creditor  committees  in  chapter  11  apparently  discretionary 
at  section  1102(a)(1). 

We  must  however  note  and  view  with  alarm  and  dismay  section  1104(a)  requiring 
appointment  of  a  trustee  in  every  public  company  chapter  11  case,  and  section  1101(3) 
defining  a  public  company  as  owing  over  $5  million  and  having  over  1000  security 
holders.  These  debt  amounts  and  publicly  held  numbers  have  slight  meaning  nowadays 
and  little  relationship  to  the  need  for  a  trustee.  These  provisions  really  constitute 
automatic  appointment  of  a  receiver  who  would  operate  the  debtor's  business  under 
section  1108  and  promptly  propose  a  plan  under  section  1121.  No  useful  purpose  is 
served  and  much  unfairness  would  result  by  requiring  appointment  of  a  trustee  in  every 
case  coming  within  this  definition.  If  an  automatic  trustee  provision  must  be  included,  a 
better  definition  for  public  company  would  be  one  whose  equity  securities  are  listed 
with  a  major  stock  exchange.  We  strongly  and  urgently  suggest  that  sections  1101  and 
1104  be  amended  to  conform  with  H.R.  8200,  by  making  appointment  of  a  trustee 
discretionary  with  the  court. 

Mr.  Chairman,  thank  you  again  for  the  opportunity  to  submit  this  statement,  during  your 
hearings  on  S.  2266,  on  behalf  of  the  Bankruptcy  Committee  of  the  Minnesota  State  Bar 
Association.  Our  committee  is  continuing  to  study  and  evaluate  the  provisions  of 
S.  2266,  and  we  hope  your  subcommittee  will  welcome  further  written  commentary, 
when  these  studies  have  been  completed  and  our  comments  have  been  prepared 
for    transmittal. 
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Senator    Dennis   DeConcini 
Chairman,  Subcommittee  on  Improve- 
ments  In   Judicial    Machinery 
U.   S.   Senate    Judiciary    Committee 
4104   Senate  Office   Building 
Washington,   D.   C.  20510 


MINNEAPOLIS,  MINNESOTA   55402     •    PHONE:  612-335-1183 

President 

KELTON  GAGE 
Box  3049 

Mankato.MN  5600! 
(507)387-1166 


September   9,    1977 


Dear    Senator   DeConcini: 

Thank  you  for  the  invitation  to  comment  upon  H.R.  8200  for  new  comprehensive 
bankruptcy  legislation.  Our  bankruptcy  committee  has  studied,  considered  and  occasion- 
ally commented  upon  the  various  proposed  reforms  since  the  preliminary  drafts  of 
proposed  bankruptcy  rules  were  first  circulated  in  1971.  In  October-November  1975  our 
interest  and  concerns  regarding  consumer  debtors,  creditors  and  their  lawyers  prompted 
us  to  formulate  several  proposals  which  were  subsequently  adopted  by  the  Minnesota 
State  Bar  Association  in  December  1975  and  by  the  American  Bar  Association  in 
February  1976.  Since  then  we  have  submitted  various  commentary  to  your  subcommit- 
tee staff,  the  House  subcommittee  &  staff,  our  Minnesota  senators  &  congressmen  and 
other  state  bar  associations,  and  continued  to  participate  in  the  ongoing  ABA  process. 

The  enclosed  sample  resolution  dated  July  1977  was  prepared  and  adopted  by  our 
bankruptcy  committee  to  reflect  our  previous  proposals  and  current  developments.  The 
first  resolve  states  nine  proposals  we  have  considered  worthy  of  special  interest  and 
concern,  and  the  second  resolve  expresses  our  general  support  in  principle  for 
bankruptcy  legislation  which  would  provide  adequate  establishment  of  bankruptcy 
courts,  an  effective  bankruptcy  court  system  and  a  modern  bankruptcy  law,  legislation 
represented  generally  by  H.R.  8200,  the  bill  now  pending  in  the  House.  In  this  letter,  we 
would  like  to  address  and  comment  upon  H.R.  8200  generally  with  respect  to  our  second 
resolve,  including  the  three  major  current  contentions  on  the  courts,  jurisdiction  and 
trustee  system,  then  discuss  three  of  our  first  resolve  nine  proposals  regarding  court 
appointment  of  counsel  for  indigent  bankrupts,  creditor  class  voting  in  chapter  11  cases 
(including  involuntary  reorganization)  and  a  fairness  standard  for  confirmation  of 
chapter  13  cases,  and  conclude  with  four  somewhat  technical  improvement  suggestions. 

Senator  Humphrey  wrote  me  on  June  14  that  he  thinks  "revised  bankruptcy  legislation  is 
overdue",  and  I  cannot  say  it  better  or  stronger.  Any  bill  can  be  improved  and  any 
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structure  or  selection  can  provoke  quarrels,  but  overall  H.R.  8200  is  marvelous  work  and 
represents  legislation  which  is  overdue,  because  it  would  provide  the  bankruptcy  law, 
system  and  courts  which,  we  believe,  are  called  for. 

We  therefore  first  strongly  suggest  urgent  study,  such  amendments  as  may  be  deemed 
appropriate  and  early  passage  by  the  Senate,  followed  by  conference  committee 
settlement  and  final  enactment,  so  that  those  responsible  thereafter  among  bench,  bar 
and  court  &  administrative  offices  may  get  to  work  to  make  the  system  operate  as  soon 
as  possible  and  as  well  as  possible.  It  follows  that  contentions  about  such  matters  as 
court  structure,  exemptions  or  discharge  should  not  be  allowed  to  obscure  the  urgent 
overall  need  for  this  legislation  now.  Specifically,  the  three  current  contentions  which 
need  further  comment  are:  (a)  the  general  court  structure,  (b)  court  jurisdiction, 
powers,  venue  and  administrative  duties,  and  (c)  the  placement  of  the  proposed 
U.  S.  trustee  system. 

As  for  (a)  general  court  structure,  we  generally  believe  it  has  become  a  political  and  not 
a  practical  or  merits  decision.  We  strongly  support  the  Article  III  structure  of 
H.R.  8200,  although  we  had  anticipated  an  Article  I  structure  (but  now  have  doubts 
about  its  constitutionality),  and  we  would  be  satisfied  with  the  so-called  transition  court 
structure  being  further  detailed  and  made  permanent.  We  do  not  view  with  alarm  life 
tenure  for  bankruptcy  judges  and  we  do  not  view  with  dismay  twelve  or  fifteen  year 
terms.  We  do  view  with  deep  concern  the  existing  district  court  control,  six  year  terms 
and  lack  of  general  reasonable  access  to  the  Judicial  Conference  and  its  committees. 
We  also  view  Judicial  Conference  opposition  as  somewhat  clannish  &  misdirected  and 
bankruptcy  bench  &  bar  support  for  separate  &  independent  courts  as  somewhat 
sloganish  &  outdated. 

The  U.  S.  Tax  Court  has  been  called  an  Article  I  court  system  model  and  the  U.  S. 
Claims  &  Customs  Courts  may  be  Article  III  specialized  court  system  models,  but  in 
fact  and  for  many  reasons  these  courts  are  poor  models  for  a  bankruptcy  court  system. 
The  only  realistic  approach  is  to  recognize  the  existing  de  facto  specialized  bankruptcy 
court  system  as  unique,  operative  and  itself  the  best  model  but  needing  substantial 
improvement.  Further,  we  feel  that  eventual  experience  with  the  system  changes  and 
substantive  law  revisions  made  by  H.R.  8200  will  finally  indicate  the  need  for  less  than 
one  hundred  twenty  permanent  bankruptcy  judges.  Finally,  we  believe  bankruptcy  cases 
generally  are  no  more  but  certainly  no  less  important  than  other  federal  judicial 
business,  with  however  clearly  demonstrated  needs  for  highly  specialized  judges  and 
very  prompt  dispositions. 

Under  these  circumstances,  we  believe  any  bankruptcy  court  structure  will  be  satisfac- 
tory if  it  provides  specialized  career  judges  with  priority  bankruptcy  calendars, 
presidential  appointment  to  twelve  year  or  longer  terms,  fair  compensation  including 
retirement  benefits,  sufficient  administrative  support  <5c  support  systems,  membership  in 
or  general  access  to  the  court  policymaking  process,  and  enough  jurisdiction  and  powers 
to  include  all  matters  arising  under  or  related  to  any  bankruptcy  case.  In  addition,  we 
believe  the  bankruptcy  courts  and  judges  should  be  so  established  as  to  be  perceived  by 
everyone  as  full  members  of  the  federal  judicial  system,  as  summarized  in  our 
resolution  first  resolve  clause  (7). 
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We  therefore  strongly  recommend  the  H.R.  8200  court  structure  as  definitely  adequate 
but  we  do  not  foreclose  the  possibility  of  other  alternatives.  The  exact  details  however 
of  tenure,  status  and  placement  present  several  different  viable  alternatives  and  have 
become  political  decisions  to  be  made  by  and  within  Congress.  We  therefore  hope  your 
subcommittee  will  recognize  the  court  details  problem  as  now  being  basically  political, 
make  your  decisions  and  compromises  expeditiously,  and  accomplish  an  appropriate 
court  structure  as  soon  as  possible. 

As  for  (b)  jurisdiction,  powers,  venue  and  administrative  duties,  two  aspects  are 
involved.  First,  the  bankruptcy  courts  definitely  need  the  expanded  jurisdiction,  powers 
and  venue  provided  by  H.R.  8200  to  enable  the  bankruptcy  court  system  to  function 
effectively  and  economically.  Insolvency  is  always  bad  news,  and  delayed  handling  of 
matters  by  unspecialized  judges  is  far  worse.  In  brief,  all  parties  and  justice  itself  are 
ordinarily  best  served  by  bringing  all  matters  arising  under  or  related  to  any  bankruptcy 
case  into  one  place,  and  any  compromise  with  this  H.R.  8200  principle  should  be  done 
sparingly  and  cautiously. 

Second,  one  of  our  deep  concerns  which  led  to  our  MSBA  &  ABA  activities  in  1975-1976 
was  prompted  by  what  we  perceived  as  a  movement  to  remove  so  many  administrative 
duties  from  bankruptcy  court  control  that  consumer  debtors,  creditors  and  their  lawyers 
would  be  effectively  removed  from  any  relationship  with  the  bankruptcy  court.  Formal 
litigation  is  an  expensive  luxury  in  consumer  bankruptcy,  and  bankruptcy  court  overall 
control  of  consumer  bankruptcy  proceedings  has  symbolized  fairness  and  federal  court 
protection  for  all  parties,  which  is  then  reflected  in  private  decisions  and  agreements 
during  the  course  of  the  proceedings. 

These  considerations  are  summarized  in  our  resolution  first  resolve  clause  (1),  to  "retain 
court-supervised  judicial  proceedings  for  consumer  bankruptcies;".  Nevertheless,  many 
judicial  administrative  duties  can  and  should  be  transferred  to  clerks,  the  administrative 
office  and  the  U.  S.  trustees.  We  believe  H.R.  8200  has  struck  a  fine  balance  on  these 
matters,  giving  adequate  opportunity  for  flexible  and  continuous  system  and  rule 
changes  to  relieve  the  bankruptcy  judges  of  unnecessary  administrative  duties  and  yet 
retain  such  limited  overall  responsibilities  as  will  insure  ultimate  accountability  of  all 
parties  to  the  court  during  the  proceeding.  We  suggest  that  any  attempt  to  more 
particularize  such  duties  or  arbitrarily  assign  same  be  avoided  as  counter-productive. 

As  for  (c)  placement  of  the  U.  S.  trustee  system  for  professional  salaried  trustees  who 
will  also  supervise  private  trustees,  we  feel  Justice  Department  appointment  and 
supervision  would  work  but  probably  somewhat  awkwardly  and  we  would  prefer 
appointment  and  supervision  by  the  U.  S.  Courts  Administrative  Office.  Our  original 
recommendation  in  1975,  now  our  resolution  first  resolve  clause  (3),  envisaged  an 
independent  administrative  office  for  the  bankruptcy  court  system  to  provide 
administrative  support  and  support  systems,  including  guidelines  for  trustees  and 
attorneys,  among  numerous  suggestions  we  made  then.  We  still  believe  an  independent 
bankruptcy  courts  administrative  office  is  appropriate,  but  we  are  satisfied  with  the 
H.R.  8200  provisions  except  that  another  deputy  director  of  the  Administrative  Office 
should  be  established  with  primary  responsibility  for  the  bankruptcy  courts,  particularly 
if  appointment  and  supervision  of  U.  S.  trustees  is  assigned  to  this  office. 
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In  summary,  we  urge  your  considered  determination  as  soon  as  possible  on  bankruptcy 
court  structure  among  the  several  alternatives  available,  we  strongly  support  the 
Article  III  court  structure  contained  in  H.R.  8200  but  would  be  satisfied  with  any 
alternative  accomplishing  the  same  basic  objectives,  we  believe  the  jurisdiction, 
powers,  venue  and  administrative  duties  provisions  of  H.R.  S200  are  appropriate  and 
necessary,  and  we  would  prefer  the  U.  S.  Courts  Administrative  Office  appoint  and 
supervise  U.  S.  trustees  with  an  additional  deputy  director  established  with  primary 
responsibility  for  the  bankruptcy  court  system. 

The  first  resolve  of  our  resolution  states  the  nine  proposals  we  have  considered  worthy 
of  special  interest  and  concern.  We  feel  H.R.  8200  is  satisfactory  regarding  clauses 
(2),  (5)  &  (6),  which  favored  provisions  to  continue  the  system  of  private  legal  represen- 
tation of  consumer  bankrupts,  trustee  accountability  to  the  bankruptcy  judge  having 
jurisdiction  of  the  case  and  initial  hearings  or  meetings  of  creditors  with  the  bankrupt 
or  debtor  examined.  Clauses  (1),  (3)  &  (7),  regarding  court-supervised  judicial 
proceedings  in  consumer  bankruptcies,  a  bankruptcy  courts  administrative  office,  and 
adequate  establishment  of  bankruptcy  courts  and  judges  as  full  members  of  the  federal 
judicial  system,  have  been  discussed  above. 

Clause  Ct)  of  our  resolution  first  resolve  suggests  provision  be  made  for  court 
appointment  of  legal  counsel  for  assistance  to  indigent  consumer  bankrupts.  Legal  aid 
societies,  the  federal  Legal  Services  Corporation,  bar  association  referral  services, 
private  attorneys  and  remedial  garnishment  legislation  are  all  making  this  problem  less 
troublesome  than  before  however.  We  nevertheless  continue  to  believe  the  suggestion 
has  merit,  and  would  add  a  new  dimension  to  the  public  defender  concept,  in  a  federal 
civil  court.  The  general  concept  at  least  could  be  included  in  the  bill,  with  admittedly 
very  remote  practical  significance,  by  adding  an  additional  sentence  to  subsection 
303(d)  at  pages  23-24,  regarding  the  filing  of  answers  to  petitions  in  involuntary  cases, 
which  would  state:  "Upon  request  of  an  individual  debtor  alleging  indigency  and  for 
cause,  the  court  may  appoint  an  attorney  to  counsel  the  debtor  with  respect  to  the 
involuntary  petition  and  case  under  this  title." 

Clause  (8)  of  our  resolution  first  resolve  deals  with  creditor  voting  in  chapter  11 
business  reorganization  cases  and  what  we  believe  to  be  a  serious  flaw  in  subsection 
1126(c)  of  H.R.  8200,  which  requires  a  two-thirds  in  amount  vote  for  creditor  class 
acceptance  of  a  chapter  11  plan.  Under  present  Chapters  VIII,  X  &  XII,  generally  a  two- 
thirds  in  amount  vote  is  required  for  creditor  class  acceptance  of  plans,  arising  from 
complex  issues  of  fairness,  valuation,  securites  regulation  and  past  appellate  court 
decisions.  In  contrast  present  Chapter  XI  with  its  simple  majority  in  both  number  and 
amount  vote  requirement  is  overwhelmingly  preferred  and  used  by  business  debtors, 
creditors  and  their  attorneys  whenever  available. 

Combining  all  business  reorganization  provisions  into  one  chapter  has  many  attractions 
and  combined  chapter  11  in  H.R.  8200  is  generally  satisfactory  except  for  applying  a 
two-thirds  in  amount  vote  to  all  cases  regardless  of  size.  This  vote  requirement 
becomes  particularly  troublesome  when  combined  with  section  303  which  would  permit 
involuntary  chapter  11  cases  against  individuals  and  small  business  corporations  based 
upon  a  new  equity  insolvency  test  in  contrast  to  present  Chapter  XI  cases  being  only 
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voluntary  and  the  present  bankruptcy  insolvency  test.  We  understand  various  represen- 
tations from  the  Securities  And  Exchange  Commission  have  precluded  development  of 
an  individual  and  small  business  exception  to  the  two-thirds  in  amount  vote 
requirement,  which  is  historically  accepted  as  generally  appropriate  in  large  publicly 
held  cases  (although  of  less  validity  under  the  stringent  disclosure  requirements  of 
new   section    1125). 

We  therefore  believe  and  suggest  that  subsection  1126(c)  at  pages  197-198  be  changed 
from  "at  least  two-thirds  in  amount"  to  instead  "more  than  one-half  in  both  number  and 
amount".  Alternatively,  we  suggest  that  subsection  1126(c)  be  amended  by  further 
stating  that:  "provided  however  that  such  plan  has  been  accepted  by  such  class  if 
accepted  by  such  creditors  holding  more  than  one-half  in  both  number  and  amount  of 
such  allowed  claims  when  the  plan  does  not  impair  any  interests  or  classes  of  interests 
of  equity  securities."  (i.e.,  the  debtor  does  not  have  or  the  plan  does  not  deal  with 
equity  securites),  because  we  strongly  believe  that  creditor  class  acceptance  by 
majority  vote  in  amount  should  apply  to  any  chapter  11  plan  with  adequate  section  1125 
disclosure  and  not  dealing  with  equity  securites.  We  recognize  the  two-thirds  vote 
theory  when  plan  proponents  in  major  cases  seek  to  reserve  something  for  junior  debt  or 
interests,  but  two-thirds  is  simply  too  much  in  small  business  cases,  and  we  believe  that 
"plan  does  not  impair  ....  equity  securites"  would  be  a  fair  and  viable  qualifying  test 
for  majority  in  amount  voting.  A  further  advantage  is  that  the  test  would  apply  to 
almost  all  small  businesses  and  would  exclude  most  major  cases  without  having  to  define 
small  business  by  debts,  assets,  receipts,  capital  structure  or  publicly  held  numbers. 

Closely  connected  with  our  concerns  about  voting  in  chapter  11  cases  are  the 
involuntary  case  provisions  of  section  303,  made  applicable  to  both  chapter  7  and 
chapter  11  by  subsections  303(a)  <5c  303(b).  Frankly  our  committee  is  deeply  divided  on 
involuntary  bankruptcy,  some  feeling  very  strongly  that  these  provisions  pose  serious 
danger  for  struggling  solvent  but  cash-short  small  business  firms  from  vindictive  or 
competing  creditors,  others  feeling  equally  strongly  that  payment  failure  is  serious 
enough  and  involuntary  bankruptcy  including  involuntary  reorganization  should  be  then 
available,  and  still  others  feeling  that  all  individuals  should  then  be  exempt,  particularly 
if  any  farmers  are  exempt.  A  policy  decision  is  involved  of  course  and  such  is  the 
primary  business  of  Congress. 

For  what  it  may  be  worth  to  you,  we  believe  a  heavy  majority  of  our  ninety  members 
would  choose  the  equity  insolvency  test  rather  than  acts  of  bankruptcy  if  a  choice  must 
be  made,  a  lesser  majority  would  freely  choose  the  equity  insolvency  test  in  any  event, 
another  but  much  slimmer  majority  with  considerable  cross-overs  would  favor 
exempting  all  individuals  from  involuntary  bankruptcy  if  such  equity  insolvency  test  is 
established  as  a  sole  determinant,  and  a  very  strong  minority  would  favor  complete 
deletion  of  chapter  11  from  section  303  because  they  are  completely  opposed  to  the 
concept  that  unpaid  creditors  should  be  able  to  force  a  chapter  1 1  proceeding  by  an 
involuntary  petition  under  any  circumstances.  Finally,  another  strong  minority  would 
even  suggest  insertion  of  section  1301  provisions  for  stay  of  action  against  codebtors 
into  chaper  11  for  involuntary  cases  if  section  303  continues  to  permit  an  involuntary 
chapter  11  case,  because  the  owner-principals  of  many  small  business  corporations  have 
personally  guaranteed  bank  paper  and  secured  debts  of  the  business  and  the  filing  of  an 


954 


involuntary  chapter  11  petition  would  trigger  demands  for  immediate  payment  from 
such  owner-principal. 

We  hope  this  report  of  local  professional  opinion  regarding  involuntary  chapter  11  cases 
might  be  helpful  as  reflecting  various,  legitimate  and  even  conflicting  concerns.  The 
undersigned  is  personally  convinced  that  the  key  to  viable  resolution  of  these  serious 
conflicting  concerns  may  be  found  not  in  section  303  but  rather  in  subsection  1126(c)  for 
creditor  voting.  If  majority  rather  than  two-thirds  creditor  class  acceptance  were 
provided  and  required,  all  these  concerns  would  be  muted  and  reduced,  because  a 
majority  vote  requirement  represents  hope  and  fairness  to  a  small  business  debtor 
struggling  to  propose  an  acceptable  plan  after  being  forced  into  chapter  II  by  an 
involuntary  petition  whereas  a  two-thirds  vote  requirement  represents  a  stacked-deck 
and  involuntary  besides.  We  therefore  strongly  urge  that  subsection  1126(c)  be  changed 
to  provide  creditor  class  acceptance  by  majority  vote  in  both  number  and  amount,  at 
least  for  chapter  11  plans  not  dealing  with  equity  securities,  as  appropriate  on  the 
merits  stated  above,  and  further  as  mitigating  and  balancing  the  serious  concerns 
arising  from  the  anticipated  retention  of  involuntary  chapter  1 1  cases  under  section  303 
for  both  corporations  and  individuals. 

Clause  (9)  of  our  resolution  first  resolve  deals  with  what  we  believe  to  be  another 
serious  flaw  in  H.R.  8200,  regarding  court  confirmation  of  chapter  13  plans.  In  effect, 
section  1325  at  pages  230-231  would  require  court  confirmation  of  a  20%  composition  of 
$20,000  unsecured  debts  if  non-exempt  assets  were  less  than  $4000  and  the  plan  was 
proposed  in  "good  faith"  even  though  the  debtor  regularly  earned  $30,000  annually  and 
had  no  family  responsibilities.  Under  present  Chapter  XIII  for  wage  earner  plan  cases, 
unsecured  creditors  must  accept  the  plan  by  majority  vote.  New  chapter  13  does  not 
provide  a  creditor  vote,  which  is  not  inappropriate  since  creditor  voting  in  consumer 
payment  plan  cases  represents  more  paper  than  substance.  New  chapter  13  however  will 
be  available  to  individual  small  business  owners  and  more  importantly  a  confirmed 
composition  plan  will  not  prevent  a  subsequent  bankruptcy  discharge  within  the  normal 
six  year  bar  period  in  contrast  to  present  law. 

These  new  circumstances  suggest  the  court  should  have  some  fairness  standard  to  apply 
for  confirmation  of  chapter  13  plans,  since  past  practice  requiring  formal  creditor 
acceptance  with  full  payment  plans  the  norm  made  any  fairness  standard  basically 
unnecessary.  Any  fairness  standard  is  difficult  to  establish  and  apply  however,  given 
the  wide  disparities  in  incomes,  attitudes  and  personal  expenses  among  individuals  and 
their  families.  We  suggest  that  section  1325(a)(3)  at  page  231  be  amended  to  read: 
"(3)  the  plan  has  been  proposed  in  good  faith  as  debtor's  best  effort  and  not  by  any 
means  forbidden  by  law;".  An  alternative  wording  would  be  that:  "(3)  the  plan  has  been 
proposed  in  good  faith  as  reasonable  for  debtor's  circumstances  and  not  by  any  means 
forbidden  by  law;". 

Finally,  we  would  like  to  suggest  four  more  technical  but  still  important  changes  in  the 
House  bill.  First,  subsection  523(a)(2XB)  at  page  96  regarding  false  financial  statements 
does  not  exclude  simple  renewal  or  extension  of  consumer  paper  and  we  think  it  should, 
to  codify  existing  case  law  and  since  financial  statements  in  consumer  finance  have 
been  subject  to  much  abuse.  We  suggest  the  preamble  to  523(a)(2)(B)  be  amended  to 
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read:  "(B)  use  of  a  statement  in  writing,  except  a  consumer  debt  to  the  extent  such  debt 
includes  an  extension  or  renewal  of  a  previous  consumer  debt-".  Second,  subsection 
48(c)  of  the  present  Bankruptcy  Act  permits  the  court  to  allow  a  total  minimum  trustee 
charge  of  $150  in  appropriate  cases.  We  believe  this  provision  has  proved  practical, 
desirable  and  equitable  and  we  recommend  it  be  included  in  the  new  bankruptcy 
legislation  also,  by  amendment  to  subsection  326(a)  at  page  31.  Third,  subsection 
1471(a)  of  section  243-Title  II  at  page  261  grants  to  the  bankruptcy  courts  exclusive 
jurisdiction  of  all  cases  under  Title  11.  We  suggest  that  specific  reference  to  trustees 
may  be  desirable  to  make  clear  such  exclusive  jurisdiction  extends  to  all  suits  against  a 
liquidation  trustee,  to  avoid  making  removal  necessary  if  any  ambiguity  exists.  The 
problem  occurs  infrequently,  but  specific  reference  here  or  elsewhere  in  the  bill  would 
be  helpful  to  remove  any  uncertainty  for  lawyers  not  familiar  with  bankruptcy  matters. 

Fourth  and  finally,  we  suggest  that  subsection  1102(a)(1)  at  page  178  on  creditors 
committees  in  chapter  1 1  cases  be  amended  so  that  the  court  "may"  rather  than  "shall" 
appoint  an  immediate  unsecured  creditors  committee.  Alternatively  and  perhaps  more 
appropriately,  wording  such  as  "unless  the  court  determines  that  such  appointment  is 
not  necessary,  on  request  of  a  party  in  interest,  and  after  notice  and  a  hearing,"  should 
be  added  instead.  We  believe  the  court  should  have  this  discretion  also,  since  even  an 
(official)  unsecured  creditors  committee  may  be  unnecessary  and  uneconomical  for 
many  simpler  or  smaller  cases.  Thereupon  the  word  "additional"  should  be  deleted  in 
subsection  1 102(a)(2)  to  conform  with  such  discretion  thus  provided  in  subsection 
1102(a)(1).  We  specifically  concur  with  the  absence  of  provisions  for  election  of  trustees 
or  committees  by  creditors  in  chapter  1 1  cases,  believing  that  sufficient  creditor 
protection  and  control  is  provided  by  all  provisions  generally  and  that  specific 
appointments  are  best  left  to  judicial  discretion. 

We  very  much  appreciate  this  opportunity  to  comment  on  H.R.  8200  and  thank  you  for 
considering  these  various  suggestions  and  comments,  which  we  hope  might  be  helpful  to 
improve  an  already  fine  bill.  This  detailed  letter  is  submitted  solely  on  behalf  of  the 
bankruptcy  committee,  with  respect  to  the  pending  bankruptcy  legislation  which 
concerns  the  special  interest  and  expertise  of  this  committee,  pursuant  to  established 
procedures  of  the  Minnesota  State  Bar  Association. 


RLtbrs 
Enclosure 

cc:  Senator  Wendell  R.  Anderson 
Senator  Hubert  H.  Humphrey 
Vice  Pres.  Walter  F.  Mondale 


Caeder   Larson,   Chairman 
MSBA  Bankruptcy  Committee 
902   National    Building 
Minneapolis,  Minnesota  55402 
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APPENDIX   B 

SAMPLE   RESOLUTION 

REGARDING   CONSUMER   BANKRUPTCY 

AND   BASIC   COURT   FRAMEWORK   &    PROCESS 


WHEREAS,  legislation  for  new  federal  bankruptcy  laws  and  bankruptcy  courts  is  now 
pending  in  Congress  (H.R.  8200  -  95th  Congress),  and  there  is  need  for  improvement  in 
the  law,  procedure  and  administration  of  consumer  bankruptcy  cases  within  an  improved 
judicial  framework,  while  continuing  to  recognize  that  the  inherently  adversary 
character  of  consumer  bankruptcies  (90%  of  all  bankruptcy  cases  filed)  requires  judicial 
resolution,  and  that  consumer  bankrupts  or  debtors,  their  creditors  and  the  public  are 
best  served  by  use  of  the  judicial  process,  an  appropriate  judicial  forum,  and  personal 
legal  representation  during  the  course  of  bankruptcy  proceedings;  and 

WHEREAS,  the  House  Of  Delegates  of  the  American  Bar  Association  adopted  on 
February  16,  1976,  a  resolution  containing  the  first  five  clauses  of  the  following  resolve 
provisions  and  adoption  thereof,  together  with  four  additional  clauses  (and  two  other 
resolves),  would  be  appropriate  and  timely  as  part  of  the  continuing  legislative  process; 

NOW,  THEREFORE,  BE  IT  RESOLVED,  that  the  MSBA  Bankruptcy  Committee 
favors  incorporation  of  provisions  in  bankruptcy  legislation  affecting  consumer 
bankrupts  enacted  by  Congress  that  would:  (1)  retain  court-supervised  judicial 
proceedings  for  consumer  bankruptcies;  (2)  continue  the  system  of  private  legal 
representation  of  consumer  bankrupts;  (3)  establish  an  administrative  office  of  the 
federal  bankruptcy  courts  to  provide  necessary  independent  administrative  support  and 
support  systems;  (*f)  provide  for  court  appointment  of  legal  counsel  for  assistance  to 
indigent  consumer  bankrupts;  (5)  continue  trustee  accountability  to  the  bankruptcy 
judge  having  jurisdiction  of  the  case;  (6)  continue  initial  hearings  or  meetings  of 
creditors  with  the  bankrupt  or  debtor  examined;  (7)  adequately  establish  the  bankruptcy 
courts  and  judges  as  full  members  of  the  federal  judicial  system;  (8)  provide  creditor 
class  acceptance  of  plans  by  majority  vote  in  both  number  and  amount  for  individual  and 
all  small-business  chapter  11  cases;  (9)  provide  a  reasonable  fairness  standard  for  any 
court  power  to  confirm  plans  for  consumer  and  individual  small-business  chapter  13 
cases  without  creditor  acceptance  voting. 

BE  IT  FURTHER  RESOLVED,  that  the  MSBA  Bankruptcy  Committee  favors,  in 
principle,  enactment  by  Congress  of  appropriate  new  comprehensive  bankruptcy 
legislation  which  would  provide  adequate  establishment  of  the  bankruptcy  courts,  an 
effective  bankruptcy  court  system  and  a  modern  bankruptcy  law,  legislation  represented 
generally  by  H.R.  8200  (95th  Congress). 

BE  IT  FURTHER  RESOLVED,  that  the     chairman  of  this      committee 

or  his  designee  be  authorized  to  present  and  publicize  these  views  to  the  appropriate 
committees  and  members  of  the  Congress. 


July  1977 

Bankruptcy  Committee 

Minnesota   State   Bar   Assn. 
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STATEMENT 

Of   the 

NATIONAL  CATTLEMEN'S  ASSOCIATION 

before   the 

SUBCOMMITTEE  ON  IMPROVEMENTS  IN  JUDICIAL  MACHINERY 

COMMITTEE  ON  THE  JUDICIARY 

U.S.  SENATE 

Relative  to 

S.  2266 

A  Uniform  Law  on  the  Subject  of  Bankruptcies 

Presented  by 

Tom   Remington 
Chairman,  Marketing  Committee 
National  Cattlemen's  Association 
P.O.  Box  569,    1001  Lincoln  Street 
Denver,  Colorado  80201 


December  1,  1977 


The  NCA  was  created  on  September  1,  1977,  by  the  consolidation  of  the 
American  National  Cattlemen's  Association  and  the  National  Livestock 
Feeders  Association  and  is  the  national  spokesman  for  all  segments  of 
the  nation's  beef  cattle  industry  —  including  cattle  breeders,  produ- 
cers, and  feeders.   The  NCA  represents  approximately  2  80,000  profes- 
sional cattlemen  throughout  the  country.   Membership  includes  individual 
members  as  well  as  52  affiliated  state  cattle  associations  and  13 
affiliated  national  breed  organizations. 
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STATEMENT 

S.  2266 
A  Uniform  Law  on  the  Subject  of  Bankruptcies 

The  National  Cattlemen's  Association  appreciates  the  opportunity 
to  testify  before  the  Senate  Committee  on  the  Judiciary. 

My  name  is  Tom  Remington  and  I  am  a  commercial  feedlot  owner 
and  operator  in  Colexico,  California,   I  also  currently  serve  as 
the  President  of  the  California  Cattle  Feeder's  Association  and  as 
the  Chairman  of  the  Marketing  Committee  of  the  NCA. 

We  in  the  cattle  industry  and  all  agricultural  producers  are 
very  much  concerned  with  the  current  bankruptcy  legislation, 
S.  2266,  and  its  effect  on  our  operations.   As  currently  written, 
some  portions  of  the  legislation  threaten  to  remove  inadvertently 
much  of  the  protection  afforded  to  farmers  and  ranchers  under  the 
Packers  and  Stockyards  Act  and  the  Perishable  Agricultural  Commodi- 
ties Act  (PACA) .   As  you  know.  Agriculture  and  the  cattle  industry 
in  particular  operate  largely  on  a  cash  basis;  and  protection  from 
default  and  payment  in  the  case  of  bankruptcy  are  absolutely  essen- 
tial to  our  operations. 

One  area  of  concern  is  found  in  Section  525.   Section  525  of 
S.  2266  is  designed  to  prohibit  any  governmental  body  from  denying 
a  license  to,  discriminating  against,  or  denying  employment  to  a 
person  solely  because  he  has  been  bankrupt,  is  insolvent  before  com- 
mencement of  or  during  bankruptcy  proceedings , or  has  not  paid  a 
debt  that  was  discharged  under  bankruptcy.   The  intent  of  this  sec- 
tion is  to  prevent  discrimination  against  a  person  solely  because 
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he  has  been  bankrupt  and  we  agree  with  that  concept.   If  enacted 
as  currently  written,  however,  Section  525  would  greatly  reduce  the 
effectiveness  of  the  Packers  and  Stockyards  Act  and  the  Perishable 
Agricultural  Commodities  Act  in  protecting  cattlemen  and   other 
agricultural  producers  from  persons  who  are  or  have  been  bankrupt. 
For  instance,  the  P  and  S  Act  provides  that  the  Secretary  of  Agri- 
culture can  require  market  agencies  and  dealers  operating  subject 
to  the  Act  to  "register"  with  the  Secretary.   The  Secretary  also  has 
the  power  to  suspend  the  license  of  a  registrant  whenever  he  finds 
a  person  is  insolvent  or  has  violated  any  part  of  the  Act.   Without 
those  statutory  powers,  the  cattleman  has  little  resources  or  pro- 
tection from  unscrupulous  dealers  and  market  agencies.   The  P  and  S 
Act  is  not  designed  to  sanction  a  person  solely  because  he  us  in- 
volved in  a  bankruptcy  but  rather  because  he  has  violated  provisions 
of  the  P  and  S.   However,  under  Section  525,  the  bankrupt  person 
would  have  immunity  from  proceedings  originating  from  the  P  and  S 
Act. 

To  prevent  this  inequity,  we  would  recommend  the  following 
amendment  be  made  to  the  proposed  Section  525. 

Insert  at  the  beginning  of  Section  525,  page  99,  line  23, 

the  following  language: 

"Except  as  provided  in  the  Perishable  Agricultural 
Commodities  Act,  1930  (7  U.S.C.  499a-499s) ,  the 
Packers  and  Stockyards  Act,  1921  (7.  U.S.C.  181-229), 
and  section  1  of  the  Act  entitled  'An  Act  making  ap- 
propriations for  the  Department  of  Agriculture  for 
the  fiscal  year  ending  June  30,  1944,  and  for  other 
purposes:  approved  July  12,  1943  (57  Stat.  422; 
7  U.S.C.  204) . ■" 

The  House  adopted  this  amendment  during  discussion  of  com- 
panion bill  H.R.  8200  on  October  28,  1977. 


960 


The  second  area  of  concern  occurs  in  Section  541  when  property 

belonging  to  the  debtor  is  actually  not  property  of  the  debtor  but 

is  held  in  trust  for  another.   In  addressing  that  situation,  the 

House  report  accompanying  H.R.  8200  stated: 

"for  example,  If  the  debtor  has  incurred  medical  bills 
that  were  covered  by  insurance,  and  the  insurance  com- 
pany had  sent  the  payment  of  the  bills  to  the  debtor 
before  the  debtor  had  paid  the  bill  for  which  the  pay- 
ment was  reimbursement,  the  payment  would  actually  be 
held  in  a  constructive  trust  for  the  person  to  whom  the 
bill  was  owed.   This  section  and  proposed  11  U.S.C.  545 
also  will  not  affect  various  statutory  provisions  that 
give  a  creditor  of  the  debtor  a  lien  that  is  valid  out- 
side as  well  as  inside  bankruptcy,  or  that  creates  a 
trust  fund  for  the  benefit  of  a  creditor  of  the  debtor, 
See  Packers  and  Stockyards  Act  Section  206,  7  U.S.C. 
196." 

The  NCA  requests  that  the  Senate  adopt  similar  language  in 
the  bill  S.  2266  or,  at  the  very  least,  in  the  accompanying  report. 

Inclusion  of  these  amendments  would  insure  farmers  and 
ranchers  of  continued  protection  under  the  PACA  and  P  and  S  Act, 
including"prompt  payment"  and  "trust"  amendments  passed  in  1976. 

The  prompt  payment  amendment  assured  producers  of  being  paid 
for  their  product  by  check  or  wire  transfer  by  the  close  of  the 
next  business  day  after  the  sale.   This  assures  the  producer  of 
relatively  prompt  payment  without  causing  undue  hardship  to  packers. 

The  trust  amendment  also  makes  good  moral  and  legal  sense. 
Until  its  passage,  if  a  packer  went  bankrupt,  a  creditor  who  had 
no  financial  investment  in  the  cattle  actually  stood  ahead  of  the 
feeder  who  had  "sold"  the  cattle  to  the  packer.   Most  certainly 
it  was  grossly  inequitable  to  allow  a  packer  to  commit  property 
(livestock)  for  which  he  had  not  paid  to  a  third  party  as  collate- 
ral and  then  allow  that  third  party  to  stand  ahead  of  the  pro- 
ducer if  the  packer  fails. 
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All  of  these  situations  were  definite  threats  to  the  cattle- 
man until  the  passage  of  the  P  and  S  amendments.   When  American 
Beef  Packers  defaulted,  they  left  livestock  producers  with  non- 
payment of  $22  million  for  livestock.   Personally,  my  business 
suffered  considerable  loss  when  a  California  packer  defaulted; 
and  the  recent  bankruptcy  of  a  packing  business  operating  in 
Tennessee  and  North  Carolina  left  creditors,  including  livestock 
producers,  out  $3  million. 

Our  only  request  is  that  propoer  steps  be  taken  to  assure 
farmers,  ranchers,  and  feeders  that  these  losses  do  not  begin 
to  occur  again.   We  fought  a  hard  battle  for  the  P  and  S  amend- 
ments only  a  year  ago,  and  we  are  asking  your  help  in  protecting 
them. 
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Federal  Home  Loan  Bank  Board 


Mill 


320  First  Street,  N.W. 
Wash.ngton,  DC.  20552 

Federal  Home  Loan  Bank  System 
Federal  Home  Loan  Mortgage  Corporation 
Federal  Savings  and  Loan  Insurance  Corporation 


December  2,  1977 


The  Honorable  Dennis  DeConcini 

Chairman 

Subcommittee  on  Improvements  in 

Judicial  Machinery 
United  States  Senate 
Washington,  D.C.    20510 

Dear  Mr.  Chairman: 


This  letter  is  in  response  to  your  request  for  the  Board's 
comments  on  S.  2266,  a  bill  to  establish  a  uniform  law  on 
bankrupty.   Because  savings  and  loan  associations  are  excluded 
from  coverage  under  the  Bankruptcy  Act  and  would  retain  their 
exclusion  under  S.  2266,  the  Board  has  only  a  few  comments 
to  make  on  the  bill.  However,  we  appreciate  having  this 
opportunity  to  offer  our  views  on  provisions  of  the  legislation 
which  would  directly  affect  the  status  of  secured  lenders. 

The  Bank  Board  is  pleased  to  see  the  technical  amendments 
in  S.  2266  which  would  add  the  modern  term  "savings  and  loan 
association"  to  the  list  of  entities  excluded  from  the  bill's 
coverage  and  which  would  permit  trustees  in  bankruptcy  to  deposit 
the  funds  of  an  estate  in  S&Ls  as  well  as  in  commercial  banking 
institutions . 

In  our  review  of  the  legislation  we  have  found  several 
provisions  which  we  endorse  because  they  give  residential 
mortgage  lenders  more  certainty  in  their  relationships  with 
borrowers . 

1)   Section  363  of  the  bill,  which  deals  with  the  use, 
sale  or  lease  of  a  debtor's  property  by  the  trustee,  appears 
to  strike  an  equitable  balance  between  the  debtor  and  creditor. 
We  would  like  to  suggest,  however,  certain  procedural  changes 
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as  follows.   The  assurance  of  "adequate  protection"  of  the 
interests  of  the  secured  party  should  be  made  a  precondition 
of  any  use,  sale  or  lease  of  the  property  in  question.   Further- 
more, any  rents  or  other  income  resulting  from  the  exercise 
of  this  authority  should  be  segregated  and  possibly  paid  to 
the  secured  creditor.   Finally,  any  sale  or  lease  should 
be  stayed  long  enough  to  permit  the  filing  of  an  appeal. 

2)   Section  1322(b)(2)  of  S.  2266  would  protect  the  rights 
of  secured  mortgage  lenders  with  regard  to  a  repayment  plan 
of  an  individual  with  regular  income.   We  are  aware  that 
although  a  secured  creditor  cannot  be  adversely  affected 
by  a  wage  earner's  plan  under  the  existing  Bankruptcy 
Act,  the  House's  bill,  H.R.  8200,  would  permit  the  plan  of 
an  individual  with  a  regular  income  to  alter  the  rights  of 
holders  of  secured  claims.    We  favor  the  Senate's  version  of 
the  wage  earner's  repayment  plan  because  it  would  preserve  the 
protected  status  of  mortgage  lenders. 

The  Bank  Board's  study  of  the  proposed  legislation  has 
revealed  some  other  areas  which  raise  concerns. 

1)   Section  361,  which  would  be  applicable  to  all  bank- 
ruptcy proceedings,  sets  forth  the  criteria  for  determining 
the  "adequate  protection"  of  the  interests  of  claimants. 
Since  the  purpose  of  the  provision  is  to  insure  that  creditors 
essentially  get  the  equivalent  value  of  their  interest  in  pro- 
perty, we  suggest  not  limiting  the  trustee  to  the  two  methods 
of  assurance  listed  in  the  bill.   We  believe  the  trustee 
should  be  given  maximum  flexibility  in  devising  a  sufficient 
protection.    Therefore,  in  addition  to  the  two  options 
enumerated  in  the  bill,  we  suggest  authorizing  the  trustee 
to  grant  such  other  relief  as  would  result  in  the  claimant 
realizing  the  full  value  of  its  interest. 

2)   Section  552  concerns  the  post-petition  effect  on  a 
security  interest.   Generally,  the  prior  assignment  of  income 
to  a  creditor  would  not  be  recognized  unless  it  met  one  of 
the  exemptions  listed  in  §552(b).   We  have  noted  that  the 
Senate's  version  of  the  Bankruptcy  Act  revision  does  not 
include  explicitly  "rents"  or  "profits"  assigned  to  a  secured 
party  prior  to  commencement  of  the  case.   We  believe  denying 
this  status  to  rents  and  profits  would  create  an  unduly  heavy 
burden  on  institutions  that  provide  funds  for  housing.   For 
example,  a  savings  and  loan  may  be  reluctant  to  lend  money  for 
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apartment  construction  solely  on  the  basis  of  the  appraised 
value  of  the  underlying  real  estate  or  future  construction 
which  might  not  fully  meet  the  security  needs  of  the  lender. 
In  such  a  case,  the  association  would  likely  look  to  the 
expected  rents  or  income  of  the  property  as  necessary  sup- 
plemental security  for  making  the  loan. 

3)   Finally,  Chapter  X  of  the  existing  Bankruptcy  Act, 
which  involves  corporate  reorganizations,  and  Chapter  XII, 
which  involves  real  property  arrangements  by  persons  other 
than  corporations,  have  provisions  protecting  the  interests 
of  real  property  lenders.   (See  11  U.S.C.  §663  and  11  U.S.C. 
§917).   Section  663  of  the  current  law  prohibits  corporate 
reorganizations  from  affecting  the  rights  of  creditors 
holding  mortgages  insured  pursuant  to  the  National  Housing 
Act.   Section  917  provides  the  same  protection.   Also,  it 
bans  the  real  property  arrangements  for  individuals  from 
extending  or  impairing  secured  obligations  held  by  any  Federal 
Home  Loan  Bank  or  member  thereof.   In  light  of  the  fact  that 
no  policy  reasons  have  been  given  for  the  deletion  of  these 
exemptions,  we  believe  that  similar  protections  should  be 
included  in  any  new  legislation. 

In  conclusion,  the  Board  wishes  to  applaud  the  efforts  of 
your  Subcommittee  and  its  staff  in  successfully  performing 
this  massive  undertaking.  We  hope  that  our  comments  will 
be  helpful  to  you  in  your  further  efforts  to  revise  the 
Bankruptcy  Act. 

Sincerely, 

Daniel  J.  Goldberg  ' 
General  Counsel 
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RESOLUTION  OF  THE  BOARD  OF  GOVERNORS 

OF  THE 

AMERICAN  BAR  ASSOCIATION 

ADOPTED  DECEMBER  2,  1977 


RESOLVED,  that  the  American  Bar  Association  supports,  in 
principle,  enactment  by  Congress  of  appropriate  new  compre- 
hensive bankruptcy  legislation  to  provide  a  modern  bankruptcy 
law  and  an  effective  bankruptcy  system,  which  legislation  is 
represented  generally  by  H.R.  8200,  as  reported  by  the  House 
Judiciary  Committee  on  September  8,  1977,  provided  that  H.R. 
8200  is  amended  to  carry  out  the  following  principles: 

1.  A  judicial  planning  agency,  as  proposed  by  Chief 
Justice  Burger  (1970)  and  the  Justice  Department 
Bork  Committee  (1977),  should  be  established  to 
provide  judicial  planning  capability  for  the  entire 
federal  judicial  system  and  the  agency  should  study, 
analyze,  evaluate  and  recommend  changes,  if  any,  in 
the  federal  judicial  system. 

2.  The  final  court  structure  should  include  bankruptcy 
courts  as  an  integral  part  of  the  federal  judicial 
system  and  should  be  part  of  an  overall  comprehen- 
sive plan  to  process  fairly  and  effectively  all 
necessary  federal  judicial  business  at  reasonable 
cost. 

3.  A  transition  period  from  the  present  to  the  new- 
bankruptcy  system  should  be  provided  for  in  the 
legislation,  but  the  period  should  be  extended  to 
seven  years  rather  than  five  years  as  now  provided 
in  H.R.  8200,  as  reported  by  the  House  Judiciary 
Committee  on  September  8. 

4.  During  the  transition  period,  the  existing  bankruptcy 
judges  should  be  recognized  as  an  important  part  of 
the  federal  judicial  system,  with  the  enlarged  juris- 
diction provided  for  in  the  legislation.   However,  a 
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decision  of  the  bankruptcy  court  "not  to  abstain" 
from  hearing  a  matter  within  the  enlarged  juris- 
diction should  be  appealable. 

5.  Separate  bankruptcy  courts,  as  provided  for  in 
H.R.  8200,  as  reported  by  the  House  Judiciary 
Committee  on  September  8,  1977,  should  not  be 
established  now,  but  during  the  transition  period 
appropriate  contingency  planning  should  go  for- 
ward for  the  eventual  handling  of  bankruptcy  cases 
either  by  separate  bankruptcy  courts,  by  bankruptcy 
divisions  of  the  district  courts,  or  by  the  district 
courts  themselves.   After  the  transition  period  and 
judicial  planning  studies  have  been  completed  and 
reported,  Congress  should  establish  the  final  courts 
for  bankruptcy  cases  and  create  the  necessary  addi- 
tional judgeships,  to  take  effect  at  the  end  of  the 
transition  period,  and  with  such  status  and  tenure 
as  Congress  then  determines  appropriate,  but  in  any 
event  any  additional  judges  should  be  appointed  in 
accordance  with  existing  procedures  for  appointing 
district  court  judges. 

6.  A  U.S.  trustee  system  for  professional  salaried 
trustees  should  be  inaugurated,  and  should  be 
placed  in  the  Administrative  Office  of  the  U.S. 
Courts  for  selection,  supervision  and  control 
rather  than  in  the  Justice  Department  as  provided 
for  in  H.R.  8200,  as  reported  on  September  8;  and 
additional  provisions  should  clarify  that  the  U.S. 
trustee  should,  among  other  administrative  duties, 
both  appoint  and  supervise  the  private  trustees. 

7.  The  foregoing  is  consistent  with  the  previous  policies 
of  the  ABA  except  that  the  possible  establishment  of 
separate  bankruptcy  courts  may  not  be  consistent  with 
the  ABA  court  organization  standards. 

FURTHER  RESOLVED,  that  the  President  of  this  Association 
or  his  designee  is  authorized  to  present  and  publicize  these 
views  to  the  appropriate  committees  and  members  of  the  Congress 
and  other  government  officials. 
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REPORT  OF  THE  TASK  FORCE  ON 
REVISION  OF  BANKRUPTCY  LAWS 
TO 
THE  BOARD  OF  GOVERNORS 


I.   Introduction 

On  January  4,  1977,  Congressman  Edwards  and  Congressman 
Butler,  chairman  and  ranking  minority  member  of  the  House 
Judiciary  Subcommittee  on  Civil  and  Constitutional  Rights, 
introduced  H.R.  6,  comprehensive  bankruptcy  legislation, 
culminating  almost  seven  years  of  studies  and  hearings  commenced 
originally  by  a  Congressional  Joint  Resolution  in  1970.   After 
subcommittee  markup  and  numerous  amendments,  the  final  version 
(303  pages  excluding  separate  amendments  to  the  Internal  Revenue 
Code)  was  reintroduced  unanimously  by  the  full  subcommittee  on 
May  23  as  H.R.  7330. 

The  bill  was  reported  out  of  the  Full  House  Judiciary 
Committee,  by  a  vote  of  26  to  3,  on  July  19  as  H.R.  8200. 
On  September  8,  that  Committee  met  and  amended  H.R.  8200  to 
delete  from  the  bill  certain  tax  provisions  that  the  House 
Ways  and  Means  Committee  wants  to  consider  in  separate  legis- 
lation.  On  that  date,  the  Committee  reported  the  amended  bill 
as  a  substitute  bill  for  H.R.  8200. 


22-510  O  -  78  -  62 
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The  amended  bill,  which  will  retain  the  HR  8200  number, 
is  currently  in  the  House  Rules  Committee.   It  is  expected 
to  be  considered  by  the  House  before  it  adjourns  in  October. 

A  separate  Senate  bill  is  expected  to  be  introduced 
shortly  after  House  passage  of  HR  8200.   The  Senate  Judiciary 
Subcommittee  on  Improvements  in  Judicial  Machinery  has 
tentatively  scheduled  three  to  five  days  of  hearings  for  the 
first  two  weeks  in  November. 

HR  8200  would  revise  the  law  on  the  subject  of  bankruptcy. 
The  bill  proposes  the  first  major  revision  of  the  bankruptcy 
laws  in  over  40  years.   The  controversial  changes  the  bill 
makes  in  the  bankruptcy  laws  are  as  follows: 

1.  The  bill  would  establish,  in  1983,  new, 
separate  U.  S.  bankruptcy  courts  and  would 
grant  bankruptcy  courts  stature  equal  to 
that  of  existing  federal  district  courts. 
The  judges  of  such  courts  would  be  Article 
III  judges; 

2.  HR  8200  would  vest  the  new  U.  S.  bankruptcy 
courts  with  much  broader  jurisdiction  than 
hitherto  provided  to  the  current  bankruptcy 
courts.   The  new  courts  would  have  full  juris- 
diction over  all  cases  in  bankruptcy  and  over 
all  proceedings  arising  under  or  related  to 
cases  in  bankruptcy;  and 

3.  Many  of  the  supervisory  and  administrative  func- 
tions now  performed  by  the  bankruptcy  judges 
would  be  immediately  transferred  to  a  new 
officer  in  the  Department  of  Justice,  the  U.  S. 
Trustee.   The  U.  S.  Trustee  system  would  be 
modeled  after  the  U.  S.  Attorney  system.   The 
bill  would  provide  for  one  U.  S.  Trustee  in 
each  district  to  be  appointed  and  supervised  by 
the  Attorney  General.   The  U.  S.  Trustee  would 
establish  and  maintain  panels  of  private  trustees 
to  serve  when  needed  in  bankruptcy  cases  and 
would  serve  as  trustee  in  certain  cases  such  as 
cases  in  which  the  assets  of  an  estate  are 
insufficient  to  compensate  a  private  trustee 
adequately  for  the  work  that  must  be  done. 

In  general,  the  bill  provides  a  modern  substantive  and 
procedural  barik_.;.;<tcy  law,  including  corporate  reorganization  and 
Consumer  payment,  plans  and  small  business  arrangements. 
Generally  the  bill  substantially  fulfills  previously  established 
policy  objectives  of  the  American  Bar  Association  (House  of 
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Delegates,  August  1973  and  February  1976). 

Previous  ABA  Resolutions  on  the  subject  of  bankruptcy 
were  silent  regarding  whether  there  should  be  separate  Article 
III  bankruptcy  courts  because  Article  III  courts  were  not 
proposed  in  the  pending  bills.   In  addition,  the  February,  1976 
resolution  recommended  legislation  that  would  establish  "an 
Administrative  Office  of  the  U.  S.  Bankruptcy  Courts  to  provide 
necessary  independent  administrative  support  and  support  systems.' 
Also,§§  1.10  and  1.12  of  the  ABA  Standards  Relating  to  Court 
Organization  may  be  inconsistent  with  the  establishment  of 
separate  Article  III  bankruptcy  courts. 

During  March,  1977,  the  U.  S.  Judicial  Conference  de- 
cided to  oppose  HR  8200  insofar  as  it  would  establish  separate 
bankruptcy  courts  under  Article  I  or  Article  III  or  tenured 
judges  under  Article  III  of  the  Constitution.   Subsequently, 
an  ad  hoc  committee  of  the  Judicial  Conference  reported 
opposition  to  certain  other  aspects  of  the  legislation  and, 
in  response  thereto,  the  House  Subcommittee  printed  an  extensive 
staff  report  setting  forth  its  rationale  for  Article  III 
bankruptcy  courts  and  tenured  judges. 

Prior  to  the  June  7  meeting  of  the  Board  of  Governors, 
the  Special  Committee  on  Coordination  of  Federal  Judicial 
Improvements  recommended  to  the  Board  that  the  ABA  establish 
a  committee  to  study  the  newly  proposed  bankruptcy  legisla- 
tion. 

At  the  June  7  meeting, the  Board  authorized  the  President 
of  the  ABA  to  appoint  a  committee  of  not  more  than  seven  (7) 
people  to  solicit  the  views  on  bankruptcy  legislation  of  all 
interested  components  of  the  association  and  to  make  a  report 
to  him  or  the  Board. 

Shortly  after  the  June  7  meeting,  President  Stanley  ap- 
pointed six  (6)  persons  as  members  of  this  Task  Force. ^ 

This  Task  Force  has  solicited  comments  on  the  proposed 
legislation  from  numerous  interested  persons  and  groups. 
Enclosed  with  this  report  is  a  listing  of  some  of  the  comments 

■*-The  members  of  the  Task  Force  are:   L.  Stanley  Chauvin,  Jr., 
Chairman  (Louisville,  Kentucky);  Justice  Robert  Braucher, 
Supreme  Judicial  Court  (Boston,  Massachusetts) ;  Gibson  Karris 
(Richmond,  Virc  A.ia)  ;  Raeder  Larson  (Minneapolis,  Minnesota) ; 
Mitchell  Miller  u'r.ilauelphia,  Pennsylvania);  and  U.  S.  District 
Court  Judge  More  1.1  Sharp  (Seattle,  Washington)  . 

Judge  Sharp  did  not  choose  to  participate  in  the  final  drafting  of 
the  recommendation  and  report. 
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and  papers  considered  by  this  task  force  in  making  its 
recommendation  to  you.   Booklets  containing  all  of  the  papers 
considered  by  the  Task  Force  are  available  from  the  Secretary 
upon  request  at  this  meeting.   The  committee  has  had  three 
meetings  to  consider  the  legislation,  one  in  Washington,  D.  C, 
on  June  27,  one  in  Chicago,  on  August  6,  and  one  in  Washington, 
D.  C.  on  September  21. 

II.  The  Legislation  in  General 

In  general,  the  Task  Force  is  persuaded  that  HR  8200 
provides  an  appropriate  substantive  and  procedural  bankruptcy 
law  which  is  generally  fair  to  all  parties  concerned,  is 
evenhanded  where  choices  must  be  made,  and  should  be  enacted 
as  soon  as  possible. 

We  are  particularly  pleased  by  two  other  aspects  of  the 
bill.   First,  patient  and  careful  drafting  has  .resulted 
generally  in  provisions  which  are  clear  and  precise  and  can  be 
applied  with  minimum  uncertainty.   Second,  bankruptcy  continues 
to  be  recognized  as  inherently  adversary,  needing  personal 
attorney  representation  throughout  the  case,  yet  every  effort 
possible  has  been  made  to  simplify  the  process  so  that  attorney 
services  can  be  rendered  both  effectively  and  economically. 

In  addition,  we  are  pleased  that  many  portions  of  HR  3200 
are  in  accord  with  the  previous  bankruptcy  resolutions  of  the 
ABA,  although,   as  pointed  out  in  the  resolution,  the  concept  of 
a  specialized  court  to  handle  solely  bankruptcy  matters  seems  at 
variance  with  the  ABA  policies  discussed  in  Section  III.  c.  of 
this  report. 

III.  Judicial  Organization  and  Status  of  Bankruptcy  Judges 

a.   The  provisions  of  HR  8200.   The  bill  establishes 
new  bankruptcy  courts,  modeled  after  the  federal  district 
courts  and  established  under  Article  III  of  the  Constitution. 
They  are  given  jurisdiction  not  only  of  cases  in  bankruptcy 
but  also  of  all  civil  proceedings  arising  under  or  related 
to  cases  under  Title  11  of  the  United  States  Code,  entitled 
"Bankruptcy."   Appeals  will  be  taken  directly  to  the  courts 
of  appeals.   These  provisions  are  to  take  effect  October  1, 
1983,  while  the  new  Title  11  is  to  take  effect  October  1,  1978. 
During  the  five  -/2ar  transition  period  the  present  bankruptcy 
judges  will  adrru -ister  the  new  law  and  exercise  most  of  the 
enlarged  jurisdi  ;tion,  but  appeals  will  be  taken  to  the  dis- 
trict courts,  and  from  the  district  courts  to  the  courts  of 
appeals. 
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b.  Criticism.   The  Department  of  Justice  and  a  com- 
mittee of  the  Federal  Judicial  Conference  (hereinafter  called 
Conference  Committee)  have  taken  the  position  that  retention 
of  the  current  status  for  bankruptcy  courts  "is  preferable  to 
the  proposal  for  new  Article  III  courts,  and  that  direct 
appeals  to  the  courts  of  appeals  are  undesirable.   The  Con- 
ference Committee  also  proposes  a  limitation  of  the  enlarged 
jurisdiction  of  the  bankruptcy  courts  to  cases  where  a  showing 
of  detriment  to  the  estate  is  made. 

c.  Position  of  the  ABA.   A  resolution  approved  by  the 
House  of  Delegates  in  February,  1976,  approved  the  following 
principles:  "2.  To  insure  continuity  of  operation,  present 
personnel  should  be  carried  into  the  new  system  at  least  for 
a  limited  period.   3.  Appeals  from  decisions  of  bankruptcy 
judges  should  be  taken  directly  to  the  courts  of  appeals." 

A  report  of  the  Section  of  Corporation,  Banking  and  Business 
Law  supported  "the  separation  of  administrative  from  judicial 
functions,"  but  "in  the  judicial  department  rather  than  the 
executive  department."   It  also  approved  "the  establishment 
of  a  new  independent  Bankruptcy  Court  with  expanded  jurisdic- 
tion and  enlarged  powers,"  but  only  on  "the  assumption  of  an 
appropriate  separation  of  functions."   "Notwithstanding  tem- 
porary practical  and  political  problems,"  the  report  said, 
"long-run  sound  principle  requires  that  appeals  be  taken 
directly  to  the  courts  of  appeals." 

The  proposal  for  new  Article  III  courts,  with  life- 
time tenure  for  judges,  did  not  surface  until  1977.   This  proposal 
seems  inconsistent  with  the  ABA  Standards  *  for  Court  Organization 
§  1.10:  "The  structure  of  a  court  system  should  be  simple, 
consisting  of  a  trial  court  and  an  appellate  court,  each  having 
divisions  and  departments  as  needed."   See  also  §  1.12  of  these 
standards  which  provides  that:  "The  court  of  original  proceedings 
should  be  organized  as  a  single  court." 

d.  Analysis.   The  bill's  provisions  on  court  organiza- 
tion seem  to  be  consistent  with  the  1976  resolution.   The 
separation  of  administrative  functions  from  judicial  func- 
tions and  the  expansion  of  the  jurisdiction  of  the  bankruptcy 
courts  are  fundamental  features  of  the  proposed  reform.   The 
"temporary  practical  and  political  problems"  of  transition 
should  not  be  permitted  to  frustrate  or  postpone  a  reform  on 
which  there  is  general  agreement.   The  proposal  of  the  Con- 
ference committee  for  restricting  bankruptcy  jurisdiction 
would  seem  to  preserve  all  the  useless  technicalities  sur- 
rounding the  distinction  between  "summary"  and  "plenary" 
proceedings,  and"  ;e  recommend  that  the  ABA  oppose  it. 

The  propose!  for  Article  III  courts  was  apparently  inspired 
by  fears  that  the  expanded  jurisdiction  of  the  bankruptcy  courts 
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might  be  unconstitutional  if  bankruptcy  courts  were  to  be 
Article  I  courts  or  if  they  remained  as  they  are.   Opinions 
differ  on  the  constitutional  question,  and  the  ABA  cannot 
resolve  the  issue.   Under  the  bill,  Article  III  bankruptcy 
courts  would  not  be  established  until  the  five  year  transition 
period  expires.   There  are  at  least  two  possible  alternatives 
to  the  solution  proposed  in  the  bill.   One  is  the  suggestion 
of  the  Conference  Committee  that  the  functions  of  bankruptcy 
judges  be  combined  with  those  of  magistrates.   A  second  is 
that  bankruptcy  matters  be  handled  by  the  district  court. 

e.   Recommendations .   We  recommend  that  the  Board  of 
Governors  stand  by  the  1976  resolution  as  it  affects  judicial 
organization.   This  means  that  the  ABA  should  oppose  restric- 
tion of  the  jurisdiction  of  bankruptcy  courts  in  terms  of  a 
showing  of  detriment  to  the  estate.   We  further  recommend  that 
the  Board  of  Governors  propose  to  Congress  that: 

1.  There  be  a  seven  year  transition  period  from 
the  present  to  a  new  system. 

2.  The  judicial  planning  agency,  as  discussed 
in  the  recommendation,  should  study,  analyze, 
evaluate  and  recommend  changes,  if  any,  in 
the  federal  judicial  system. 

3.  During  the  seven  year  period,  a  final  court 
structure  should  be  decided  upon  by  Congress 
and  that  structure  should  include  bankruptcy 
courts  as  an  integral  part  of  the  federal 
judicial  system  and  should  be  part  of  an 
overall  comprehensive  plan  to  process  fairly 
and  effectively  all  necessary  federal  judicial 
business  at  a  reasonable  cost. 

Separate  bankruptcy  courts,  as  such,  should  not  be  established 
now,  but  we  stress  that  during  the  transition  period  contingency 
planning  should  go  forward  for  the  handling  of  bankruptcy  cases, 
either  by  separate  bankruptcy  courts  or  by  the  district  courts, 
themselves,  with  enlarged  personnel. ^ 

We  note  in  passing  that  there  is  currently  pending  before 
Congress  legislation  to  create  a  substantial  number  of  additional 
federal  judgeships. 


^In  jurisdictions  where  it  is  appropriate,  cases  could  be 
handled  by  a  bankruptcy  division  of  the  district  court. 
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S.  11  passed  the  Senate  on  May  24  and  would  create  113 
trial  judgeships  and  35  circuit  judgeships.   HR  7843  was 
reported  out  of  a  House  Subcommittee  on  June  9  and  is  pend- 
ing before  the  full  judiciary  committee.   It  would  create  81 
additional  trial  judgeships  and  34  appellate  judgeships. 

When  legislation  to  create  these  judgeships  is  enacted 
we  believe  there  will  be  substantial  impact  on  the  federal 
judicial  system. 

This  .impact  should  be  studied  in  determining  how  best  to 
proceed  in  determining  whether  bankruptcy  cases  should  be 
handled  by  separate  bankruptcy  courts  or  by  the  district 
courts,  themselves,  with  enlarged  personnel. 

IV.   Establishment  of  the  U.  S.  Trustee  Officer 

a.  The  provisions  of  HR  8200.   HR  8200  would  establish 
a  U.  S.  Trustee  Officer  within  the  Department  of  Justice  to 
handle  the  Administrative  matters  in  bankruptcy  cases. 

b.  Criticism.   The  Department  of  Justice  opposes  placing 
the  U.  S.  Trustee  in  the  Department  of  Justice  in  the  belief 
that  this  would  create  conflicts  of  interest. 

c.  Position  of  the  ABA.   The  February,  1976  ABA  resolution 
on  bankruptcy  favors  establishing  "an  Administrative  Office  cf 
the  U.  S.  Bankruptcy  Courts  to  provide  necessary  independent 
administrative  support  and  support  systems." 

d.  Recommendations .   We  recommend  that  the  U.  S.  Trustee 
system  be  inaugerated  and  placed  in  the  Administrative  Office 
of  the  U.  S.  Courts  instead  of  in  the  DeDartment  of  Justice. 


V.   Proposed  U.  S.  Trustee  System 

Chapter  39  of  HR  8200,  starting  at  Section  581,  deals 
with  United  States  Trustees.   The  Attorney  General  is  man- 
dated to  appoint  a  United  States  trustee  for  each  judicial 
district  and  may  appoint  the  same  individual  for  more  than 
one  judicial  district.   The  trustee  shall  be  appointed  for  a 
period  of  seven  years  and  is  subject  to  removal  for  cause 
by  the  Attorney  General.   The  Attorney  General  may  also  ap- 
point Assistant  'j.'iited  States  trustees  if  they  are  required 
in  any  district.   The  trustee,  within  his  district,  is  direct- 
ed to  "establish,  maintain,  and  supervise  a  panel  of  private 
trustees  that  are  eligible  and  available  to  serve  as  trustees 
"in  cases  under  chapter  7  of  Title  11"  and  to  perform  other 
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duties  enumerated  in  Section  586.   The  Attorney  General  is 
directed  to  fix  the  annual  salaries  of  the  trustees  and  as- 
sistant trustees  at  a  rate  of  compensation  "not  to  exceed  the 
lowest  annual  rate  of  basic  pay  in  effect  for  Grade  GS-16  of 
the  General  Schedule  prescribed  under  Section  5332  of  Title 
5." 

Chapter  7  of  HR  8200  deals  with  the  liquidation  of  an 
estate  and  Chapter  11  deals  with  reorganization.   Under  the 
existing  Act,  Chapter  X  covers  corporate  reorganizations, 
Chapter  XI  covers  composition  or  arrangements  and  Chapter  XII 
deals  with  real  estate.   The  new  Chapter. 11  in  HR  8200  would 
cover  Chapter  X,  Chapter  XI,  and  Chapter  XII.   It  is  estimated 
that  in  the  fiscal  year  just  ended  over  250,000  bankruptcy 
matters  were  handled  throughout  the  United  States  in  the 
various  bankruptcy  courts.   Of  this  number  approximately  90% 
were  personal  or  consumer  bankruptcies  with  little  or  no 
assets.   Consequently,  creditors  did  not  line  up  on  the  steps 
of  the  bankruptcy  court  with  suggestions  for  the  appointment 
of  a  receiver  or  the  election  of  a  trustee.   Therefore,  the 
bankruptcy  judges,  under  the  new  Bankruptcy  Rules,  made  the 
appointments  themselves.   That  situation  would  no  longer 
exist  under  HR  8200.   Instead,  the  United  States  trustee, 
or  an  assistant,  or  a  member  of  the  panel  would  be  the  trustee. 
On  the  other  hand,  if  there  were  assets  in  the  case,  and  there 
were  sufficient  creditor  interest,  a  private  trustee  could  be 
nominated  and  elected. 

The  position  of  the  ABA  is  that  "a  trustee  in  bankruptcy 
be  appointed  by  the  administrator  from  a  panel,  including 
salaried  government  employees,  but  that  in  asset  cases  the 
creditors  have  the  right  to  elect  a  trustee  to  supersede  the 
appointed  trustee  with  the  trustee  continuing  to  be  account- 
able to  the  bankruptcy  judge." 

Chapter  13  of  HR  820C  is  titled  "Adjustment  of  Debts  of 
an  Individual  with  Regular  Income."   This  is  similar  to  the 
existing  Chapter  XIII  dealing  with  "Wage  Earners'  Plans." 

The  overwhelming  majority  of  cases  under  HR  8200,  whether 
they  be  liquidation,  reorganization  or  adjustment  of  debts  of 
an  individual  with  regular  income  would  use  the  services  of  the 
United  States  trustee.   At  the  same  time,  the  proposed  law  would 
not  deprive  creditors  of  the  right  to  control  the  selection  of 
a  trustee.   This  is  in  accord  with  the  ABA  position  and  the 
recommendation  is  therefore  made  that  the  ABA  support  this  aspect 
of  HR  8200  consistently  with  our  recommendation  that  the  U.  S. 
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Trustee  System  be  located  in  the  Administrative  Office  of  the 
U.  S.  Courts.   However,  consideration  should  be  given  to  the 
question  of  whether  the  Attorney  General  should  be  the  appropriate 
appointing  authority  of  the  U.  S.  Trustee. 

VI.   Recommendations 

The  Task  Force  has  limited  its  final  studies  and  recommenda- 
tions to  the  court  structure,  transition   period  and  trustee 
system  provisions  of  HR  8200.   The  bill  would  establish  a 
separate  bankruptcy  court  system  with  new  Article  III  judges 
effective  after  a  five  year  transition  period,  grant  enlarged 
jurisdiction  to  the  existing  bankruptcy  courts  and  judges  as 
separate  departments  of  the  district  courts  during  the  transition 
period,  and  inaugurate  a  new  U.  S.  trustee  system  for  professional 
salaried  trustees  who  will  also  appoint  and  supervise  private 
trustees  among  other  administrative  duties. 

Four  guiding  conclusions  resulted  from  our  studies  and 
determined  our  final  recommendations.   First,  the  new  bankruptcy 
law,  enlarged  jurisdiction  and  U.  S.  trustee  system  provided  by 
the  bill  should  be  enacted  in  substance  as  soon  as  possible. 
Second,  any  decision  by  Congress  regarding  a  final  structure  for 
bankruptcy  courts  should  be  postponed  until  five  years  have 
elapsed  after  the  new  law,  trustee  system  and  enlarged  jurisdic- 
tion have  become  effective.   Third,  the  current  court  structure 
contentions  reflect  the  need  for  establishing  a  judicial  planning 
agency  for  the  entire  federal  judicial  system.   Fourth,  the  final 
bankruptcy  courts  should  be  an  integral  part  of  the  federal 
judicial  system  and  part  of  an  overall  comprehensive  plan  for 
handling  all  federal  judicial  business. 

The  resolution  recommended  therefore  expresses  support  in  . 
principle  for  the  new  comprehensive  bankruptcy  legislation 
represented  by  HR  8200,  with,  however,  appropriate  changes  to 
carry  out  six  principles  to  be  followed  in  perfecting  the 
legislation.   Specifically,  these  six  recommendations  have  been 
made  for  the  following  reasons  in  each  instance: 

1.   A  judicial  planning  capability  through  a 
judicial  planning  agency  for  the  entire 
federal  court  system  is  overdue.   The  crisis 
in  the  federal  courts  has  been  fully  docu- 
mented many  times.   Chief  Justice  3urger  in 
1970  proposed  a  Judiciary  Council,  and  the 
Justice  Department  Bork  Committee  in  1977 
proposed  a  Council  On  Federal  Courts,  follow- 
ing a  similar  proposal  by  the  Commission  on 
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Revision  of  the  Federal  Court  Appellate  System 
in  1975.   Each  of  these  proposals  essentially 
suggested  a  permanent  agency  responsible  for  an 
ongoing  study  of  the  needs,  functions  and 
structures  of  the  federal  courts,  and  then 
responsible  for  proposing  plans  for  improvement 
to  the  Congress,  President  and  Judicial  Conference, 
The  modern  legislative  process  requires  continuous 
audit,  study,  planning  and  documentation  to 
achieve  legislative  progress  and  goals.   A 
judicial  planning  agency  would  add  a  vital  and 
authoritative  voice  and  dimension  to  the  cause 
of  maintaining  the  historic  excellence  of  our 
federal  judicial  system. 

The  current  contentions  regarding  bankruptcy 
court  structure  demonstrate  the  need  for  such 
studies  and  proposals  based  upon  adequate 
information,  sufficient  study  and  professional 
planning.   The  transition  period  included  in 
the  bankruptcy  legislation  provides  a  unique 
opportunity  to  properly  study  the  impact  of 
legislative  changes  in  substantive  law,  system 
processes  and  jurisdiction  on  an  existing 
court  system.   We  believe  the  current  circum- 
stances precipitate  the  need  for  such  an  agency 
to  study  and  propose  solutions  for  the  bank- 
ruptcy court  structure  problem,  and  that  such 
an  agency  is  called  for  permanently  to  provide 
planning  capability  for  the  federal  judicial 
system,  generally. 

2.   Detailed  final  study  conclusions  and 
recommendations  made  by  a  judicial  planning 
agency  regarding  bankruptcy  court  structure 
cannot  be  predicted  at  this  time.   However, 
overall  we  believe  that  bankruptcy  courts 
should  be  an  integral  part  of  the  federal 
judicial  system  and  should  be  part  of  an 
overall  comprehensive  plan  to  process  fairly 
and  effectively  all  necessary  federal  judicial 
business  at  reasonable  cost.   We  are  sympathetic 
to  the  proposals  and  reasons  stated  for  separate 
and  independent  bankruptcy  courts.   We  believe, 
however,  that  such  courts  should  not  be 
permanently  established  until  the  transition 
studies  are  completed  and  the  judicial  planning 
agency  has  adequate  opportunity  to  study  the 
federal  judicial  system,  generally,  including 
bankruptcy  courts  since  previous  studies  have 


977 


basically  considered  the  bankruptcy  courts 
alone  and  separately.   The  overwhelming  needs 
for  federal  judicial  services  generally  at  a 
time  when  public  resources  are  becoming  more 
limited  requires  this  approach. 

3.  HR  8200  provides  a  five  year  transition 
period  which  we  believe  should  be  extended  to 
seven  years  instead.   The  House  Judiciary 
Committee  Report  suggests  that  five  years  is 
based  upon  one  year  for  bench  and  bar  to  become 
familiar  with  the  process  and  substantive  law 
changes  made  by  the  legislation,  two  years  for 
collection  of  all  relevant  data,  six  months 
for  study  and  recommendations,  and  eighteen 
months  for  consideration  by  Congress.   We  suggest 
these  time  limits  are  inadequate  for  legislation 
so  complex  and  voluminous,  and  suggest  seven 
years  instead,  based  upon  two  years  for  bench 
and  bar,  two  years  for  compiling  statistics, 

one  year  for  evaluation  and  report,  and  two 
final  years  for  consideration  by  Congress. 
The  legislation  extends  the  term  of  existing 
bankruptcy  judges  to  the  end  of  the  transition 
period  and  we  assume  such  terms  will  also  be 
extended  to  the  same  seven  years  if  the  transi- 
tion period  is  so  extended. 

4.  We  specifically  recognize  the  existing 
bankruptcy  judges  as  judges  under  the  transition 
provisions  of  the  legislation  and  as  an  important 
part  of  the  federal  judicial  system,  with  the 
enlarged  jurisdiction  provided  by  the  legislation. 
Essentially,  this  enlarged  jurisdiction  will  reduce 
litigation  generally  but  will  moderately  increase 
necessary  litigation  in  the  bankruptcy  courts.   We 
suggest,  however,  that  decisions  not  to  abstain 
from  hearing  a  matter  within  this  enlarged  jurisdic- 
tion be  appealable  in  order  to  provide  some 
restraint  upon  the  judicial  discretion  provided. 

We  do  not  support  any  restriction  on  this  enlarged 
jurisdiction  itself,  such  as  having  to  prove 
"detriment"  before  a  matter  could  be  brought 
before  the  bankruptcy  court.   During  the  transition 
period,  the  legislation  provides  that  all  appeals 
continue  to  be  taken  to  the  district  courts  and 
then  to  the  courts  of  appeals. 

5.  As  discussed  above,  and  specifically  stated 
here,  we  suggest  that  separate  bankruptcy  courts 
should  not  be  established  now,  pending  experience 
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and  studies  during  the  transition  period. 
However,  we  suggest  that  contingency  planning 
go  forward  for  either  separate  bankruptcy 
courts  or  bankruptcy  divisions  in  the 
district  courts  as  the  two  most  likely  alter- 
natives for  eventual  final  structure.   We  also 
note  that  additional  judgeships  should  be  created 
in  due  course  to  take  effect  at  the  end  of  the 
transition  period  and  that  any  additional  judges 
should  be  appointed  in  accordance  with  the  existing 
procedure  for  appointing  district  judges.   Our  implied 
but  not  stated  preference  is  that  bankruptcy  matters 
should  be  heard  by  Article  III  judges,  which  could 
be  separate  bankruptcy  court  judges,  bankruptcy 
division  judges  or  district  judges  generally. 
The  legislative  record  makes  clear  the  existing 
need  for  specialized  bankruptcy  judges,  but  we 
have  been  somewhat  deliberately  vague,  to  thereby 
preserve  all  options  possible  during  the  transition 
period  studies. 

6.  We  believe  the  proposed  U.  S.  Trustee  system 
is  essential  and  should  be  inaugurated.   HR  8200 
places  this  system  in  the  Justice  Department, 
which  we  believe  could  work  but  somewhat  awkwardly 
and  with  possible  conflicts  of  interest.   We 
therefore  suggest  placement  in  the  U.  S.  Courts 
Administrative  Office  instead,  with  further  pro- 
visions to  clarify  that  such  U.  S.  trustees  both 
appoint  and  supervise  the  private  trustees  among 
other  duties.   Actual  appointment  of  U.  S.  trustees 
however  may  have  to  be  by  circuit  Judicial  Councils 
for  example  to  satisfy  the  appointment  clause  of 
the  Constitution,  hence  use  of  the  word  "selection" 
by  the  Administrative  Office  to  suggest  both  a 
recommendation  process  before  appointment  and  the 
essential  professional  character  of  the  office. 

7.  Our  final  paragraph  notes  that  establishment 

of  separate  bankruptcy  courts  may  not  be  consistent 
with  ABA  court  organization  standards,  which  do 
apply  to  state  courts  and  may  apply  to  federal 
courts.   The  members  of  the  Task  Force  are  not 
able  to  agree  upon  either  the  permanent  need  for 
specialized  bankruptcy  courts  or  upon  the  relevance 
or  interpretation  of  these  standards.   Specialized 
courts  like  specialized  law  practices  are  defended 
by  specialists  and  criticized  by  generalists.   Such 
agree7">nt  is  not  necessary,  however,  because  we  do 


979 


agree  upon  the  actions  which  should  be  taken 
at  this  time  regarding  the  legislation.   During 
the  transition  period,  we  believe  that  appropriate 
ABA  committees  should  assess  the  alternatives 
for  bankruptcy  court  structure,  the  status  and 
tenure  of  bankruptcy  judges,  the  stated  need  for 
specialized  bankruptcy  courts,  and  the  ABA  court 
organization  standards. 

The  Task  Force  adopted  the  recommended  resolution  and 
this  report  unanimously,  with  Judge  Morell  Sharp,  however, 
not  participating. 

Respectfully  submitted, 


L.  Stanley  Chauvin,  Jr. 
Chairman 
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December  6,  1977 


Honorable  Dennis  DeConcini 

Chairman 

Senate  Subcommittee  on  Improvements 

in  Judicial  Machinery 
Washington,  D.  C.   20510 

Dear  Chairman  DeConcini: 

We  appreciate  the  opportunity  given,  by  your  memorandum  of  November  3, 
to  the  Transportation  Association  of  America  to  express  its  views  on  S.  2266, 
which  would  revise  and  make  more  uniform  our  statutes  dealing  with  bankrupt- 
cies and  reorganizations. 

For  the  record,  TAA  is  a  national  policy  organization  made  up  of  trans- 
portation users,  suppliers,  investors,  and  carriers  of  all  types  who  work  to- 
gether to  develop  policy  positions  designed  to  maintain  the  strongest  possible 
U.S.  transportation  system  under  private-enterprise  principles.   These  poli- 
cies are  developed  through  the  efforts  of  the  TAA  Cooperative  Project,  which 
is  made  up  of  eight  permanent  Panels  (Users,  Investors,  and  Air,  Freight  For- 
warder, Motor,  Pipeline,  Railroad,  and  Water  Carriers,  respectively)  on 
which  serve  approximately  250  top  business  executives  who  study  national  pol- 
icy proposals  and  seek  to  reach  a  common  viewpoint.   These  Panels  serve  in 
an  advisory  capacity  to  the  115-member  TAA  Board  of  Directors,  which  is  in- 
formed of  the  Panels'  respective  positions  before  taking  final  action  on  any 
proposals  that  are  cleared  through  the  Project.  A  current  roster  of  the  TAA 
Board  is  attached. 

Following  this  procedure,  the  Board  adopted  several  years  ago  the  fol- 
lowing policy  relating  to  needed  revisions  in  our  railroad  bankruptcy  laws. 
All  eight  Panels  expressed  either  support  on  non-opposition  to  TAA's  adopt- 
ing such  a  policy. 

"Section  77  of  the  Bankruptcy  Act  should  be  amended  to  provide  that: 

"(a)   The  exclusive  jurisdiction  of  a  Section  77  Court  over  a  Debtor 
and  its  property  pending  its  reorganization  should  be  expanded  in 
scope  and  duration  to  give  the  Section  77  Court  exclusive  jurisdiction 
over  all  matters  relating  to  abandonment  of  the  Debtor's  line  or  the 
basis  on  which  its  unprofitable  operations  may  be  required  to  be  con- 
tinued, and  to  the  employment  of  unneeded  employees  until  the  Debtor 
is  reorganized,  liquidated,  discharged  or  until  some  other  resolution 
of  the  problems  which  precipitated  the  Section  77  proceeding  is  effected. 
Any  local,  state  or  federal  official  or  administrative  body  whose 
jurisdiction  is  thus  superseded  during  the  pendency  of  a  Section  77 
proceeding  shall  have  the  right  to  Intervene  in  the  proceeding. 
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"(b)  A  Section  77  proceeding,  or  any  part  thereof,  may  be  transferred 
by  direction  of  a  superior  court  or  concurrence  of  any  of  the  courts 
involved  from  the  Section  77  Court  to  any  other  United  States  District 
Court  or  consolidated  with  any  other  Section  77  proceeding,  and  should 
be,  when  such  transfer  or  consolidation  would  promote  the  orderly  reso- 
lution of  either  Section  77  proceeding. 

"(c)  The  primary  obligation  to  propose  a  plan  of  reorganization,  plan 
of  liquidation,  or  other  resolution  of  the  problems  which  precipitated 
the  Section  77  proceeding  should  be  that  of  the  Section  77  Trustees. 

"(d)  The  power  of  Section  77  Trustees  to  reject  executory  contracts 
shall  be  the  same  as  that  now  held  by  Trustees  appointed  under  the 
provisions  of  Chapters  X  and  XI  of  the  Bankruptcy  Act.   Reorganization 
Trustees  appointed  under  the  provisions  of  Chapters  X  and  XI  of  the 
Bankruptcy  Act,  as  well  as  Section  77  Trustees,  have  the  power  to  re- 
ject executory  contracts  and  certain  provisions  of  leases.   However 
the  exercise  of  this  power  by  Section  77  Trustees  in  the  case  of  cer- 
tain labor  agreements  is  restricted  by  paragraph  (n)  of  Section  77. 
This  restriction  should  be  eliminated." 

The  proposed  changes  in  the  above  policy  are  described  briefly  below, 
along  with  comments  as  to  why  TAA  is  advocating  them: 

1  -  Lodge  in  a  single  body,  the  bankruptcy  court,  exclusive  power  over 

adjustments  in  unprofitable  services,  including  abandonments,  and 
over  the  proper  level  of  employment.   TAA  believes  the  court  should 
be  able  to  take  quick  action  to  help  ease  a  bankrupt  carrier's  fi- 
nancial plight  through  cost  reductions  in  areas  where  services  are 
little  needed  or  used,  and  also  by  work  force  reductions  that  are 
clearly  justified. 

2  -  Authorize  the  bankruptcy  courts  to  consolidate  related  bankruptcy 

proceedings.   TAA  believes  that  this  change  would  permit  court 
action  that  recognizes  the  interrelations  of  two  or  more  bankrupt 
carriers  having  common  problems,  such  as  overlapping  facilities 
or  a  need  for  consolidation. 

3  -  Lodge  with  the  trustees  of  a  bankrupt  railroad  the  primary  respon- 

sibility for  developing  a  reorganization  plan.   TAA  believes  this 
would  expedite  bankruptcy  proceedings  by  placing  major  responsibility 
with  those  most  directly  knowledgeable  and  who  are  acting  in  the 
public  interest. 

4  -  Give  the  bankruptcy  courts  authority  to  effect  adjustments  in  labor 

contracts.   TAA  believes  the  bankruptcy  courts  should  have  powers 
over  collective-bargained  labor  agreements  and  not  be  restricted 
in  a  manner  that  does  not  apply  to  non-rail  bankrupt  corporations. 
Adjustments  in  labor  agreements  are  in  some  cases  needed  more  than 
anything  else  to  help  the  carrier  emerge  from  bankruptcy. 
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In  addition  to  the  above,  TAA  has  long  been  in  support  of  provisions 
in  the  bankruptcy  laws  that  provide  for  secured  creditors,  under  equipment 
trust  certificate  and  other  title  retention  security  agreements,  to  repossess 
or  take  physical  possession  of  the  equipment  if  the  debtor  goes  into  bank- 
ruptcy and  cannot  fulfill  the  conditions  of  such  agreements. 

We  tiave  analysed  those  provisions  in  S.  2266  that  relate  to  TAA  policy 
views,  as  well  as  similar  provisions  in  H.R.  8200,  the  bankruptcy  bill  now 
before  the  House  for  a  floor  vote  and  which  was  used  for  mark-up  purposes 
by  your  Subcommittee.   These  analyses  are  shown  in  the  separate  attachments, 
the  one  on  H.R.  8200  being  a  copy  of  my  letter  of  September  2,  1977,  to  your 
Staff  Counsel,  Robert  E.  Feidler,  in  response  to  your  request  of  August  5  for 
views  of  interested  groups. 

Our  analysis  of  S.  2266  shows  that  in  a  number  of  respects  it  is  in  ac- 
cord with  the  above-stated  TAA  policy.   In  brief,  it  provides  for  continued 
rail  service  under  court  protection  of  the  debtor's  estate,  for  consolida- 
tion of  two  or  more  rail  bankruptcy  cases  with  common  solutions,  for  retention 
of  equipment  repossession  rights  for  secured  creditors,  for  expedited  proce- 
dures in  development  of  a  reorganization  plan,  for  court  authority  to  revise 
and  confirm  the  plan,  and  for  court  authority  to  permit  discontinuance  of  un- 
profitable rail  services. 

On  the  negative  side,  from  TAA's  point  of  view,  S.  2266  prevents  the 
court  from  changing  labor  contracts  between  the  debtor  and  its  employees, 
prevents  the  court  from  authorizing  rail  line  abandonments,  retains  primary 
responsibility  with  the  ICC  for  developing  the  reorganization  plan,  and 
gives  the  ICC  (rather  than  the  court)  the  authority  to  determine  the  value 
of  transportation  property  of  the  debtor. 

Our  analysis  of  H.R.  8200  shows  it  to  be  by  far  more  in  line  with  TAA 
policy  views.   It  provides  for  continued  rail  service  under  court  protection 
of  the  debtor's  estate,  for  retention  of  equipment  repossession  rights  for 
secured  creditors,  for  court  authority  to  permit  both  discontinuance  of  un- 
profitable rail  services  and  abandonment  of  unneeded  lines,  for  clarifica- 
tion of  the  role  of  federal  and  state  regulatory  agencies  in  rail  bankruptcy 
cases,  and  for  court  authority  to  confirm  the  reorganization  plan  and  assure 
that  creditors  and  equity  security  holders  receive  fair  value  for  their  property. 

H.R.  8200,  on  the  other  hand,  fails  to  include  a  provision  on  consolidation 
of  rail  bankruptcy  cases  (as  contained  in  S.  2266);  and,  like  S.  2266,  does  not 
permit  the  court  to  take  corrective  action  when  existing  labor  contracts  are 
preventing  or  jeopardizing  the  possibilities  of  reorganization  of  the  debtor 
carrier. 

We  urge  further  consideration  of  these  provisions  in  both  of  these  bills 
prior  to  final  mark-up  and  approval  by  your  Subcommittee.  We  also  request  that 
this  letter  and  the  two  analyses  attached  be  included  as  part  of  the  formal 
record  of  hearings  on  S.  2266 


Respectfully, 


Frank  A.  Smith 

Attachments  (3)  Senior  Vice  President 

cc:   Members  of  Senate  Judiciary 
Committee 


983 


ANALYSIS  OF  TRANSPORTATION  PROVISIONS  IN  S.  2266 
AS  APPLICABLE  TO  TAA  POLICY  VIEWS 

Sections  1110  and  1176 

These  Sections  provide  that  secured  creditors  who  conditionally  sell 
or  lease  transport  equipment  to  regulated  air,  rail,  and  water  carriers  re- 
tain their  present  right  of  repossession  in  the  event  any  of  these  carriers 
are  forced  to  go  into  bankruptcy.   Because  of  the  inability  of  many  regulated 
carriers  to  attract  outside  capital  in  the  normal  investment  market  and  the 
inadequacy  of  their  cash  flows,  this  creditor  protection  has  proved  essential 
to  their  financing  of  operating  equipment.   TAA,  therefore,  strongly  favors 
the  retention  of  this  right  and  urges  that  these  Sections  be  retained  in  S.  2266. 

As  we  understand  it,  the  record  of  payment  of  obligations  of  this  type 
by  railroads  that  have  gone  into  bankruptcy  has  been  a  good  one  --  influenced 
in  large  part  by  the  fact  that  the  secured  equipment  is  usable  to  other  buyers, 
and  because  repossession  and  sale  can  be  consummated  without  any  lengthy  delay. 
We  agree  with  the  railroads'  witness  that  this  "right"  is  more  accurately  a 
"remedy"  made  available  to  creditors  only  if  the  debtor  carrier  fails  to  meet 
its  obligations  under  the  financing  agreement. 

The  railroad  witness  also  pointed  out  the  failure  of  Section  1176  to 
cover  debtor  obligations  prior  to  the  date  of  the  order  for  relief.   This 
would  certainly  weaken  the  creditors'  protections  as  compared  to  those  pro- 
vided in  the  existing  statutes.  We  understand  that  removal  of  the  words 
"that  become  due  on  or  after  such  date"  in  Section  1176(a)(1)  would  correct 
this  deficiency.  A  similar  change  in  Section  1110(a)(1)  would  also  appear 
to  be  in  order. 
Section  1169 

This  Section  provides  for  continued  operations  of  a  bankrupt  railroad 
under  ICC,  DOT,  and  state  regulation  as  prior  to  bankruptcy,  but  gives  the 
court  the  power  to  reject  any  of  their  orders  that  incur  a  financial  burden 
on  the  debtor's  estate.   TAA  supports  such  court  protection,  because  the 
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obligation  to  maintain  services  to  the  public  should  not  place  undue  finan- 
cial burdens  on  the  already  bankrupt  carrier  and  thus  make  it  progressively 
more  difficult  to  reorganize  successfully.   TAA  does  not  have  a  policy  posi- 
tion on  the  proviso  relating  to  railroad  interline  accounts. 
Section  1170 

This  Section  provides  for  the  transfer  and  consolidation  of  rail  bank- 
ruptcy cases  to  a  single  court  where  common  problems  or  solutions  are  in- 
volved.  This  should  simplify  procedures  and  help  resolve  interrelated  prob- 
lems of  two  or  more  bankrupt  railroads.   We  support  this  Section  as  clearly 
in  line  with  TAA  policy,  and  we  are  pleased  to  note  that  the  language  is 
virtually  that  suggested  by  TAA  in  our  letter  of  September  2  to  Mr.  Feidler. 
Sections  1172  and  1173 

These  Sections  clearly  give  the  primary  responsibility  for  developing  a 
plan  of  reorganization  to  the  ICC.   While  Section  1172  calls  for  the  trustee 
to  file  a  plan,  and  permits  other  interested  persons  to  file  plans,  the  ICC 
would  be  empowered  to  study  and  modify  any  such  plans,  and  publish  the  final 
plan  --  or  to  prepare  its  own  plan.   Section  1172  does  set  an  overall  time 
limit  for  the  ICC  to  complete  its  development  of  a  plan  --  not  to  exceed 
630  days  from  the  date  the  petition  is  filed  --  but  the  Commission  can  ob- 
tain an  extension  for  cause  shown.   Section  1173  goes  one  step  further  by 
authorizing  the  ICC  to  approve  the  plan,  subject  to  a  long  list  of  condi- 
tions, and  over  the  objections  of  creditors  or  equity  security  holders. 

Since  TAA  policy  calls  for  giving  the  "primary  obligation  to  propose 
a  plan  of  reorganization"  to  the  trustee,  we  oppose  these  Sections  as  pres- 
ently written.   The  inability  to  get  the  Commission  to  take  action  expedi- 
tiously has  been  one  of  the  major  weaknesses  of  the  present  rail  bankruptcy 
statutes.   TAA  recognizes  the  expertise  of  the  Commission  and  fully  supports 
its  having  an  important  role  in  developing  a  plan  --  but  it  should  be  of  an 
advisory  nature  to  the  court  and  certainly  not  take  priority  over  the  views 
of  the  trustee. 
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Section  1174 

This  Section  gives  the  bankruptcy  court  the  power  to  confirm  the  Com- 
mission's plan,  following  hearings  and  revisions  if  necessary.   This  clearly 
relegates  the  role  of  the  trustee  to  that  of  an  advisor  to  the  Commission  -- 
since  only  the  Commission's  plan  is  referred  to  in  this  Section.  We  recog- 
nize that  this  is  an  improvement  over  the  present  procedure  --  whereby  the 
court  cannot  act  until  the  Commission  approves  a  plan  without  any  statutory 
limits  on  the  time  to  act  --  but  it  still  retains  too  much  power  within  the 
Commission  with  respect  to  the  development  and  approval  of  a  reorganization 
plan.   TAA,  therefore,  opposes  this  Section  as  presently  written,  because  it 
believes  the  plan  proposed  by  the  trustee  should  be  considered  by  the  court 
--  not  necessarily  on  an  exclusive  basis,  but  certainly  along  with  the  Com- 
mission's plan. 
Section  1175 

This  Section  gives  the  court  the  power  to  convert  the  bankruptcy  pro- 
ceedings to  a  liquidation  if  the  Commission  fails  to  submit  a  plan  or  reports 
that  the  debtor  cannot  be  reorganized.   It  also  gives  the  court  the  power  to 
direct  the  trustee  to  submit  a  plan  if  the  Commission  fails  to  submit  one 
and  the  court  finds  the  debtor  may  be  reorganizable.   TAA  supports  these 
changes.  While  we  do  not  believe  that  liquidation'  of  an  essential  railroad 
would  actually  take  place,  in  the  sense  of  dissolution  of  the  plant  and  as- 
sets and  discontinuation  of  all  services,  we  can  visualize  partial  liquidation, 
sale  of  essential  routes  to  solvent  railroads,  and  continuation  of  unprofit- 
able but  needed  service  and  routes  on  a  subsidized  basis.   Thus,  the  authori- 
zation of  liquidation  of  a  bankrupt  carrier  should  enhance  the  prospects  for 
expedited  development  and  confirmation  of  a  rational  reorganization  plan. 
Section  1177 

This  Section  prevents  the  court  and/or  trustee  from  changing  the  wages  or 
working  conditions  of  employees  of  the  debtor.   TAA  strongly  objects  to  this 
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Section,  because  we  have  great  difficulty  in  understanding  the  logic  of  sub- 
jecting a  bankrupt  railroad  to  constraints  not  applicable  to  other  commercial 
enterprises  that  go  into  bankruptcy.   It  is  common  knowledge  that  one  of  the 
greatest  burdens  on  our  railroad  industry  is  the  excessive  cost  of  labor  -- 
primarily  the  result  of  outmoded  work  rules.   These  outmoded  rules  and  con- 
tinuously rising  labor  costs  have  made  it  very  difficult,  if  not  impossible, 
for  the  railroads  to  make  offsetting  productivity  gains  and  to  hold  down 
their  rates.   The  potentials  in  this  area  for  restrengthening  a  bankrupt 
railroad  are  sizeable,  and  its  employees  should  gain  in  the  long  run  if  the 
'  carrier  can  return  to  solvency  in  the  shortest  possible  time. 
Section  1179 

This  Section,  in  most  part,  continues  procedures  under  the  Interstate 
Commerce  Act  for  the  handling  of  railroad  service  discontinuances  and  line 
abandonments.  While  it  does  give  the  court  the  power  to  discontinue  rail 
services  --  if  the  debtor's  cash  position  prevents  continued  operation  -- 
it  specifically  prevents  the  court  from  authorizing  any  abandonment  of  lines, 
which  must  be  authorized  by  the  ICC  under  existing  procedures.  While  TAA 
supports  giving  the  court  power  to  authorize  discontinuances  of  service,  it 
feels  equally  strong  about  the  need  to  extend  this  power  to  abandonments. 
In  this  respect,  we  much  prefer  the  approach  advocated  in  H.R.  8200,  as  de- 
scribed in  our  letter  of  September  2  to  Mr.  Feidler.  We  believe  the  ICC 
should  have  an  advisory  role,  but  the  power  to  take  action  and  expedite  re- 
organization should  be  given  to  the  court. 
Section  1180 

Section  1180  gives  the  ICC  the  power  to  determine  the  value  of  any 
property  of  the  debtor  that  may  be  required  in  implementation  of  the  plan. 
TAA  agrees  that  the  ICC  can  make  a  contribution  towards  determining  the  value 
of  any  such  property,  but  feels  it  should  be  in  an  advisory  capacity.   This 
responsibility  should  reside  in  the  court,  as  provided  for  in  the  similar  pro- 
vision in  H.R.  8200. 
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We  have  noted  that  S.  2266  does  not  contain  a  provision  which  gives  the 
ICC,  DOT,  and  state  and  local  commissions  the  right  to  appear  and  be  heard 
in  rail  bankruptcy  cases,  but  not  the  right  to  appeal  the  bankruptcy  court's 
order  or  judgment.  TAA  favors  such  a  provision  because  it  would  clearly 
prevent  undue  delay  of  proceedings  through  appeals  by  government  agencies. 
We,  therefore,  recommend  that  a  provision  such  as  Section  1163  of  H.R.  8200 
be  included  in  the  final  version  of  S.  2266. 
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TRANSPORTATION  ASSOCIATION  OF  AMERICA 


September   2,    1977 


Mr.    Robert   E.    Fe idler 

Staff  Counsel 

Subcommittee  on  Improvements  in 

Judicial  Machinery 
Senate  Judiciary  Committee 
Washington,  D.  C.   20510 

Dear  Mr.  Feidler: 

As  requested  by  Chairman  DeConcini  in  his  letter  of  August  5,  we 
should  like  to  express  the  views  of  TAA  on  those  provisions  of  H.R.  8200, 
Bankruptcy  Reform  Bill,  of  direct  interest  to  the  members  of  this  Associa- 
tion. 

TAA's  interest  is  confined  to  Subchapter  IV  of  Chapter  11  dealing  with 
Railroad  Reorganizations  and  Section  1110  of  Subchapter  I  of  Chapter  11 
dealing  with  Security  Interests  in  Aircraft  Equipment  and  Vessels.  While 
we  are  still  studying  the  probable  impact  of  the  suggested  changes  in 
these  provisions  --  to  determine  whether  TAA  should  recommend  changes  -- 
I  can  report  at  this  time  that  the  Sections  in  the  above-specified  Sub- 
chapters appear  to  be  in  line  with  TAA  views,  with  one  exception,  and  thus 
have  our  general  support.   These  views,  of  course,  were  spelled  out  by  me 
when  testifying  before  your  Subcommittee  on  October  30,  1975.  As  to  spe- 
cific Sections  of  H.  R.  8200,  we  can  advise  as  follows: 

Section  1163  -  Gives  the  ICC,  DOT,  and  state/local  commissions  the 
right  to  appear  and  be  heard  in  rail  bankruptcy  cases,  but  not  the  right 
to  appeal  the  bankruptcy  court's  order  or  judgement.   TAA  recognizes  the 
right  and  desirability  of  these  directly  interested  government  agencies 
to  participate  in  the  proceedings,  but  we  believe  they  should  not  have  the 
right  to  appeal  the  court's  order  because  this  will  result  in  repeated  de- 
lays and  further  deterioration  of  the  bankrupt  carrier's  plant.   We,  there- 
fore, support  this  Section. 

Sections  1164  and  1165  -  Except  for  abandonments,  mergers,  and  cer- 
tain financial  transactions,  the  operations  of  a  bankrupt  railroad  will 
continue  to  be  subject  to  existing  ICC  and  state  regulations,  although  the 
court  will  have  the  power  to  reject  any  of  the  regulatory  agencies'  orders 
that  incur  an  obligation  for  the  expenditure  of  money  from  the  carrier's 
estate.   TAA  supports  these  provisions  because  they  provide  for  the  contin- 
uation of  essential  rail  services  with  protection  from  further  deterioration 
of  the  estate. 

Sections  1166  and  1110  -  Retain  the  right  of  creditors  to  repossess 
railroad  equipment,  aircraft  and  related  equipment,  and  vessels  under 
equipment  trust  and  similar  financial  agreements.   TAA  strongly  favors  the 
retention  of  this  right  of  repossession,  as  it  has  proved  to  be  an  essential 
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financing  method  for  many  transport  carriers,  particularly  those  unable 

to  attract  sufficient  capital  because  of  inadequate  cash  flow  and  earnings. 

Section  1167  -  Prevents  the  court  or  trustee  from  changing  any  col- 
lective bargaining  agreements  in  effect  when  the  railroad  went  bankrupt. 
TAA  opposes  such  a  restriction,  because  it  would  continue  to  preclude  con- 
structive changes  to  ease  the  financial  burden  on  the  bankrupt  carrier. 
As  noted  in  my  statement  to  the  Subcommittee,  the  railroads  have  been  the 
only  debtors  in  a  bankruptcy  case  where  such  a  restriction  on  the  court 
exists.   TAA  sees  no  reason  why  this  discrimination  against  railroads  should 
continue  --  particularly  when  one  of  the  greatest  potentials  for  construc- 
tive reform  and  carrier  relief  is  in  the  area  of  labor  agreements  and  work 
rules . 

Section  1169  -  Gives  the  court  the  power  to  authorize  abandonment  of 
unprofitable  railroad  lines  under  procedures  that  (1)  authorize  a  trustee 
to  make  application  to  the  ICC  for  its  review  and  recommendation,  (2)  fix 
a  time  limit  for  the  ICC  to  act  on  the  application,  (3)  provide  proper  no- 
tice to  the  ICC,  DOT,  trustee,  and  other  interests,  and  (4)  authorize  ter- 
mination of  service  on  a  line  pending  final  action  on  any  court  appeal. 
TAA  supports  such  changes  as  needed  to  assure  the  rationalization  of  plant 
of  a  bankrupt  railroad  under  expeditad  procedures. 

Section  1171  -  Provides,  as  part  of  the  reorganization  plan,  for  the 
transfer  of  operating  lines  of  the  debtor  to  another  operating  railroad 
and/or  the  abandonment  of  any  line  of  the  bankrupt  carrier.   TAA  supports 
such  a  change  as  needed  to  facilitate  without  undue  delay  changes  needed 
to  restore  solvency  of  the  bankrupt  carrier  and  provide  for  the  continua- 
tion of  essential  railroad  services. 

Section  1172  -  Gives  the  court  the  authority  to  confirm  the  reorgan- 
ization plan,  which  must  assure  that  creditors  receive  property  "of  a 
value,  as  of  the  effective  date  of  the  plan,  that  is  not  less  than  the 
value  of  property  that  each  such  creditor  or  equity  security  holder  would 
so  receive  or  retain  if  all  of  the  operating  railroad  lines  of  the  debtor 
were  sold...."   TAA  supports  this  provision,  because  it  gives  the  court 
clear  authority  to  confirm  the  plan  --  without  continuous  delays  caused  by 
the  need  for  ICC  approval  --  and  because  it  would  (as  we  interpret  the 
language)  prevent  the  use  of  condemnation  as  a  standard  for  the  amount  of 
reimbursement  to  creditors. 

One  provision  that  is  not  contained  in  H.R.  8200  but  supported  by 
TAA  in  its  testimony  before  your  Subcommittee  is  that  providing  for  the 
coordination  or  consolidation  of  two  or  more  railroad  bankruptcy  cases 
by  transferring  them  to  a  single  court.   TAA  believes  such  a  change  would 
help  to  resolve  conflicts,  expedite  action,  and  assure  adequate  rail  ser- 
vice.  The  specific  wording  to  provide  for  such  action  is  contained  in 
Section  9-303  of  S.  236  and  reads  as  follows: 

"SEC.  9-303.   TRANSFER  AND  CONSOLIDATION  OF  CASES.  --  When  cases 

pending  under  this  chapter  are  pending  in  different  districts  or 

before  different  judges  of  the  same  district,  such  cases  may  be 

transferred  to  one  of  such  districts  or  judges  for  coordinated  or 
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consolidated  proceedings,  if  the  cases  involve  (1)  a  dispute  between 
two  or  more  debtors  in  cases  pending  under  this  chapter;  (2)  one  or 
more  common  questions  of  fact  or  abandonment  of  property  affecting 
two  or  more  debtors  in  cases  pending  under  this  chapter;  or  (3)  a 
possible  merger  or  a  common  plan  of  two  or  more  debtors  in  cases 
pending  under  this  chapter.   Any  such  transfer  or  consolidation  shall 
not  affect  the  rights  of  creditors  and  equity  security  holders  with 
respect  to  the  separate  debtors.   Such  transfers  shall  be  made  by 
the  judicial  panel  on  multidistrict  litigation  authorized  by  title 
28,  United  States  Code,  section  1407.   Proceedings  for  the  transfer 
of  a  case  under  this  section  may  be  initiated  by  a  trustee,  any 
party  of  interest,  the  judicial  panel  on  multidistrict  litigation,  or 
a  judge  before  whom  one  of  the  cases  is  pending.   A  proceeding  to 
transfer  shall  be  filed  in  the  district  courts  in  which  such  cases 
are  pending.   Notice  of  a  proceeding  to  transfer  and  the  hearing 
thereon  shall  be  given  to  the  trustees  for  such  debtors. 

We  appreciate  the  opportunity  to  express  TAA's  views  on  these  trans- 
portation provisions  in  H.R.  8200,  but,  as  stated,  we  should  like  to  re- 
serve the  right  to  express  further  views  on  these  provisions  following 
our  analysis  of  their  probable  effect  if  passed  into  law. 


Sincerely, 


Frank  A.  Smith 
Senior  Vice  President 


cc:   Members  of  Subcommittee 


991 


STATEMENT  OF  MARTIN  I.  KLEIN  ON  S .  2266 
BEFORE  THE  SUBCOMMITTEE  ON  IMPROVEMENTS 
IN  JUDICIAL  MACHINERY  COMMITTEE  ON  THE 
JUD ICIARY,  UNITED  STATES  SENATE 


Martin  I.  Klein  is  associated  with  the  New  York  City 
law  firm  of  Rosenman  Colin  Freund  Lewis  &  Cohen.   He  has 
lectured  at  Columbia  University  Law  School  and  has  chaired 
and  lectured  and  written  extensively  for  continuing  legal 
education  programs  sponsored  by  the  Joint  Committee  of  the 
American  Law  Institute  -  American  Bar  Association  on  the 
Continuing  Professional  Education,  The  Practising  Law  Insti- 
tute, The  New  York  Law  Journal,  The  New  York  State  Bar 
Association  and  various  other  state  and  local  bar  associa- 
tions.  He  has  served  as  counsel  to  major  corporate  clients 
and  others  in  connection  with  commercial  law  and  insolvency 
matters.   He  has  represented  secured  and  unsecured  creditors, 
debtors  and  creditors'  committees  in  Chapter  XI  and  Chapter 
XII  cases  as  well  as  debtors  and  reorganization  trustees  in 
Chapter  X  cases.   He  also  serves  as  Chairman  of  the  Subcom- 
mittee on  Bankruptcy  Court  Litigation  of  the  ABA  Section  on 
Litigation.   The  following  statement  represents  his  own 
personal  views  and  not  those  of  his  firm  or  any  organization 
with  which  he  may  be  affiliated. 
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I.  HISTORY  OF  REFORM 

S.  2266  is  the  result  of  a  legislative  process  which 
began  in  1970  with  the  Congressional  establishment  of  the 
Commission  on  tie  Bankruptcy  Laws  of  the  United  States.   The 
Commission  issued  its  report,  consisting  of  findings  and  a 
proposed  new  Bankruptcy  Act,  to  Congress  on  July  30,  1973. 
That  proposed  Act  was  introduced  in  tine  93rd  Congress,  (1973), 
as  H.R.  10792  and  S.  2565.   The  National  Conference  of  Bank- 
ruptcy Judges  disagreed  with  many  of  the  provisions  of  the 
Commission's  proposed  Act  and  drafted  an  alternative  proposed 
Act  which  was  introduced  in  the  93rd  Congress  as  H.R.  16643 
and  S.  4046.   The  next  year  both  bills  were  reintroduced 
in  the  94th  Congress  as  H.R.  31  (S.  236)  and  H.R.  32  (S.  235), 
respectively.   Both  Houses  held  extensive  hearings  on  the 
bills  between  February,  1975  and  May,  1976,  and  a  synthesis 
bill  was  drafted  and  introduced  in  the  95th  Congress  on 
January  4,  1977,  as  H.R.  6.   The  House  bill  was  marked  up 
in  Committee  and  then  reintroduced  as  H.R.  7330  on  May  23, 
1977,  and  then  as  H.R.  8200  on  July  11,  1977.   The  Senate 
has  just  referred  to  Committee  its  synthesis  bill,  S.  2266 
which  differs  significantly  from  H.R.  8200. 

II.  THE  BANKRUPTCY  COURT  SYSTEM 

If  enacted,  S.  2266  would  alter  bankruptcy  law  more 
than  any  legislation  since  the  adoption  of  the  Bankruptcy 
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Act  of  1398,  including  the  Chandler  Act  of  1938  which  is 
generally  considered  to  be  the  forerunner  of  bankruptcy  re- 
form.  Yet,  although  the  bill  makes  certain  notable  improve- 
ments, in  many  respects  the  bill  fails  to  achieve  many  of 
the  goals  of  reform  espoused  over  the  past  several  years 
and  by  the  Bankruptcy  Commission  in  particular. 

The  major  deficiency  of  the  Bill  is  its  failure  to 
recognize  the  important  role  and  the  responsibilities  of 
the  Bankruptcy  Court  in  the  Federal  judicial  system.   Both 
the  Bankruptcy  Commission  and  the  House  Judiciary  Committee 
recognized  the  need  for  an  independent  bankruptcy  court. 
The  present  bankruptcy  court  is  a  step-child,  a  cast  off 
from  the  Judiciary  without  prestige  and  poorly  staffed. 
Yet  the  Senate  bill  makes  no  improvement  in  this  vital  area. 
It  proposes  a  continuation  of  the  present  system  whereby 
the  bankruptcy  court  is  an  adjunct  of  the  District  Court, 
but  it  raises  the  term  of  office  for  bankruptcy  judges  to 
12  years.   This  is  far  too  short  from  the  goal  of  the  creation 
of  an  independent,  prestigious  bankruptcy  court  with  broad 
jurisdiction  and  powers.   Increasing  the  term  of  office  from 
6  to  12  years  is  little,  if  no  improvement,  and  is  certainly 
less  attractive  than  creation  of  the  full  Article  III  bank- 
ruptcy court  as  proposed  in  the  House  Bill,  H.R.  8200. 
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Although  S.  2266  provides  for  the  appointment  of  bank- 
ruptcy judges  by  the  Circuit  Judicial  Councils  (as  opposed 
to  the  present  appointment  by  the  District  Court)  and  that 
bankruptcy  judges  be  paid  an  increased  salary  of  $48,500, 
these  slight  improvements  perpetuate  the  notion  of  the  bank- 
ruptcy court  as  an  inferior  court.   The  bill  further  prov- 
ides that  appeals  from  the  bankruptcy  court  be  heard  by  a 
single  judge  of  the  District  Court  rather  than  by  the  Courts 
of  Appeal  as  in  the  House  bill.   Finally,  S.  2266  does  noth- 
ing to  enhance  the  jurisdiction  of  the  Bankruptcy  Court  as 
does  the  House  bill.   The  House  bill  provides  for  complete 
jurisdiction  in  the  bankruptcy  court,  eliminating  the 
present  summary  and  plenary  jurisdiction  dichotomy  which 
causes  unnecessary  litigation.   Section  1334(b)  of  the 
Senate  bill  does  not  accomplish  this  desired  goal  and  in- 
stead is  likely  to  be  construed  as  an  all  encompassing  grant 
of  jurisdiction  to  the  District  Court.   It  should  be  re- 
drafted to  give  such  jurisdiction  directly  to  the  bankruptcy 
court. 

III.   ADI1INISTRATIVE  REFORM 

The  House  bill  recognizes  that  many  current  administra- 
tive duties  of  bankruptcy  judges,  especially  the  appointment 
and  supervision  of  trustees  detract  from  the  dignity  of  the 
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bankruptcy  court  and  that  there  is  a  need  to  separate  the 
administrative  and  judicial  functions  and  to  insure  the 
appearance  of  impartiality  of  the  judges  who  heretofore  had 
to  resolve  litigated  matters  while  at  the  same  time  protect- 
ing the  estate.   Under  the  House  bill  many  of  the  administra- 
tive functions  heretofore  performed  by  bankruptcy  judges 
will  be  transferred  to  the  United  States  Trustees  to  be 
established  under  the  bill.   Whether  you  agree  with  the 
approach  of  the  House  Committee  or  that  advocated  by  the 
Bankruptcy  Commission  (creation  of  an  independent  Executive 
Branch  Agency) ,  the  need  exists  to  separate  the  functions 
of  the  present  bankruptcy  court.   The  Senate  bill  does  noth- 
ing to  correct  this  abuse.   This  is  a  major  weakness  of  the 
bill  that  should  be  corrected.   The  Senate  bill  perpetuates 
all  the  e/ils  of  the  present  system  and  ignores  the  problem 
by  leaving  the  bankruptcy  judges  with  the  administrative 
and  judicial  functions  that  they  now  have. 

IV.   BUSINESS  REORGANIZATIONS 

The  present  Bankruptcy  Act  contains  four  chapters  for 
the  reorganization  of  businessnes:   Chapter  VIII,  railroad 
reorganizations,  Chapter  X,  corporate  reorganizations, 
Chapter  XI,  arrangements  of  unsecured  debts,  and  Chapter  XII, 
real  estate  arrangements. 
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The  distinctions  between  Chapter  X  and  XI  have  not 
always  been  clear  and  have  caused  a  significant  volume  of 
litigation  with  respect  to  the  proper  chapter  under  which 
a  case  should  proceed.   See,  for  example,  In  re  Arlan's 
Department  Store,  373  F.  Supp.  520  (S.D.N.Y.  1974) .   Chap- 
ter X  involves  a  thorough  financial  reorganization  of  a 
corporation  within  a  rigid  statutory  scheme  while  Chapter  XI 
is  a  relatively  informal  procedure  for  the  arrangement  of 
non-public  debt.   Yet,  large  public  companies  have  often 
resorted  to  Chapter  XI  because  of  its  informality  and  because 
trustees  are  appointed  in  Chapter  X  to  operate  the  business 
and  investigate  management. 

No  one  doubts,  after  4  0  years  of  experience  under  these 
chapters,  that  the  need  exists  to  modernize  the  procedural 
and  substantive  law  to  reflect  the  changing  nature  of  busi- 
ness and  the  economy.   The  House  Committee  in  the  H.R.  8200 
recognized  the  need  for  a  single  chapter,  flexible  to  meet 
all  the  needs  of  all  business  reorganization  cases. 

The  House  bill  consoldiates  the  present  four  chapters 
into  a  new  Chapter  11  and  adopts  much  of  the  flexibility  of 
the  present  Chapter  XI,  while  providing  many  of  the  public 
protection  features  of  the  current  Chapter  X.   The  public 
will  be  protected  under  the  bill  by  giving  interested  parties 
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adequate  disclosure  and  relevant  information. 

The  House  bill  contemplates  active  participation  by 
the  Securities  and  Exchange  Commission.   The  SEC  is  given 
the  absolute  right  to  appear  and  be  heard  on  whether  the  dis- 
closure statement  contains  adequate  information,  but  the 
SEC  will  not  have  a  right  of  appeal  on  the  adequacy  of  dis- 
closure, thus  avoiding  delay  in  solicitation. 

The  House  bill  does  not  attempt  to  impose  a  rigid  rule 
nor  does  it  attempt  to  answer  the  question  of  whether  the 
creditors  are  entitled  to  the  going  concern  or  liquidation 
value  of  the  business,  but  instead  it  mandates  that  credi- 
tors receive  at  least  the  liquidation  value,  as  is  the  prac- 
tice under  the  present  Chapter  XI. 

One  of  the  more  difficult  problems  addressed  by  the 
House  bill  is  the  establishment  of  a  standard  for  the  ap- 
pointment of  a  trustee  in  reorganization  cases.   The  appoint- 
ment of  a  trustee  is  automatic  under  the  present  Chapter  X 
when  the  debtor's  liability  exceeds  $250,000.   The  debtor 
is  usually  continued  in  possession  under  Chapter  XI  unless 
the  court,  for  cause  shown,  appoints  a  receiver.   Believing 
that  the  need  for  reorganization  results  more  often  than 
not  from  honest  mistakes  by  management  of  a  corporation  and 
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from  business  cycles,  and  believing  further  that  too  frequent 
appointment  of  trustees  would  discourage  debtors  from  seeking 
relief  under  Chapter  11,  the  House  bill  adopts  a  flexible 
approach  by  leaving  the  debtor  in  possession  of  its  property 
and  business,  unless  a  request  is  made  for  the  appointment 
of  a  trustee.   If  such  a  request  is  made  the  court  will  hold 
a  hearing  and  will  appoint  a  trustee  only  if  the  protection 
afforded  by  a  trustee  is  needed  and  the  costs  and  expenses 
of  a  trustee  would  not  be  diproportionately  higher  than  the 
protection  afforded. 

The  House  bill  attempts  to  deal  with  the  problem  of 
creditors'  committees  by  providing  for  a  committee  of  un- 
secured creditors,  and  for  additional  committees  with  status 
equal  to  that  of  the  unsecured  creditors'  committee,  when 
such  committees  are  needed  to  represent  various  interests 
in  the  case,  such  as  secured  creditors  and  subordinated 
creditors.   Committees  are  to  be  appointed  by  the  court 
rather  than  elected  by  the  creditors  or  equity  security 
holders,  but  the  court  is  to  "ordinarily"  appoint  the  seven 
largest  claimholders  or  stockholders,  but  may  continue  a 
committee  formed  prior  to  the  case  if  the  committee  was 
fairly  chosen  and  is  representative. 
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Measured  against  these  laudable  reforms,  the  Senate 
bill  not  only  rejects  most  of  them  but  provides  for  a  system 
which  is  less  attractive  than  current  law. 

Under  S.  2266  there  would  be  established  separate  re- 
organization procedures  for  public  corporations  on  the  one 
hand  and  individuals,  partnerships  and  private  corporations 
on  the  other.   Section  1101(3)  defines  a  public  company  as 
a  debtor  who  within  12  months  prior  to  the  filing  date  owed 
$5  million  or  more,  exclusive  of  liabilities  for  goods, 
services  or  taxes  and  had  not  less  than  1000  security  holders, 
This  definition  is  arbitrary  and  not  functional.   Under  Sec- 
tion 1104  (a)  a  disinterested  trustee  must  be  appointed  in 
the  case  of  every  public  company,  whether  desired  by  credi- 
tors or  not.   Although  advocated  by  the  SEC  for  forty  years, 
the  notion  of  mandatory  appointment  of  trustees  has  been 
consistently  rejected  by  Congress  and  the  courts  and  now  by 
the  House  Committee  in  H.R.  8  2  00. 

Under  present  law  many  large  and  public  companies  can 
nevertheless  be  reorganized   under  the  simplified  provisions 
of  Chapter  XI.   S.  2266  on  the  other  hand  requires  a  proced- 
ure akin  to  that  of  the  present  Chapter  X  for  all  public 
cases,  thus  failing  to  achieve  one  of  the  more  important 
reforms  and,  in  fact,  even  taking  a  step  backwards.   Section 
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1130(a)(7)  of  S.  2266  mandates  the  application  of  the  "abso- 
lute priority  rule"   in  every  public  case  and  even  where  all 
classes  of  creditors  and  equity  interests  consent  to  the 
Plan.   Section  1125(f)  prohibits  solicitation  of  acceptances 
from  stockholders  prior  to  court  approval  of  the  Plan  even 
though  all  applicable  securities  laws  are  complied  with. 

There  are  other  major  defects  in  the  bill.   Section 
362(d)  may  thwart  all  reorganizations  and  certainly  is  a 
regressive  step  in  that  it  permits  foreclosure  by  secured 
creditors  merely  upon  a  showing  of  no  equity  in  the  property. 
This  provision  fails  to  recognize  the  needs  of  the  debtor 
and  other  creditors,  is  not  in  the  public  interest  and  should 
be  modified.   There  are  many  instances  where  use  of  collat- 
eral may  be  essential  to  the  continued  viability  of  a  busi- 
ness.  This  provision  will  undoubtedly  operate  to  discour- 
age businesses  from  seeking  protection  under  the  Act. 

Similar  objections  can  be  voiced  with  respect  to  Section 

365(b)(3)  which  permits  termination  of  leases  without  regard 

to  the  needs  of  the  debtor  even  where  such  leases  are  essen- 
tial to  the  operation  of  the  business. 

The  House  bill  makes  significant  changes  in  the  area 
of  business  reorganizations  to  better  enable  a  restructuring 
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of  a  business'  finances  so  that  it  may  continue  to  operate, 
provide  employees  with  jobs,  pay  its  creditors  and  produce 
a  return  for  its  stockholders.   The  fundamental  premise  for 
a  business  reorganization  is  that  assets  used  for  production 
in  the  industry  for  which  they  were  designed  are  more  valu- 
able than  those  same  assets  sold  for  scrap.   S.  2266  not 
only  rejects  this  premise  but  represents  a  long  step  back- 
ward and  will  ultimately  discourage  many  businesses  from 
utilizing  the  reorganization  provisions  of  the  Bankruptcy 
Act. 

V.   INDIVIDUAL  REPAYMENT  PLANS  AND  DISCHARGE  OF  DEBTS 

The  House  bill  creates  a  new  Chapter  13  to  enable  indi- 
viduals, under  court  supervision  and  protection,  to  develop 
plans  for  the  full  or  partial  repayment  of  their  debts  over 
an  extended  period  of  time.   Similar  to  the  present  Chapter 
XIII,  the  new  Chapter  13  is  designed  to  afford  an  individual 
an  alternative  to  bankruptcy  liquidation.   The  Senate  bill, 
however,  contains  no  such  reform  efforts.   Under  the  House 
bill,  Chapter  13  relief  is  available  to  debtors  whose  unse- 
cured debts  do  not  exceed  $100,000  and  whose  secured  debts 
do  not  exceed  $500,000.   The  House  bill  attempts  to  encour- 
age repayment  by  small  businessmen. 
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Under  the  Senate  bill,  however,  Chapter  13  relief  is 
only  available  to  those  whose  unsecured  debts  are  less  than 
$200,000. 

Under  the  House  bill,  a  debtor's  tax  obligations  are 
dealt  with  under  a  Plan  as  are  other  obligations.   However, 
Section  1325(c)  of  the  Senate  bill  does  not  permit  this;  a 
debtor  is  only  allowed  a  maximum  of  6  0  days  to  pay  his  tax 
obligations  in  cash  and  in  full  unless  the  Secretary  of  the 
Treasury  agrees  otherwise.   This  will  undoubtedly  discour- 
age the  utilization  of  this  Chapter  by  debtors.   Also  under 
the  House  bill,  spouses  and  other  co-debtors  are  protected 
from  immediate  liability  to  a  creditor  by  provisions  of  the 
automatic  stay.   Not  so  under  the  Senate  bill  where  such 
creditors  are  merely  subrogated  to  the  extent  they  are  for- 
ced to  pay  the  creditor. 

S.  2266  will  undoubtedly  defeat  most  of  the  reforms  of 
the  House  bill  designed  to  make  the  fundamental  premise  of 
the  Bankruptcy  Act  --  that  of  a  "fresh  start"  more  meaning- 
ful. 

The  House  bill  provides  an  alternative  to  the  present 
state  law  exemptions  by  creating  uniform  federal  exemptions 
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but  permitting  a  debtor  to  choose  between  the  federal  exempt- 
ions and  those  of  his  own  state.   The  Senate  bill  does  noth- 
ing to  alter  the  present  state  exemption  system  which  in 
some  states,  affords  no  protection  to  a  debtor. 

A  critical  problem  for  individual  debtors  has  been  re- 
affirmation agreements  (which  require  a  bankrupt  to  pay  a 
discharged  claim).   Under  the  House  bill,  these  are  rendered 
generally  unenforceable,  but  under  the  Senate  bill  they  are 
generally  enforceable  after  a  30  day  period.   This  is  a  mere 
cosmetic  reform;  most  bankrupts  will  be  unable  to  utilize 
this  provision  during  such  a  short  span  of  time. 

A  key  area  of  reform  is  the  question  of  nondischargeable 
debts.   Under  current  law  and  K.R.  8200,  old  tax  claims  are 
discharged  and  the  key  date  to  determine  whether  they  are 
old  is  the  date  the  particular  tax  returns  were  last  due  to 
be  filed,  without  penalty.   Under  the  Senate  bill,  the  date 
of  assessment  is  the  key  date,  thus,  if  no  assessment  was 
made  prior  to  bankruptcy  the  tax,  no  matter  how  old,  would 
remain  due. 

Redemption  under  the  House  Bill  is  available  to  indi- 
vidual debtors  seeking  to  reclaim  property  for  personal  or 
family  or  household  use  if  the  property  was  exempted  or 
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abandoned  by  the  trustee.   Property  can  be  redeemed  from  a 
lien  by  paying  the  lienholder  the  amount  of  the  secured 
claim.   However,  the  Senate  bill  does  not  (as  does  the  House 
bill)  permit  redemption  with  respect  to  purchase  money  secur- 
ity interests  and  these  constitute  the  bulk  of  liened  con- 
sumer goods,  thereby  thwarting  the  salutory  purposes  of  the 
provision. 

VI.   PREFERENCES 

Both  the  Senate  and  House  bills  make  major  and  similar 
changes  with  respect  to  preferences.   Under  Section  60  of 
the  present  Bankruptcy  Act  the  trustee  is  required  to  prove 
the  debtor's  insolvency  at  the  time  the  preferential  trans- 
fer was  made.   In  addition,  the  trustee  must  show,  once  he 
has  established  the  other  requisite  elements  of  a  preference, 
that  the  creditor  had  reasonable  cause  to  believe  the  debtor 
was  insolvent  at  the  time  of  the  transfer.   The  House  Judic- 
iary Committee  believed  that  proving  insolvency  at  the  time 
of  the  transfer  is  extremely  difficult,  and  that  proving 
that  the  creditor  has  reasonable  cause  to  believe  that  the 
debtor  was  then  insolvent  is  unimportant  in  view  of  the 
strong  bankruptcy  policy  of  equality  among  creditors.   Thus, 
both  bills  create  a  presumption  of  insolvency  at  the  time 
of  the  transfer  and  eliminate   the  reasonable  cause  to 
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believe  requirements.   On  the  other  hand,  the  bills  reduce 
the  preference  period  from  four  to  three  months  prior  to  the 
commencement  of  relief  under  the  Code,  unless  the  creditor 
receiving  the  preference  was  an  insider,  in  which  case  the 
period  is  one  year. 
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Senator  Dennis  DeConcini 

Staff  Counsel 

Subcommittee  on  Improvements 

in  Judiciary  Machinery 
Senate  Judiciary  Committee 
Washington,  D.  C.   20510 

Dear  Senator  DeConcini: 


1  understand  that  the  Subcommittee  has  recently  concluded 
hearings  on  S.  22  66,  the  Bankruptcy  Reform  Bill  which  was  intro- 
duced on  October  31,  1977,  and  that  Senator  DeConcini  has  an- 
nounced that  the  record  will  be  kept  open  until  January  31,  1978 
for  the  purpose  of  receiving  additional  submissions. 

Mr.  Harry  J.  Breithaupt,  Jr. ,  Vice  President  and  General 
Counsel  of  the  Association  of  American  Railroads,  appeared 
before  the  Subcommittee  on  December  1  and  presented  the  views 
of  the  AAR,  including  Southern  Pacific  Transportation  Company, 
as  to  which  there  was  a  railroad  industry  consensus.   This 
statement  relates  to  other  aspects  of  S.  2266  on  which  there 
is  not  agreement  within  the  industry. 

We  subscribe  to  the  views  expressed  by  Mr.  Breithaupt  on 
behalf  of  the  industry  with  respect  to  the  matters  covered  in 
his  statement.   However,  we  are  also  particularly  concerned 
with  Section  1169  of  S.  2266,  which  is  the  substantially  dif- 
ferent counterpart  to  Section  1164  of  the  House  bill,  H.R.  8200. 
It  is  our  view  that  the  public  interest,  the  interest  of  rail- 
roads in  reorganization  and  the  interest  of  the  railroad  industry 
would  be  better  served  if  the  Senate  were  to  adopt  the  concept  of 
Section  1164  of  H.R.  8200,  as  hereinafter  supplemented,  rather 
than  Section  1169  of  S.  2266.   Section  1164  states  that  the  debtor 
railroad  in  reorganization  is  subject  to  the  provisions  of  the 
Interstate  Commerce  Act  "Except  with  respect  to  abandonment 
under  Section  1169  of  this  Title,  or  merger,  modification  of  the 
financial  structure  of  the  debtor,  or  issuance  or  sale  of  securities 
under  a  plan."   Section  1169  omits  the  latter  exceptions  to  the 
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Interstate  Commerce  Commission's  jurisdiction  and  would  generally 
subject  the  debtor  railroad  in  reorganization  to  the  same  ICC 
jurisdiction  as  a  railroad  which  is  not  in  reorganization.   The 
House  bill  provision  is  similar  to  that  which  has  been  in  various 
bankruptcy  act  revision  bills  introduced  in  1977,  including  H. R.  6 
of  January  4,  1977  and  H. R.  7330  of  May  23,  1977. 

Section  1164  of  the  House  bill  is  desirable  as  it  would  change 
existing  Section  77  of  the  Bankruptcy  Act  provisions  by  conferring 
certain  major  jurisdiction  on  the  reorganization  court,  instead  of 
the  cumbersome  joint  jurisdiction  which  the  reorganization  court 
now  shares  with  the  ICC.   Many  steps  in  the  reorganization  process 
must  now  be  shared  and  duplicated  by  the  court  and  the  ICC  and  this 
has  resulted  in  lengthy  delays  and  greatly  increased  costs  of  re- 
organization proceedings. 

Under  the  existing  procedure,  the  debtor  is  to  file  a  plan  of 
reorganization  within  six  months  of  the  entry  of  the  order  by  the 
court  approving  the  reorganization  petition.   An  unlimited  number 
of  six  months'  extensions  may  be  granted.   The  Commission  then  holds 
public  hearings  after  which  it  renders  a  report  and  order  approving 
or  refusing  to  approve  the  plan.   There  is  provision  for  the  Com- 
mission to  modify  the  plan  by  a  supplemental  report  and  order.   If 
the  Commission  approves  the  plan,  it  certifies  it  to  the  court,  but 
the  court  cannot  approve  the  plan  unless  it  has  first  been  approved 
by  the  Commission.   Section  77e  of  the  present  Bankruptcy  Act  pro- 
vides that  upon  receiving  the  plan  the  court  must  conduct  hearings 
if  objections  are  filed,  and  the  court  then  approves  or  disapproves 
the  plan.   On  motion  the  court  may  refer  the  proceedings  back  to 
the  Commission  for  further  action.   If  this  is  done  the  Commission 
reconsiders  the  proceedings  as  it  did  with  respect  to  the  original 
plan.   If  the  court  approves  the  plan,  it  sends  the  plan  back  to 
the  Commission  which  then  submits  it  to  the  various  classes  of 
creditors  and  stockholders  for  acceptance  or  rejection.   If  the 
court  is  satisfied  that  the  plan  has  been  accepted  by  creditors 
holding  more  than  two-thirds  of  the  allowed  claims  of  any  class, 
and  by  two-thirds  of  each  class  of  stockholders,  the  plan  shall  be 
confirmed  by  the  court.   If  a  plan  has  not  been  so  accepted,  the 
court  may  still  confirm  the  plan  if  it  is  satisfied  and  finds  at 
the  hearing  that  it  makes  adequate  provision  for  fair  and  equitable 
treatment  of  the  interests  or  claims  of  those  rejecting  it  and  that 
it  meets  certain  other  statutory  tests. 

In  other  words,  a  reorganization  plan  may  be  "bounced"  back 
and  forth  between  the  court  and  the  Commission  a  number  of  times. 
This  has  occurred  in  a  number  of  railroad  bankruptcies,  with  the 
result  that  many  years  may  go  by  before  a  plan  is  ultimately 
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adopted  or,  in  a  few  cases,  after  a  lengthy  time,  a  railroad  may 
be  fortunate  enough  to  escape  reorganization  entirely.   The  re- 
organization court  should  have  exclusive  jurisdiction,  not  only 
of  abandonments  under  Section  1169*  of  the  House  bill  (which  we 
and  the  rest  of  the  industry  have  supported  as  stated  in  Mr. 
Breithaupt's  statement),  but  also  of  the  other  important  matters 
referred  to  in  Section  1164,  e.g.,  mergers,  modification  of 
financial  structure  and  issuance  of  securities  under  a  plan.   The 
court  would  have  inherent  jurisdiction  to  refer  the  matter  to  the 
ICC  if  it  wished,  with  directions  that  the  Commission  act  within 
a  reasonably  short  time.   The  latter  provision  would  be  consistent 
with  Section  1169  of  the  House  bill  which  says  that  the  court  may 
fix  the  time  in  which  the  Commission  shall  report  to  the  court  on 
an  abandonment  application. 

Under  Section  1172  of  the  House  bill,  there  are  adequate  safe- 
guards with  respect  to  the  exercise  by  the  reorganization  court  of 
its  exclusive  jurisdiction,  which  are  those  provided  in  Section  1129 
of  the  House  bill  plus  those  of  Section  1172,  including  that  "the 
plan  is  compatible  with  the  public  interest". 

While  Section  1172  of  S.  2266  correctly  places  the  respons- 
ibility on  the  trustee  to  file  a  plan  of  reorganization,  rather 
than  the  debtor,  and  it  specifies  a  time  in  which  that  may  be  done 
(240  days),  the  plan  is  to  be  filed  with  the  Commission,  rather 
than  the  court,  and  the  Commission  has  the  right  to  extend  the  time, 
albeit  for  not  more  than  360  days  following  the  date  the  petition 
was  filed.   Although  there  are  90  day  time  limits  provided  for  other 
steps  to  be  completed,  those  steps  may  be  extended  for  good  cause 
shown.   This  procedure  is  an  improvement  on  the  existing  process, 
but  it  is  not  as  desirable  as  Section  1164  of  the  House  bill  because 
of  the  shared  jurisdiction  with  the  ICC.   There  is  a  great  need  for 
more  rapid  development  of  a  bankrupt  railroad's  reorganization  plan 
in  order  that  other  governmental  entities,  shippers,  creditors, 
stockholders,  other  railroads  and  the  public  generally  may  know  for 
certain,  on  an  expedited  time  schedule,  the  effect  on  them,  and 
also  whether  the  bankrupt  railroad  is  going  to  stay  in  business  or 
its  operations  are  going  to  be  transferred  in  whole  or  in  part  to 
another  railroad  or  entity. 


*  The  abandonment  provision  of  S.  2266  is  Section  1179.   Section  1169 
of  the  House  bill  is  preferable  to  Section  1179  of  the  Senate  bill, 
as  it  gives  broad  abandonment  authority  to  the  court  as  compared  to 
limited  "termination"  authority  of  the  court  under  Section  1179(d) 
of  S.  2266.  -^ 
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The  present  duplicative  and  time-consuming  arrangement  under 
Section  77  for  final  approval  of  a  reorganization  plan  is  unfair 
to  all  concerned  and  results  in  erosion  or  depletion  of  the  debtor's 
estate. 

Although  we  favor  the  approach  of  Section  1164  of  H.R.  8200, 
some  ambiguities  therein  should  be  clarified.   The  exceptions  from 
ICC  jurisdiction  include  "merger"  but  it  is  probable  the  draftsman 
had  in  mind  not  just  a  merger  per  se  involving  the  bankrupt  carrier 
but  also  other  major  changes. 

We  also  believe  that  the  draftsman  of  the  House  bill  intended 
to  except  from  ICC  jurisdiction  not  only  the  railroad  in  reorganiz- 
ation but  also  the  buyer  or  other  railroad  who  may  be  a  party  to  a 
named  major  transaction. 

This  section  should  also  confirm  that  the  court  has  the  power 
to  authorize  a  trustee  to  sell  or  lease  a  line  or  portion  of  a  line 
of  railroad  of  the  debtor  if  that  is  in  the  debtor's  interest  and 
in  the  public  interest,  without  delaying  such  a  sale  or  lease  while 
a  plan  of  reorganization  is  developed.   This  appears  to  be  expressly 
authorized  by  present  Section  77  (o)  of  the  Bankruptcy  Act,  but  the 
right  to  do  so  has  been  questioned  by  some  courts. 

To  accomplish  these  changes,  it  is  suggested  that  Section  1164 
of  the  House  bill  be  amended  as  follows  and  substituted  for  Section 
1169  of  S.  2266: 

"Except  with  respect  to  abandonment  under  Sec.  1169 
of  this  title;  or  merger,  consolidation,  purchase,  lease, 
or  a  contract  to  operate  some  or  all  of  the  properties  of 
the  debtor  (as  to  which  transactions  neither  the  debtor 
nor  other  party  or  parties  to  the  transaction  shall  be~ 
subject  to  the  provisions  of  the  Interstate  Commerce  Act 
(49  U.S.C.  1  et  seq. )  whether  or  not  they  are  proposed 
prior  to  the  filing  of  a  plan  of  reorganization,  or  as 
part  of  such  plan);  modification  of  the  financial  struc- 
ture of  the  debtor;  or  issuance  or  sale  of  securities 
under  a  plan,  the  debtor  is  subject  to  the  provisions  of 
the  Interstate  Commerce  Act  that  are  applicable  to  rail- 
roads, and  the  trustee  is  subject  to  orders  of  the 
Interstate  Commerce  Commission  to  the  same  extent  as 
the  debtor  would  be  if  a  petition  commencing  the  case 
under  this  chapter  had  not  been  filed,  except  that — 
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(1)  any  such  order  that  would  require  the 
expenditure,  or  the  incurring  of  an  oblig- 
ation for  the  expenditure,  of  money  from  the 
estate  is  not  effective  unless  approved  by 
the  court;  and 

(2)  the  provisions  of  this  chapter  are 
subject  to  section  601(b)  of  the  Regional 
Rail  Reorganization  Act  of  1973  (45  U.S.C. 
791(b))." 

Under  Section  5(12)  (49  U.S.C.  §5(12))  of  the  Interstate 
Commerce  Act,  merger,  consolidation  or  control  authority  granted 
by  the  ICC  is  exclusive  and  plenary  and  carriers  and  their  officers 
participating  in  such  a  transaction  "are  hereby  relieved  from  the 
operation  of  the  antitrust  laws  and  of  all  other  restraints,  limit- 
ations and  prohibitions  of  law,  federal,  state  or  municipal  insofar 
as  may  be  necessary  to  enable  them  to  carry  into  effect  the  trans- 
action...".  This  antitrust  exemption  probably  was  inadvertently 
omitted  from  Section  1164  in  H. R.  8200  and  should  be  added  in 
S.  2266  if  Section  1164  is  adopted  in  lieu  of  Section  1169  of  the 
present  Senate  bill.   This  could  be  done  by  designating  present 
Section  1165  of  H.R.  8200  as  Section  1165(a),  and  adding  the  fol- 
lowing as  a  new  subsection  (b)  thereof: 

" (b)  To  the  extent  the  court  has  jurisdiction  as 
hereinabove  stated  with  respect  to  mergers,  conso- 
lidation, purchases,  lease  or  contracts  to  operate 
the  properties  of  the  debtor  by  another  person,  any 
authority  conferred  or  granted  by  the  court  shall  be 
exclusive  and  plenary,  and  the  debtor  and  its  officers 
and  employees,  the  trustee  of  the  debtor  and  any  other 
persons  participating  in  such  a  transaction  approved 
or  authorized  by  the  court  shall  be  and  they  hereby 
are  relieved  from  the  operation  of  the  antitrust  laws 
and  of  all  other  restraints,  limitations  and  prohibi- 
tions of  law,  federal,  state  or  municipal  insofar  as 
may  be  necessary  to  enable  them  to  carry  into  effect 
the  transaction  so  approved  or  authorized  by  the 
court  and  to  hold,  maintain  and  operate  any  properties 
and  exercise  any  control  or  franchises  acquired  through 
such  transaction,  to  the  same  extent  as  provided  in 
49  U.S.C.  §5(12)  with  respect  to  similar  authority 
approved  or  authorized  by  the  Interstate  Commerce 
Commission.  " 
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I  will  appreciate  it  if  this  letter  may  be  included  in  the 
hearing  record  on  S.  2266.   I  will  be  glad  to  meet  with  you  or 
your  staff  should  you  have  any  questions. 

Very  truly  yours, 
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HARVARD  LAW  SCHOOL 


CAMBRIDGE    ■    MASSACHUSETTS       02138 


December  21,  1977 


Mr.  Robert  F.  ^eidler 

Counsel 

Subcommittee  on  Improvements  in  Judicial  Machinery 

Committee  on  the  Judiciary 

United  States  Senate 

Room  6506,  Dirks^n  Senate  Building 

Washington,  D.C.  20510 


Re: 


2266,  the  Bankruptcy  Reform  bill, 


Dear  Mr.  Feidler: 


I  am  happy  to  enclose  my  Statement  on  S.  £266. 

The  Statement  has  four  appendices.  The  first,  my  recent  paper 
in  the  Few  York  University  Law  Review,  is  enclosed. 

The  second  appendix  is  the  recent  decision  of  the  court  of 
appeals  for  the  Second  Circuit  in  Banque  de  Financement  S.A.. 
not  yet  available  in  F.  2d  but  in  Z   Bankruptcy  Court  Decisions 
801.  I  wrote  to  you  about  the  problem  in  my  letter  of  December 
17th.  The  text  of  the  decision  is  necessary  for  any  conideration 
of  changes  in  the  law.  Should  I  send  a  copy  of  the  slip  decision? 

Appendix  Three  is  the  excerpt  from  the  recent  Swiss  Federal 
Tribunal  decision  in  Israel-British  Bank  (London).  It  is  being 
retyped.  J.   hope  to  send  the  three  pages  to-morrow. 

Appendix  Four  is  my  paper  "Lei  mercatoria  and  International 
Bankruptcies"  in  "New  Directions  in  International  Trade  Law", 
the  Proceedings  of  the  Congress  held  in  Rome  in  1976  under  the 
auspices  of  the  International  Institute  for  the  Unification  of 
P-ivate  Law.  Copy  is  enclosed. 

I  will  send  copy  of  the  Statement  to  Steve  Riesenfeld  at  the 
State  Department  directly. 

Postponement  of  all  consideration  of  changes  in  the  conflicts 
provisions  seems  to  be  indicated.  I  shall  be  happy  to  assist  in 
the  presentation  of  the  current  law  in  the  Bill. 


'■'ith  kind  regards, 


Sincerely, 
(pr*[.)  Kurt  H.  W'adelmann 
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HEARINGS  BEFORE  THE  SUBCOMMITTEE  ON  IMPROVEMENT 
IN  JUDICIAL  MACHINERY  OF  THE  SENATE  JUDICIARY  COMMITTEE 
NINETY-FIFTH  CONGRESS,  FIRST  SESSION 
ON  S.  2266 


STATEMENT 


by  KURT  H.  NADELMANN 

Research  Scholar,  Emeritus 

Harvard  Law  School 

S.  2266  (Bankruptcy  Act  Revision)  proposes  changes  in  the  law 
applicable  to  the  case  where  the  insolvent  debtor  has  assets  in  this 
country  and  abroad.   Involved  are  Sections  303  to  305,  primarily.   I  had 
requested  to  be  heard  in  opposition  to  the  changes  proposed.   I  have 
been  invited  to  submit  a  written  statement. 

The  provisions  involved  come  from  H.R.  8200  now  before  the  House. 
Some  of  them  were  in  earlier  bills.   On  March  1,  1976  I  testified  before 
the  House  Subcommittee  on  Civil  and  Constitutional  Rights  at  its  Hearings 
on  H.R.  31  and  H.R.  32,  94th  Cong.,  2d  Sess.   The  testimony  is  in  Hearings, 
Serial  No.  27,  Part  3,  at  1442,  1500.   My  present  statement  takes  recent 
developments  into  account.   It  also  deals  with  the  provisions  which  were 
not  in  H.R.  31  and  H.R.  32. 

For  my  identification  I  would  like  to  mention  my  connection  with 
earlier  Congressional  actions  on  the  conflicts  provisions  in  the  Bank- 
ruptcy Act.   Two  amendments  passed  in  1952  and  one  in  1962  were  suggested 
by  me  in  "The  National  Bankruptcy  Act  and  the  Conflict  of  Laws,"  59 
Harv.  L.  Rev.  1025  (1946) .   The  article  is  quoted  as  authority  on  the 
1962  amendment  in  Banque  de  Financement  S.A. ,  .  .  .  F.2d  ...  (2  Cir. 
1977)  ,  3  Bankruptcy  Court  Decisions  801.   For  the  Swisss  I  recently 
prepared  a  comparative  law  paper,  "Codification  of  Conflicts  Rules  for 
Bankruptcy,"  /1974/  Annuaire  Suisse  de  droit  international  57,  which  is 
reprinted  in  the  House  Hearings  at  1457.   Attached  to  this  statement  as 
Appendix  I  is  my  most  recent  paper,  "Rehabilitating  International  Bank- 
ruptcy Law:   Lessons  Taught  by  Herstatt  and  Company,"  52  N.Y.U.  L.  Rev. 
1  (1977).   The  issue  involved  became  available  at  the  beginning  of 
August. 

I  have  taught  bankruptcy  as  well  as  conflict  of  laws.   Until  recently 
I  was  chairman  of  the  Committee  on  International  Aspects  of  the  National 
Bankruptcy  Conference.   I  headed  the  Insolvency  Committee  of  the  American 
Branch  of  the  International  Law  Association  while  it  was  in  existence. 
Since  1964  I  have  been  a  member  of  the  Advisory  Committee  on  Private 
International  Law  of  the  Secretary  of  State.   I  was  a  member  of  the 
United  States  delegations  to  six  sessions  of  the  Hague  Conference  on 
Private  Interntaional  Law.   At  the  1972  session  I  dealt  with  the  Convention 
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Concerning  the  Administration  of  Estates  of  Deceased  Persons.   For  the 
Commissioners  on  Uniform  State  Laws  I  drafted  the  Uniform  Foreign  Money- 
Judgments  Recognition  Act  of  1962,  enacted  in  numerous  states,  including 
New  York,  California,  Illinois,  Michigan,  Massachusetts,  and  Georgia.  A 
biography  is  in  "Conflict  of  Laws:   International  and  Interstate- 
Selected  Essays  by  Kurt  H.  Nadelmann,"  Martinus  Nijhoff/The  Hague  1972. 

My  statement  is  in  three  parts.  The  first  part  covers  the  proposed 
changes  in  the  law  governing  the  case  of  the  debtor  with  assets  here  and 
abroad.  The  second  part  is  on  the  new  provision  codifying  the  "inherent 
power"  of  equity  courts  not  to  assume  jurisdiction.  The  third  part 
deals  with  the  proposed  limitation  of  the  power  to  assume  bankruptcy 
jurisdiction  over  foreign  banks  with  assets  in  the  United  States  but  not 
doing  business  in  the  United  States. 


Powers  of  Foreign  Trustees  in  Bankruptcy 

S.  2266  grants  foreign  trustees  in  bankruptcy  powers  not  available 
under  present  law. 

1.  Under  Section  303,  "Involuntary  cases,"  para.  4(b),  power  is 
given  to  the  "foreign  representative  of  the  estate  in  a  foreign  proceed- 
ing" to  file  a  bankruptcy  petition  in  our  courts.   In  all  legal  systems, 
including  ours,  the  right  to  file  an  involuntary  petition  is  restricted 
to  the  creditors.   The  foreign  reprsentative  is  not  a  creditor.   If  he 
thinks  that  a  petition  should  be  filed,  he  tells  the  creditors. 

No  reason  is  given  for  the  proposed  change.  The  section  is  taken 
from  H.R.  8200.  The  House  Report  designed  to  accompany  H.R.  8200  offers 
no  reasons.  The  source  is  Section  4-103  of  the  "Commission"  Bill.  In 
the  Noted  under  4-103  the  suggestion  is  made  (with  a  "cf.  Nadelmann") 
that,  if  we  are  nice  to  foreign  trustees,  foreign  systems  will  be  nice 
to  our  trustees.  The  naive  argument  has  not  reappeared  in  print.  Our 
trustees  study  the  foreign  law  and  follow  local  advice. 

Grant  of  the  position  of  a  party  to  foreign  trustees  in  our  own 
proceeding  raises  questions  of  basic  policy.   A  foreign  element  is 
introduced  into  our  procedure.   Grant  of  party  powers  to  a  foreign 
trustee  would  require  rules  on  when  to  recognize  the  foreign  officer. 
The  foreign  bankruptcy  adjudication  may  not  be  final,  it  may  have  been 
granted  ex  parte  and  even  sua  sponte  by  the  foreign  court  (which  is 
possible~in  some  systems).  The  door  is  opened  to  serious  complications, 
and  for  no  reason. 

Entirely  different  from  the  proposal  in  Section  303,  para.  4(b),  is 
the  question  of  the  recognition  of  the  foreign  trustee  as  representative 
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of  the  foreign  estate  under  the  foreign  law,  the  recognition  of  "status" 
question.  The  problem  arises,  for  example,  where  the  foreign  trustee 
claims  local  assets.   The  subject  is  taken  up  below.   Some  systems  allow 
the  foreign  trustee  to  have  the  effects  of  the  adjudication  made  in  his 
country  recognized  through  a  formal  "exequatur"  proceeding.  No  such 
need  exists  with  us.   The  exequatur  granted  has  no  retroactive  effect. 
Preferences  obtained  remain.  A  creditor  petition  for  a  bankruptcy 
adjudication  under  the  local  law  may  be  the  preferable  approach. 

2.  Under  Section  303  a  bankruptcy  adjudication  requires  proof  that 
the  debtor  is  generally  unable  to  pay  "such  debtor's  debts  as  such  debts 
become  due"  or  that  within  90  days  before  the  date  of  the  filing  of  the 
petition  a  custodian  was  appointed  to  take  charge  of  substantially  all 

of  the  property  of  the  debtor  or  was  authorized  to  do  so  and  took  posses- 
sion. Text  and  accompanying  Report  on  H.R.  8200  are  silent  on  whether 
appointment  abroad  comes  under  the  "custodian"  rule.  An  appointment 
abroad,  in  my  view,  should  be  available  to  prove  general  inability  to 
pay  debts  as  they  become  due,  but  not  as  an  irrebuttable  presumption. 

3.  Section  304,  "Cases  ancillary  to  foreign  proceedings,"  gives 
power  to  foreign  representatives  by  way  of  petition  to  start  a  case 
"ancillary  to  a  foreign  proceeding."  In  this  proceeding,  avoiding  the 
bankruptcy  adjudication  under  our  own  law,  the  court  has  a  number  of 
powers  listed  in  the  section,  most  of  them,  but  not  all,  available  in  a 
bankruptcy  proceeding.   The  court  may  stop  proceedings  against  the 
debtor  pending  in  other  courts  and  may  forbid  their  continuation. 
Property  of  the  debtor,  or  the  proceeds  of  such  property,  may  be  ordered 
turned  over  to  the  foreign  representative;  or  other  appropriate  relief 
may  be  granted.  According  to  para,  (c),  these  measures  must  be  found  to 
best  assure  an  economic  and  expeditious  administration  of  the  estate, 
consistent  with  (1)  just  treatment  of  all  holders  of  claims,  (2)  protec- 
tion of  claim  holders  in  the  United  States  against  prejudice  and  inconven- 
ience in  the  processing  of  claims  abroad,  (3)  prevention  of  preferential 
or  fraudulent  disposition  of  property,  (4)  distribution  of  proceeds 
substantially  in  accordance  with  the  order  prescribed  by  our  law,  (5)  if 
appropriate,  an  opportunity  for  a  fresh  start  by  the  individual  involved. 

If  a  bankruptcy  proceeding  is  pending  or  a  petition  has  been  filed, 
under  Part  2  of  Section  305,  "Abstention,"  the  foreign  reprsentative  may 
ask  for  dismissal  or  suspension.  Again,  such  measure  must  be  found  to 
best  assure  an  economic  and  expeditious  administration  of  the  estate,  as 
defined  in  Section  304(c).  The  order  of  dismissal  or  suspension  is  made 
not  reviewable  on  appeal  or  otherwise  by  the  section. 

As  regards  background,  the  provisions  are  taken  from  H.R.  8200.   The 
House  Committee  Report  designed  to  accompany  H.R.  8200  has  this  on 
Section  304  (at  324-25):   "This  section  governs  cases  filed  in  the 
bankruptcy  courts  that  are  ancillary  to  foreign  proceedings  .  .  .  The 
foreign  representative  may  file  a  petition,  which  does  not  commence  a 
full  bankruptcy  case,  in  order  to  administer  assets  located  in  this 
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country,  to  prevent  dismemberment  by  local  creditors  of  assets  located 
here,  or  for  other  appropriate  relief.   The  debtor  is  given  the  opportunity 
to  controvert  the  petition." 

The  Comment,  may  I  note,  expresses  concern  about  the  debtor  but  has 
no  word  on  creditors  other  than  those  known  from  attachments.  The 
Comment  continues:   "Subsection  (c)  requires  the  court  to  consider 
several  factors  in  determining  what  relief,  if  any,  to  grant.   The 
court  has  to  be  guided  by  .  .  .[follows  text  of  the  provisions,  above]. 
These  guidelines  are  designed  to  give  the  court  the  maximum  flexibility 
in  handling  ancillary  cases.   Principles  of  international  comity  and 
respect  for  the  judgments  and  laws  of  other  nations  suggest  that  the 
court  be  permitted  to  make  the  appropriate  orders  under  all  the  circum- 
stances of  each  case  .  .  . ,  rather  than  being  provided  with  inflexible 
rules." 

The  Comment  fails  to  state  the  law  as  it  is  and  identify  and  justify 
the  proposed  changes.   Section  4-103  of  the  "Commission"  Bill  had  the 
proposal  and  the  Note  under  4-103  gives  a  clue.   Efforts  made  in  estate 
matters  on  the  interstate  level  gave  the  idea;  furthermore,  federaliza- 
tion of  the  rules  of  conflict  of  laws  was  intended.  The  "federalization" 
aim  is  stated  by  Professor  Riesenfeld  in  "The  Status  of  Foreign  Admini- 
strators of  Insolvent  Estates:  A  Comparative  Survey,"  24  Am.  J.  Comp. 
L.  288  (1976).   I  shall  come  to  the  "federalization"  aim  after  discussion 
of  the  current  law  on  concurrent  bankruptcies. 

(a)  Like  the  great  majority  of  the  legal  systems,  our  Bankruptcy 
Act  allows  a  local  bankruptcy  adjudication  notwithstanding  a  bankruptcy 
declared  abroad.   With  us,  presence  of  assets  furnishes  a  basis  for 
assumption  of  jurisdiction.  All  creditors  may  participate  in  the  proceed- 
ing. Marshalling  the  assets  is  required;  that  is,  a  creditor  who  has 
received  payments  abroad  must  wait  in  the  distributions  until  the  other 
creditors  have  recived  the  same  percentage  of  their  claims.   Our  system 
has  become  well-known  abroad.   It  is  respected  for  its  fairness. 

Since  1962,  the  jurisdictional  section  2(a)  of  the  Bankruptcy  Act 
has  a  clause  22  saying: 

[Courts  of  bankruptcy  may]  exercise,  withhold,  or  suspend  the  exercise 
of  jurisdiction,  having  regard  to  the  rights  or  convenience  of 
local  creditors  and  to  all  other  relevant  circumstances,  where  a 
bankrupt  has  been  adjudged  bankrupt  by  a  court  of  competent  jurisdic- 
tion without  the  United  States. 

Rule  119  of  the  Federal  Rules  of  Bankruptcy  Procedure  of  1973,  based  on 
Section  2a (22),  says  the  same,  spelling  out  that  the  power  exists  also 
where  the  proceeding  abroad  is  a  rehabilitation  proceeding. 
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Section  2a(22)  has  been  construed  by  the  court  of  appeals  for  the 
Second  Circuit  in  Banque  de  Financement  S.A.   (reproduced  as  Appendix 
II),  with  a  reference  to  my  article  in  the  Harvard  Law  Review  of  1946. 
In  "Lessons  Taught  by  Herstatt  and  Company"  (Appendix  I,  at  19),  I  say 
about  the  origin  of  the  clause:   "An  article  I  wrote  in  1946.  .  .  . 
suggested  a  number  of  changes  in  the  Bankruptcy  Act.   I  discussed  the 
benefits  of  assumption  of  jurisdiction  over  nonresident  bankrupts  with 
assets  in  the  United  States.   Such  an  adjudication  secures  the  equal 
distribution  of  the  assets  among  creditors,  including  the  removal  of 
preferences.   I  noted  that  sometimes  a  local  administration  is  not 
necessary  to  reach  the  desired  results.   While  inherent  power  may  exist, 
the  court  should  have  express  statutory  power  not  to  go  through  with  the 
bankruptcy  adjudication.   I  thought  a  provision  to  that  effect  would 
remind  the  courts  of  the  existence  of  such  power,  and  perhaps  promote 
the  grant  of  similar  powers  abroad.   Supported  by  the  National  Bankruptcy 
Conference,  the  proposal  led  to  the  1962  amendment  of  the  Bankruptcy 
Act,  which  was  added  as  section  2(a) (22)." 

As  I  say  in  the  article,  the  language  of. the  amendment  was  drafted 
by  my  late  colleague  James  MacLachlan  and  me  jointly.   Our  concern  was 
to  make  sure  that  our  courts  could  not  be  put  under  improper  pressure. 
We  thought  that  the  American  trustee  and  the  local  creditors  would  see 
after  the  American  interest.   The  proposal  in  S  2266  amounts  to  the 
opposite.   No  local  trustee  is  appointed,  nor  does  notice  go  to  all 
creditors.   What  may  be  suitable  on  the  interstate  level,  where  the 
recourse  to  the  Supreme  Court  is  available,  becomes  inadvisable  for 
relations  between  nations.   A  hundred  years  ago,  in  a  similar  debate  in 
the  German  Reichstag,  the  noted  German  jurist  and  internationalist  Levin 
Goldschmidt  said:  "One  must  not  be  misled  by  an  excess  of  humanitarian 
thinking." 

Under  the  law  as  it  is,  the  foreign  representative  may  make  sugges- 
tions to  our  court;  he  may  be  heard.   The  procedure  is  informal.   In 
hundreds  of  cases  here  and  abroad,  agreements  have  been  worked  out  by 
the  adminstrations  involved,  and  sanctioned  by  the  courts  involved.  No 
"orders  of  transfer"  are  given.   The  most  prominent  example  now  is 
Herstatt,  described  in  my  recent  article.   The  system  works.   Giving  the 
foreign  representative  rights  of  a  party  in  our  proceedings,  on  the 
contrary,  would  upset  the  balance.   Our  court  would  be  faced  with  a 
foreign  "demand."  For  Herstatt  the  headline  would  have  been  "Germany 
versus  the  New  York  court." 

The  proposal  was  put  together  in  1973  without  the  benefit  of  the 
recent  experiences.   It  should  long  have  been  withdrawn.   The  proposal, 
furthermore,  was  a  give-away  proposition.   No  comparative  rights  may  be 
available  to  the  American  trustee.   I  have  been  urged,  instead  of  oppos- 
ing the  proposal,  to  insist  on  a  reciprocity  requirement  as  a  compromise. 
The  provision  would  remain  a  dead  letter.  No  foreign  system  grants 
comparable  rights,  and  no  system  will.  The  proposal  is  one  for  treaties. 
We  would  have  enless  litigation  over  "existence  of  reciprocity," 


1018 


each  side  trying  to  figure  out  the  financial  results.   "Herstatt  and 
Company"  has  given  a  warning. 

A  comparison  of  the  language  of  Section  2(a) (22)  with  para,  c  of 
Section  304  of  S.  2266  shows  more  verbiage  but,  to  my  mind,  no  improve- 
ment.  Clause  (4),  "distribution  of  proceeds  of  such  estate  substantially 
in  accordance  with  the  order  prescribed  by  this  title,"  ignores  possible 
problems  of  choice  of  law.   Clause  (5),  "if  appropriate,  the  provision 
of  an  opportunity  for  a  fresh  start  for  the  individual  that  such  foreign 
proceeding  concerns,"  raises  a  side  question  not  meriting  the  prominence 
given.  The  reference  in  Section  2(a) (22)  to  "all  relevant  circumstances" 
has  all  that  is  needed.   I  have  confidence  in  the  common  sense  of  our 
courts. 

(b)   I  turn  to  the  other  purpose  of  the  new  in  Section  304  of  the 
Bill,  federalization  of  the  rules  of  conflict  of  laws.   What  is  involved, 
can  best  be  brought  out  by  an  example.   Bankruptcy  has  been  declared  in 
Germany.   The  bankrupt  did  not  do  any  business  in  the  United  States  but 
he  has  funds  in  an  account  with  a  bank  in  New  York.  The  German  trustee's 
problem  is  the  collection  of  these  funds.  Whether  the  "status"  of  the 
trustee  as  representative  of  the  German  estate  is  recognized,  is  governed 
by  the  New  York  conflicts  rule  concerning  such  estate  questions.  Professor 
Riesenfeld  finds  control  by  state  law  undesirable  "because  of  the  danger 
of  inconsistent  state  policies  and  of  possible  political  embarrassment 
resulting  therefrom."  Riesenfeld,  loc.  cit.,  at  296. 

In  the  example  given,  no  American  bankruptcy  interest  is  present. 
Consequently,  the  Bankruptcy  power  is  not  available  for  regulation.   If 
so,  and  Riesenfeld  does  not  agree,  the  Foreign  Relations  and  Commerce 
powers  can  be  used,  according  to  him.   I  do  not  agree.   The  situation  in 
my  example  is  no  way  comparable  with  the  problems  dealt  with  in  Zschernig 
v.  Miller,  389  U.S.  429  (1968),  and  Hines  v^  Davidowitz,  312  U.S.  52 
"(T941).  No  federal  foreign  relations  policy  is  interfered  with. 

Furthermore,  the  claim  made  of  "danger  of  inconsistent  state 
policies"  and  "possible  political  embarrassment"  is  without  basis  in 
fact.   Thanks  to  Joseph  Story's  Commentaries  on  the  Conflict  of  Laws, 
the  policy  of  the  states  as  expressed  in  the  court  decisions  has  been 
fundamentally  the  same  on  the  "status"  of  the  foreign  representative. 
As  distinguished  from  effects  of  the  foreign  bankruptcy  with  regard  to 
rights  of  local  creditors,  the  "status"  of  the  representative  is  recog- 
nized.  The  Restatement  of  Conflict  of  Laws,  First  and  Second,  suggests 
it.  Cases  of  inconsistency,  if  they  existed,  would  have  been  cited  by 
Professor  Riesenfeld.   For  New  York  the  law  is  reviewed  in  Clark  Co. ,  Ltd. 
v^  Shaheen,  544  F.2d  624  (2  Cir.  1976),  where  the  Canadian  trustee  was 
assisted.  A  contrary  lower  court  decision  in  Colorado  in  one  of  the  IOS 
(Vesco)  cases  was  promptly  corrected.   Matter  of  Colorado  Corp. ,  531 
F.2d  463  (10  Cir.  1976).   Other  recent  cases  are  listed  in  my  (Swiss) 
"Codification"  paper  at  85. 
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On  the  subject  of  political  embarrassment,  Riesenfeld  refers  to 
Disconto  Gesellschaft  v^  Umbreit,  208  U.S.  570  (1908),  and  my  discussion 
of  the  case  in  the  Harvard  Law  Review  article  of  1946.   I  said  (at  1048 
n.  123):   "Instead  of  claiming  the  local  assets  in  his  own  name,  or 
provoking  a  local  bankruptcy  declaration,  a  German  trustee  in  bankruptcy 
chose  the  detour  of  an  attachment  by  a  German  creditor.   The  result  was 
that  the  [Wisconsin]  court  refused  the  funds  to  the  German  creditor  and 
held  for  a  local  creditor  who  had  been  second  to  attach."  The  Supreme 
Court  saw  nothing  constitutionally  wrong  in  the  state  policy  of  blocking 
removal  of  the  assets  from  the  state.  Whatever  the  desirability  of  the 
result  in  the  case,  equal  distribution  could  have  been  secured  by  filing 
a  bankruptcy  petition.   The  United  States  has  a  federal  policy  and  it 
can  be  enforced  by  recourse  to  the  Bankruptcy  Act. 

The  American  system  is  both  safe  and  fair.  Also,  it  is  heavy. 
Removal  of  a  preference  may  require  filing  of  a  bankruptcy  petition.   I 
said  so  in  the  Harvard  Law  Review  and  returned  to  the  subject  in  a  Case 
Note,  "Bankruptcy  in  Canade — Assets  in  New  York,"  11  Am.  J.  Comp.  L.  628 
(1962).   Like  myself,  Professor  Riesenfeld  has  been  looking  for  a  short- 
cut.  I  am  sorry  that  I  cannot  go  along  with  his  proposal.   Aside  from 
believing  in  the  Xth  Amendment,  I  see  an  advantage  in  having  the  states 
experiment  in  the  difficult  field.  As  for  the  practical  side,  in  most 
instances  voidable  preferences  can  be  dealt  with  by  mere  threat  with  a 
bankruptcy  petition. 

4.  Timing  of  revision,  if  any,  of  the  conflicts  provisions. 

The  changes  proposed  in  S.  2266  go  back  to  a  draft  made  in  1973. 
The  recent  test  in  our  courts  of  the  working  of  the  current  system  was 
not  available.   The  most  thorough  examination  is  in  Banque  de  Financement 
(Appendix  II),  not  yet  reported  officially.  The  case  has  been  returned 
to  the  lower  courts  with  instructions.   Further  testing  of  the  system, 
in  particular,  Section  2(a) (22),  will  take  place.   The  practical  issue 
is  coordination  of  proceedings  in  this  country  and  in  Switzerland. 

My  own  survey  in  "Lessons  Taught  by  Herstatt  and  Company"  (Appendix  I) 
has  become  dated.   Aside  from  the  recent  decision  in  Banque  de  Financement, 
there  has  been  a  decision  of  the  Swiss  Federal  Court  terminating  the 
Swiss  part  of  Israel-British  Bank  (London) .   Contrary  to  what  happened 
with  respect  to  the  New  York  assets,  the  Swiss  assets  have  been  allowed 
to  go  to  the  first  attaching  creditor.   The  Swiss  court  regrets  the 
result  and  suggests  law  reform.   An  excerpt  of  the  decision  is  attached 
to  this  statement  (Appendix  III).   Publication  of  a  Swiss  Committee-of- 
Experts  draft  of  a  Law  on  Private  International  Law  with  provisions  on 
Bankruptcy  has  been  announced  for  1978. 

Since  preparation  of  my  "Lessons  Taught  by  Herstatt  and  Company," 
in  England  a  Committee  has  been  appointed  by  the  Department  of  Trade  to 
revise  the  entire  insolvency  legislation.   The  provisions  on  assumption 
of  jurisdiction  are  likely  to  be  reviewed.   In  Canada,  a  new  Bill  with  a 
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new  Bankruptcy  Act  is  about  to  be  introduced  in  the  Parliament.  Rumors 
have  it  that  negotiation  of  a  bankruptcy  treaty  between  Canada  and  the 
United  States  is  under  active  consideration. 

In  my  "Lessons  Taught"  paper,  I  have  concluded  the  comparison  of 
our  own  law  with  the  law  of  leading  foreign  systems  witht  the  proposal 
to  retaliate  and  postpone  payment  in  our  local  proceedings  of  claims  of 
creditors  from  countries  in  which  the  local  assets  cannot  be  brought  to 
equal  distribution.   In  a  paper  for  an  international  congress  in  Rome  in 
1976,  I  have  urged  the  governments  to  ask  UNCITRAL  for  a  survey  of  the 
situtation.   (Copy  in  Appendix  IV).  Work  by  the  Bankruptcy  Committee  of 
the  European  Economic  Community  continues.  Every  reason  exists  to 
expect  that  the  criticisms  expressed  inside  and  outside  the  ECC  of  the 
current  draft  will  not  be  ignored. 

For  my  part  I  do  not  urge  inclusion  in  S.  2266  of  a  retaliatory 
provision  as  suggested  in  the  "Lessons  Taught"  paper.   The  situation  is 
in  a  flux.   Developments  have  to  be  watched.   Special  legislation,  if 
indicated  as  a  result  of  developments,  is  the  better  vehicle.   Proper 
attention  can  be  given  to  the  preparation  of  such  legislation. 

My  remarks  apply  with  equal  force  to  the  changes  proposed  in  S.  2266. 
Aside  from  the  fact  that  the  proposals  were  made  without  the  benefit  of 
the  recent  court  experiences,  legislation  on  problems  in  the  field  of 
international  relations  should  not  be  prepared  as  an  aside  to  the  revi- 
sion of  the  domestic  bankruptcy  law.   Such  process  is  very  risky. 
Proper  precautions  are  taken  for  approval  of  treaties.   The  stakes  can 
be  even  higher  in  legislation.   The  complexities  of  the  problems  involved 
have,  I  believe,  been  brought  out  by  now.   The  proposals  in  S.  2266  have 
still  to  be  examined  by  our  experts  in  the  private  international  law 
field. 

This  country  is  fortunate  in  having  a  conflicts  system  which  works. 
No  immediate  changes  are  needed.   "Wait  and  see"  appears  to  be  the  proper 
attitude  for  the  moment. 
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ii 

the  inherent  "non-action"  power 

Section  305,  which  has  the  heading  "Abstention,"  in  its  first  part 
provides : 

(a)  The  court  may  dismiss  a  case  under  this  title,  or  may  suspend 
all  proceedings  in  the  case  under  this  title,  at  any  time  if  (1)  the 
interests  of  creditors  (sic)  and  the  debtor  would  be  better  served  by 
such  dismissal  or  suspension;  or  (2)  .... 

(c)  An  order  under  subsection(a)  of  this  section  dismissing  a  case 
or  suspending  all  proceedings  in  the  case,  or  a  decision  not  to  dismiss 
or  suspend,  is  not  reviewable  on  appeal  or  otherwise. 

The  section  comes  from  H.R.  8200.   The  House  Committee  Report  to 
accompany  H.R.  8200  has  this  to  say  (at  325): 

"A  principle  of  the  common  law  requires  a  court  with  jurisdiction 
over  a  particular  matter  to  take  jurisdiction.  This  section  recognizes 
that  there  are  cases  in  which  it  would  be  appropriate  for  the  court  to 
decline  jurisdiction.  Thus,  the  court  is  permitted,  if  the  interests  of 
creditors  (sic)  and  the  debtor  would  be  better  served  by  dismissal  of 
the  case  or  suspension  of  all  proceedings  in  the  case,  so  to  order.   The 
court  may  dismiss  or  suspend  under  the  first  paragraph,  for  example,  if 
an  arrangment  is  being  worked  out  by  creditors  and  the  debtor  out  of 
court,  there  is  no  prejudice  to  the  rights  of  creditors  and  the  debtor 
in  this  arrangement,  and  an  involuntary  case  has  been  commenced  by  a  few 
recalcitrant  creditors  to  provide  a  basis  for  future  threats  to  extract 
full  payment.   The  less  expensive  out-of-court  workout  may  better  serve 
the  interests  in  the  case  ..."   ....   "Subsection  (c)  makes  the 
dismissal  or  suspension  order  non-reviewable  by  appeal  or  otherwise. 
The  bankruptcy  court,  based  on  its  experience  and  discretion  (sic)  is 
vested  with  the  power  of  decision." 

The  Bankruptcy  Act  has  nothing  of  the  sort,  nor  was  it  in  the 
"Commission"  bill.  The  provision  appeared  first  in  H.R.  6  (introduced 
January  4,  1977).   Only  an  order  dismissing  or  suspending  was  declared 
nonreviewable.   H.R.  7330  (introduced  May  23,  1977)  extended  nonreview- 
ability  to  a  decision  denying  dismissal  or  suspension. 

The  "inherent"  abstention  power  was  used  by  the  bankruptcy  judge  in 
Banque  de  Financement  S.A.   His  dismissal  order  is  dated  January  12, 
1976. 

The  District  Court  affirmed  the  dismissal  in  July  1976.  The  appeal  was 
argued  on  December  15,  1976.   So  much  for  the  data. 

The  inherent  power  to  dismiss  is  discussed  by  the  Court  of  Appeals 
in  its  reversal  decision  filed  on  August  30,  1977  (Appendix  II).  An 
equity  court  is  assumed  to  have  inherent  right  not  to  exercise  its 
powers.   Where  a  point  is  covered  by  legislation,  the  inherent  power  is 
very  rarely  used.   For  bankruptcy  the  leading  case  is  SEC  Vj_   United 
States  Realty  and  Improvement  Co. ,  310  U.S.  434  (1940),  a  split  decision 
making  a  switch  from  Chapter  XI  to  Chapter  X  possible.   The  Congress  had 
overlooked  to  provide  for  such  a  shift. 
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Codification  of  inherent  exceptional  powers  is  avoided  for  good 
reason.  Whatever  the  precaution  taken,  courts  may  be  misled  by  the 
written  text.   The  House  Committe  Report  furnishes  a  Case  Book  example. 
We  have  proper  composition  legislation  but,  in  the  view  of  the  proponents, 
the  bankruptcy  court  may  know  better,  and  the  decision  of  the  court  is 
made  nonreviewable  under  the  proposal.  No  comment  is  required. 

Ill 

Treatment  of  Insolvent  Foreign  Banks 

According  to  Section  109b(3),  a  person  "may  be  a  debtor  under  the 
Liquidation  Chapter  7  only  if  such  a  person  is  not  a  foreign  .  .  . 
bank  .  .  .  engaged  in  such  business  in  the  United  States." 

Section  303,  "Involuntary  cases,"  provides: 

"(a)  An  involuntary  case  may  be  commenced  only  under  Chapter  7  or 
11  of  this  title,  and  only  against  a  person,  except  a  farmer  or  a  corpora- 
tion that  is  not  a  moneyed  business,  or  commercial  corporation,  that  may 
be  a  debtor  under  the  Chapter  under  which  such  case  is  commenced. 

"(k)  Notwithstanding  subsection  (a)  of  the  section,  an  involuntary 
case  may  be  commenced  against  a  foreign  bank  that  is  not  engaged  in  such 
business  in  the  United  States  only  under  chapter  7  of  this  title  and 
only  if  a  foreign  proceeding  concerning  such  bank  is  pending  (emphasis 
mine)"  " 

"Foreign  proceeding"  is  defined  in  section  101  (18)  as  a  proceed- 
ing, whether  judicial  or  administrative  and  whether  or  not  under  bank- 
ruptcy law,  in  a  foreign  country  in  which  the  debtor's  domicile,  resi- 
dence, principal  place  of  business,  or  principal  assets  were  located  at 
the  commencement  of  such  proceedings,  for  the  purpose  of  liquidating  an 
estate,  adjusting  debts  by  composition,  extention,  or  discharge,  or 
effecting  a  reorganization. 

The  provisions  are  taken  from  H.R.  8200.   The  House  Report  accom- 
panying H.R.  8200  has  this  on  them  (at  324): 

"Subsection  (k)  governs  involuntary  cases  against  foreign  banks 
that  are  not  engaged  in  business  in  the  United  States  but  have  assets 
located  here.   The  subsection  prevents  a  foreign  bank  from  being  placed 
into  bankruptcy  in  this  country  unless  a  foreign  proceeding  against  the 
bank  is  pending.  This  special  protection  affored  by  this  section  is 
needed  to  prevent  creditors  from  effectively  closing  down  a  foreign  bank 
by  commencement  of  an  involuntary  bankruptcy  case  in  this  country  unless 
that  bank  is  involved  in  a  proceeding  under  the  foreign  law." 

The  Bankruptcy  Act  as  construed  in  Israel-British  Bank  (London) 
Ltd.  v^  Fed.  De£.  Corp.,  536  F.2d  509  (2  Cir.  1976),  cert,  denied,  429 
U.S.  978  (Nov.  29,  1976),  applies  to  foreign  banks  not  doing  business  in 
the  United  States  without  the  restriction  proposed  in  subsection  (k). 
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Thus  a  change  in  the  law  is  promoted.  The  restriction  is  unwise  and 
uncalled-for.  Without  proof  of  pendency  of  a  proceeding  abroad,  credi- 
tors could  not  obtain  the  protection  of  the  Bankruptcy  Act.   Preferences 
could  not  be  removed.  A  basic  aim  of  the  American  bankruptcy  law  would 
be  frustrated. 

The  claim  that  filing  a  bankruptcy  petition  in  our  court  will  close 
the  bank  abroad  cannot  be  taken  seriously.   The  argument  was  tried  on 
the  Supreme  Court  in  the  petitions  for  certiorari  in  Israel-British.   Not 
one  member  was  in  favor  of  granting  a  hearing.  Should  attachments  also 
be  forbidden?  They  may  consitute  a  greater  risk.   No  American  bank  has 
ever  worried  about  the  possibility  of  a  bankruptcy  petition  in  a  foreign 
court.  Abroad  banks  are  subject  to  the  bankruptcy  legislation.  With  us 
the  federal  system  has  led  to  the  exclusion  of  banks  subject  to  federal 
or  state  control. 

If  the  limitation  put  into  subsection  (k)  were  the  law,  and  no 
proceeding  is  pending  abroad,  the  equal  distribution  of  the  American 
assets  could  not  be  secured.   State  law  provides  no  remedy.  Aside  from 
the  gap,  the  unsatisfactory  status  of  the  law  in  the  states  is  well- 
known.  The  proposal  as  made  would  require  suggestion  of  a  substitute. 
The  promoters  worry  about  the  foreign  banks.   How  will  our  creditors  be 
protected? 

The  limitation  as  proposed  is  unsound  for  still  another  reason. 
The  proposal  assumes  knowledge  about  the  status  of  the  bank  abroad.   No 
thought  seems  to  have  been  given  to  the  case  where  the  status  is  unknown, 
and  cannot  be  known.   The  situation  which  we  had  in  Lebanon  not  long  ago 
is  in  point.  A  proceeding  may,  or  may  not,  have  been  opened.   Should 
the  creditors  here  be  prevented  from  going  ahead?  We  all  know  that,  in 
the  present  condition  of  the  world,  almost  anything  is  possible.  And 
the  banks,  unfortunately,  have  become  a  special  risk.   The  Bankruptcy 
Act  has  to  be  ready  for  every  situation. 

Undesirable  also  is  the  seeming  exclusion  of  chapter  11 's  appli- 
cation.  In  a  given  case,  compositions  may  have  to  be  voted  in  the 
foreign  and  the  American  proceeding.  This  is  what  actually  happened  in 
Herstatt,  except  that,  on  our  side  unanimity  could  be  produced  for  the 
distribution  of  the  New  York  assets.   Again,  in  Banque  de  Financement, 
the  original  idea  was  rehabilitation  proceedings  here  and  abroad. 

The  comments  are  made  by  one  who  has  had  first-hand  experience  with 
the  bankruptcy  of  banks  as  far  back  as  the  early  nineteen-thirties. 


Cambridge,  Massachusetts 
December  21,  1977 
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REHABILITATING  INTERNATIONAL  BANKRUPTCY  LAW: 
LESSONS  TAUGHT  BY  HERSTATT  AND  COMPANY 

Kurt  H.  Nadelmann* 

The  failure  of  Germany's  Herstatt  bank  has  focused  close  attention  on  interna- 
tional bankruptcy  law.  In  this  study,  Professor  Nadelmann  calls  for  a  reappraisal  of 
the  American  approach  to  this  difficult  area  of  the  law.  He  evaluates  Herstatt  as 
well  as  two  other  recent  bank  cases  and  analyzes  the  relevant  provisions  of  the 
Bankruptcy  Act  and  Rules.  After  discussing  the  impact  of  the  approaches  taken  by 
other  nations  and  by  the  European  Economic  Community  in  its  draft  of  a  bank- 
ruptcy convention,  Professor  Nadelmann  concludes  with  a  recommendation  that 
the  United  States  adopt  the  principle  of  reciprocity  for  admission  on  equal  terms  of 
nondomestic  claims  in  bankruptcy  proceedings  based  on  presence  of  assets.  Profes- 
sor Nadelmann's  analysis  and  conclusions  are  certain  to  be  of  particular  interest  at 
a  moment  when  revision  of  the  Bankruptcy  Act  is  under  active  consideration. 

The  road  to  equity  is  not  a  race  course  for  the  swiftest.1 

Introduction 

"The  bankruptcy  of  bankruptcy  law"  is  a  slogan  heard  frequently 
during  periods  of  economic  stress.  For  so-called  "international  bank- 
ruptcy law,"  solvency  is  difficult  to  claim  at  any  time.  International 
bankruptcy  law  is  a  catchphrase  for  the  rules  that  are  supposed  to 
govern  the  case  of  the  insolvent  debtor  who  has  assets  in  more  than 
one  country.  Absent  a  treaty — and  there  are  few  in  this  area  of  the 
law — each  legal  system  acts  as  it  sees  fit.  Ideally,  all  creditors  are 
supposed  to  share  equally  in  the  assets  of  a  debtor's  estate.  But  for 
reasons  which  are  sometimes  clear  and  sometimes  obscure,  local 
creditors  often  obtain  more  than  an  equal  share  from  the  local  assets. 

Work  in  this  field  is  not  easy.  It  is  necessary  to  be  familiar  with  the 

*  Research  Scholar  Emeritus,  Harvard  Law  School;  sometime  Adjunct  Professor  of  Law, 
New  York  University  School  of  Law;  Member,   National  Bankruptcy  Conference. 

1  Israel-British  Bank  (London)  Ltd.  v.  Federal  Deposit  Ins.  Corp.,  536  F.2d  509,  513  (2d 
Cir.)  (Gurfein,  J.),  cert,  denied,  97  S.  Ct.  486-87  (1976). 
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bankruptcy  law  and  the  conflict-of-laws  rules  of  the  pertinent  domes- 
tic and  foreign  legal  systems.  The  difficulties  seem  to  have  their  at- 
tractions though,  with  the  list  of  devotees  headed  by  Joseph  Story 
and  Savigny.  In  addition,  prestigious  institutions  such  as  the  Institut 
de  Droit  International  and  the  Hague  Conference  on  Private  Interna- 
tional Law  have  tried  their  hands.  Federal  systems  have  developed 
their  own  expertise  as  a  result  of  interstate  experience.  Currently, 
the  European  Economic  Community  (EEC)  is  trying  to  improve  con- 
ditions within  the  Common  Market  by  concluding  a  bankruptcy  con- 
vention. 

The  law  in  this  field  has  generally  been  static.  On  occasion,  the 
unexpected  happens  and  the  limelight  is  briefly  focused  on  some 
legal  aspects  in  the  area.  This  occurred  when  the  Soviet  Union 
nationalized  all  banks  and  insurance  companies  in  1917,  thus  generat- 
ing years  of  litigation  over  claims  to  assets  located  outside  Russia.2 
In  the  period  of  the  Great  Depression,  domestic  problems  were  so 
enormous  that  little  attention  was  paid  to  international  consequences. 
One  of  the  lessons  learned,  however,  was  that  banks  had  to  be  made 
safe.  Supervision  of  financial  institutions  was  strengthened 
everywhere.  In  the  United  States,  the  Federal  Deposit  Insurance 
Corporation  was  established  to  protect  the  small  depositor.  It  was 
hoped  that  everywhere  the  big  banks  would  help  each  other,  if 
necessary,  in  a  crisis. 

But  not  everything  goes  according  to  plan.  In  connection  with  the 
wild  currency  fluctuations  following  the  1973  oil  embargo,  big  banks 
suffered  extraordinary  losses  when  their  speculations  in  forward 
foreign  exchange  deals  proved  to  be  wrong.  A  leading  Swiss  bank  lost 
huge  amounts  of  money.  In  this  country,  Franklin  National  Bank 
failed.3  Then  Bankhaus  I.D.  Herstatt  Kommanditgesellschaft  auf  Ak- 
tien4  (Herstatt),  a  big  commercial  bank  in  West  Germany,  became 
insolvent.  Contrary  to  expectations,  the  other  German  banks  did  not 
come  to  the  rescue.  It  appears  that  they  wanted  to  force  "the  man 
behind  the  bank"5  to  carry  the  principal  burden  (and  they  suc- 
ceeded). 

At    the    time    Herstatt   was    closed    by    the    German    banking 

2  See,  e.g.,  Moscow  Fire  Ins.  Co.  v.  Bank  of  New  York  &  Trust  Co.,  280  N.Y.  286,  20 
N.E.2d  758  (1939),  affd  by  an  equally  divided  Court,  309  U.S.  624  (1940).  For  a  discussion  of 
the  Russian  Assets  Cases,  see  Nadelmann,  Legal  Treatment  of  Foreign  and  Domestic  Creditors, 
11  Law  &  Contemp.  Prob.  696,  706-09  (1946)  [hereinafter  Nadelmann,  Legal  Treatment], 
reprinted  in  Selected  Readings  on  Conflict  of  Laws  1073,  1082-84  (M.  Culp  ed.  1956) 
[hereinafter  Selected  Readings]. 

3  See  In  re  Liquidation  of  Franklin  Natl  Bank,  381  F.  Supp.   1390  (ED.  NY.   1974). 

4  See  text  accompanying  notes  10-49  infra. 

5  See  text  accompanying  notes  11-12  infra. 
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authorities,  a  number  of  spot  transactions  in  foreign  exchange  were 
incomplete.  Herstatt  had  received  its  part  of  the  payments.  But  the 
counterpayments  were  still  in  the  hands  of  Herstatts  correspondents 
abroad.  In  New  York,  the  Chase  Manhattan  Bank  held  more  than 
$150  million  as  the  German  bank's  principal  correspondent.  In  the 
Herstatt  failure,  many  of  the  worlds  leading  private  banks  were 
caught  with  millions  of  dollars  of  outstanding  claims.  A  run  started  on 
the  funds  held  by  the  local  correspondents,  and  a  search  commenced 
for  experts  who  would  know  something  about  spot  transactions  and 
the  bankruptcy  laws  with  respect  to  banks. 

Abroad,  banks  are  subject  to  the  general  bankruptcy  legislation.  In 
the  United  States,  where  bankruptcy  law  is  federal,  it  developed  his- 
torically that  the  legal  problems  of  banks,  including  insolvency,  were 
left  to  the  federal  banking  laws  and  the  banking  laws  of  the  states. 
Herstatt  was  a  foreign  bank  which  had  never  done  business  in  the 
United  States  and,  therefore,  was  not  reached  by  these  banking  laws. 
The  Bankruptcy  Act  of  1898  (Bankruptcy  Act)  allows  assumption  of 
bankruptcy  jurisdiction  over  nonresident  debtors  who  have  assets  in 
the  United  States.6  The  question  was  whether  the  Bankruptcy  Act 
was  applicable  to  Herstatt  in  light  of  a  provision  excepting  banks  from 
the  Act.  This  practically  unexplored  provision,  and  the  potential  con- 
sequences of  its  interpretation,  became  the  focus  of  international  at- 
tention. The  stakes  were  high  even  for  the  biggest  banks.  The  di- 
lemma of  the  incomplete  spot  transactions  created  further  legal  prob- 
lems which  were  nearly  unprecedented.  The  legal  dance  around  the 
more  than  $150  million  in  New  York  ended  with  an  out-of-court  set- 
tlement, but  only  after  the  questions  of  law  had  been  fully  argued  in 
one  of  our  courts. 

While  the  Herstatt  case  was  pending,  a  similar  case  appeared  in 
our  courts.7  Involved  this  time  were  the  New  York  funds  of  a  Lon- 
don bank  which  had  never  done  business  in  the  United  States.  Sub- 
stantial amounts  were  owed  from  regular  (not  spot)  foreign  exchange 
transactions.  Here  the  jurisdictional  issue  was  adjudicated.  A  third 
case,  involving  a  Swiss  bank  with  assets  in  New  York,  is  now  pro- 
ceeding through  the  courts.8     The  story  is  by  no  means  over. 

Although  raised  in  a  banking  context,  the  provisions  of  the  Bank- 
ruptcy Act  that  deal  with  the  nonresident  insolvent  debtor  who  has 
assets  in  the  United  States  have  been  given  a  full  airing.9    Compari- 

6  Bankruptcy  Act  §  2(a)(1),   11  U.S.C.   §   11(a)(1)  (1970). 

7  See  text  accompanying  notes  70-79  infra. 

8  See  text  accompanying  notes  80-94  infra. 

9  For  an  earlier  but  equally  famous  international  bankruptcy  case,  see  In  re  Aktiebolaget 
Kreuger  &  Toll.,  20  F.  Supp.  964  (S.D.N.Y.  1937),  aff'd,  96  F.2d  768  (2d  Cir.   1938). 
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sons  are  being  made  with  the  laws  and  attitudes  of  other  bankruptcy 
systems  in  similar  circumstances.  Work  in  progress  on  an  EEC  bank- 
ruptcy convention  requires  particular  attention.  A  reappraisal  of  the 
current  status  of  the  law  in  this  area  is  indicated.  This  study  is  de- 
signed to  aid  such  a  reappraisal.  Conclusions  are  drawn  and  recom- 
mendations are  offered. 


Herstatt 

A.  The  German  Phase 

Herstatt  was  a  major  German  commercial  bank  with  headquarters 
in  Cologne.  It  had  more  than  50,000  customers  and  once  had  assets 
of  more  than  two  billion  deutsche  marks.10  Dr.  Hans  Gerling,  head 
of  the  Gerling  insurance  empire,11  was  chairman  of  the  bank's  super- 
visory board.12  He  held  81.4%  of  the  Herstatt  shares.  As  a  commer- 
cial bank,  Herstatt  was  very  active  in  the  foreign  exchange  market. 
During  1973  and  1974,  the  bank,  in  its  own  name,  made  forward 
foreign  exchange  deals  13  which  led  to  huge  losses,  said  to  have  run  to 
400  million  deutsche  marks.14 

On  June  26,  1974,  the  West  German  federal  agency  charged  with 
the  supervision  of  banking  institutions  15  withdrew  Herstatt's  license 
to  conduct  a  banking  business  and  ordered  the  bank's  liquida- 
tion.16 All  payments  by  the  bank  immediately  stopped.  A 
liquidator17  was  appointed  by  the  Cologne  district  court.18  The 


10  These  and  other  details  of  the  German  side  of  the  Herstatt  failure  may  be  found  in 
Kiinne,  Der  Herstatt -Vergleich,  36  Konkurs-,  Treuhand-  und  Schiedsgerichtswesen  178, 
179  (1975). 

11  Id.  at  181. 

12  The  supervisory  board,  Aufsichtsrat ,  is  prescribed  by  the  German  corporation  law.  The 
functions  of  the  board  in  an  Aktiengesellschaft,  the  normal  corporate  form  in  Germany,  are 
discussed  in  Steefel  &  von  Falkenhausen,  The  New  German  Stock  Corporation  Law,  52  Cor- 
nell L.Q.  518,  521-22,  533-39  (1967). 

13  In  such  a  transaction,  currencies  are  bought  and  sold  in  advance  of  actual  payment,  with 
prices  fixed  by  prediction  of  the  relative  value  at  the  time  of  payment. 

14  Kiinne,  supra  note  10,  at  179. 

18  The  Bundesamt  fur  Kreditwesen. 

16  This  order  was  based  on  Gesetz  iiber  das  Kreditwesen  of  July  10,  1961,  [1961]  BGBl.  I 
888,  §  35(2),  cl.  14  (liquidation  authorized  when  safety  of  deposits  is  endangered  and  other 
alternatives  are  lacking). 

17  Dr.  Karl-Friedrich  Woeste  became  Abwickler.  He  was  later  replaced  by  the  accounting 
firm  Treuarbeit  Aktiengesellschaft,  Wirtschaftsprufungsgesellschaft,  Steuerberatungsgesellschaft. 

18  This  is  a  normal  function  of  the  court  in  corporate  matters. 
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liquidator  filed  a  petition  19  in  the  court's  bankruptcy  division  for 
Herstatt  to  be  admitted  to  the  benefits  of  a  proceeding  under  the 
Arrangements  Law,20  a  supplement  to  the  West  German  Bankruptcy 
Law.  The  court  appointed  an  interim  supervisor.21  After  lengthy  in- 
vestigations,22 the  petition  was  granted  on  October  22,  1974,  and  the 
appointment  of  the  supervisor  was  made  permanent.  The  date  of  the 
creditors'  meeting  for  voting  on  the  arrangement  plan  was  set  for 
December  17,  1974. 

At  the  time  of  its  closing  by  the  authorities,  Herstatt  had  enormous 
funds  on  deposit  with  its  correspondents  abroad.  In  New  York,  the 
Chase  Manhattan  Bank  held  approximately  $150  million  and  other 
major  banks  held  further  millions.  Herstatt  owed  large  amounts  of 
dollars  from  spot  foreign  exchange  transactions23  that  it  had  entered 
into  two  days  earlier.  Herstatt  had  received  payments  for  its  part  of 
the  deals.  The  counterpayments  to  the  other  parties  should  have 
been  made  through  the  bank's  foreign  correspondents,  but  were 
not.24  The  incomplete  deals  were  numerous  and  each  involved  mil- 
lions of  dollars.   If  a  claimant's  only  recourse  was  participation  as  a 


19  The  filing  number  for  the  Herstatt  proceeding  is  Amtsgericht  Koln,  171  VN  12  /  74.  Iwan 
D.  Herstatt,  who  had  unlimited  liability  for  the  Herstatt  bank's  obligations,  see  note  65  infra, 
filed  his  own  petition,   171  VN  13  /  74. 

20  Involved  is  the  Vergleichsordnung  of  Feb.  2,  1935,  [1935]  BGBl.  I  321.  For  the  German 
text  and  a  translation,  see  M.  Peltzer,  German  Insolvency  Laws  131  (1975).  See  generally 
Heidenberger,  European  Bankruptcy  Laws  as  They  Affect  Foreigners  as  a  Debtor  or  Creditor: 
The  Bankruptcy  Laws  of  Germany,  in  ABA  Section  of  International  Law,  European 
Bankruptcy  Laws  121,  122  (1974);  cf  J.  Dalhuisen,  Compositions  in  Bankruptcy  65,  69 
(1968). 

Under  amendments  passed  in  1976  as  a  result  of  Herstatt,  the  filing  of  a  bankruptcy  petition 
against  a  bank  is  now  reserved  to  the  Supervisory  Authority,  see  text  accompanying  note  15 
supra,  which  must  approve  the  filing  of  a  petition  for  an  arrangement  proceeding.  See  Assmann, 
Novellierung  des  Gesetzes  itber  das  Kreditwesen,  31  Betriebs-Berater  579,  581-82  (1976). 

21  Dr.  Walter  Reiss  was  named  interim  supervisor  (Vergleichsverwalter).  Under  German 
law,  the  debtor  remains  in  possession  even  if  a  supervisor  is  appointed.  But  further  measures 
may  be  ordered  to  protect  the  assets. 

22  The  semi-official  Chamber  of  Commerce  is  assigned  functions  under  German  law  compar- 
able to  those  of  the  Securities  and  Exchange  Commission  in  our  Chapter  X  proceedings. 

23  The  foreign  exchange  spot  contract  is  a  common  banking  transaction.  No  extension  of 
credit  is  involved,  since  all  parts  of  the  transaction  are  supposed  to  occur  simultaneously. 
Herstatt  may  buy  marks  against  dollars  from  an  American  bank;  or  it  may  need  Swiss  francs  and 
buy  them  against  dollars  from  a  Swiss  bank.  The  marks  have  to  be  delivered  in  Germany,  the 
Swiss  francs  in  Switzerland,  and  the  dollars  in  the  United  States.  Executions  are  made  through 
instructions  to  the  German,  Swiss,  and  American  correspondents.  For  discussion  of  a  spot 
transaction,  see  In  re  Pacat  Fin.  Corp.,  295  F.  394,  396,  410  (S.D.N.Y.  1923)  (National  Shaw- 
mut  Bank  claim). 

24  Even  when  payment  is  undertaken,  an  argument  over  the  exact  time  of  completion  of  a 
transfer  can  easily  arise  For  a  Herstatt  spot  transaction  that  led  to  litigation  in  the  English 
courts,  see  Delbruck  &  Co.  v.  Barclays  Bank  Int'l  Ltd.,  The  Times  (London),  May  31,  1976,  at 
4,  cols.   1-3.    ■ 
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general  creditor  in  the  German  bankruptcy  proceeding,  high  losses 
were  assured.25 

In  the  German  proceeding,  there  was  a  continuous  effort  to  fashion 
a  plan  acceptable  to  the  creditors.  The  plan  eventually  presented  at 
the  creditors'  meeting  on  December  17,  1974  obtained  the  approval 
of  the  required  majorities.26  Without  going  into  the  details,  the  plan 
provided  for  the  liquidation  of  the  Herstatt  assets  for  the  benefit  of 
creditors.27  Within  a  month  of  the  plan's  confirmation,  a  dividend  of 
65%  was  to  be  paid  to  all  private  nonbank  creditors.  Then  domestic 
banks  would  receive  45%  and  foreign  banks  55%  of  their  claims. 
Execution  of  the  first  part  of  the  plan  required  outside  financing. 
When  it  was  secured  on  December  30,  1974  from  Herstatt  s  majority 
stockholder,  Dr.  Hans  Gerling,  the  court  confirmed  the  composition. 
Through  the  court's  order  the  plan  became  binding  upon  all  creditors 
subject  to  the  arrangement  proceeding.28  The  court  retained  juris- 
diction to  supervise  the  plan's  execution.29 

Prospects  for  collection  of  the  funds  located  outside  Germany  were 
considered  to  be  poor.  Under  German  law,  creditors  are  allowed  to 
keep  whatever  funds  of  the  bankrupt  debtor  they  manage  to  collect 
abroad.30  It  also  was  clear  that  the  spot  transaction  creditors  would 
appear  in  American  courts  claiming  special  rights  to  the  funds  held 
by  the  Herstatt  correspondents.31  Protracted  litigation  had  to  be  an- 
ticipated.  Whether  a  bankruptcy  adjudication  could  be  obtained 

28  No  precedent  was  said  to  exist  under  either  the  German  Bankruptcy  Act  or  general  law 
for  the  grant  of  priority  rights  to  spot  transaction  claims. 

26  Approval  must  be  by  a  numerical  majority  of  creditors  holding  three-fourths  of  the  claims; 
approval  by  creditors  holding  four-fifths  of  the  claims  is  required  if  payment  of  less  than  half  of 
the  claims  is  proposed.  Vergleichsordnung  of  Feb.  2,  1935,  [1935]  BGBl.  I  321,  §  74.  Matters 
were  facilitated  by  payment  of  the  small  claims  against  Herstatt  from  emergency  funds  estab- 
lished in  1969  by  the  German  Banking  Association  (Bundesverband  Deutscher  Banken  e.V.)  and 
others.  For  a  discussion  of  the  use  of  the  emergency  fund  in  the  Herstatt  collapse,  see  Schwark, 
Feuerwehrfonds  und  gerichtliches  Vergleichsverfahren,  27  Neue  Juristische  Wochenschrift 
1893  (1974). 

27  The  plan  is  discussed  in  Kiinne,  supra  note  10. 

28  A  confirmed  arrangement  binds  all  creditors  subject  to  the  proceeding,  regardless  of 
whether  they  participated  in  or  voted  against  the  plan.  See  Vergleichsordnung  of  Feb.  2,  1935, 
[1935]  BGBl.  I  321,  §  82. 

29  Cf.  id.   §  96. 

30  See  Nadelmann,  The  Common  Market  Bankruptcy  Convention  Draft:  Foreign  Assets  and 
Related  Problems  [hereinafter  Nadelmann,  Common  Market  Draft],  in  K.  Nadelmann,  Con- 
flict of  Laws:  International  and  Interstate  340,  347-48  (1972)  [hereinafter  Nadel- 
mann, Conflict  of  Laws].  A  supreme  court  decision  to  that  effect,  Judgment  of  Mar.  28, 
1903,  Reichsgericht,  54  RGZ  194,  has  been  approved  by  the  leading  commentators.  1  E. 
Jaeger,  Kommentar  zur  Konkursordnung,  §  14  n.36,  at  269  (6th  &  7th  eds.  E.  Jaeger 
1931);  id.  §  14  n.35,  at  225  (8th  ed.  F.  Lent  1958);  F.  Mentzel,  Kommentar  zur  Kon- 
kursordnung, §  14  n.16,  at  132  (8th  ed.  G.  JCuhn  1976). 

31  Creditors  would  be  encouraged  to  proceed  by  the  treatment  of  the  National  Shawmut 
Bank  claim  in  In  re  Pacat  Fin.  Corp.,  295  F.  394  (S.D.N.Y.  1923). 
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under  the  United  States  Bankruptcy  Act  was  considered  doubtful  by 
American  experts.32  A  major  jurisdictional  problem,  it  was  said,  was 
not  covered  by  precedent. 

B.   The  American  Phase 

Herstatt  owed  millions  of  dollars  from  incomplete  spot  transactions 
to  banks  in  the  United  States,  England,  the  Netherlands,  Sweden, 
Switzerland  and  Germany.  When  Herstatt's  New  York  correspon- 
dents failed  to  transfer  funds,  the  spot  transaction  creditors  com- 
menced legal  proceedings  in  the  New  York  courts  to  attach  the  funds. 
By  July  12,  1974,  the  amount  of  the  attachments  far  exceeded  the 
value  of  the  available  assets.  The  funds  were  frozen  by  court  order  as 
a  result  of  interpleader  actions  filed  by  the  stakeholders.33  Unless 
the  attachment  liens  could  be  removed  as  preferences  under  the 
Bankruptcy  Act,  the  prospect  was  that  the  funds  would  go  to  the 
attachment  creditors  in  the  order  of  their  attachments. 

On  August  6,  1974,  an  involuntary  bankruptcy  petition,  In  re  Bank- 
haus  l.D.  Herstatt  KGaA  i.L.34  (Herstatt),  was  filed  in  the  Southern 
District  of  New  York  by  petitioning  creditors — First  National  City 
Bank,  Hill  Samuel  &  Co.,  OHG  (a  German  subsidiary  of  a  London 
bank)  and  Citicorp  Services,  Inc.  The  first  two  creditors  had  spot 
transaction  claims  but  had  not  attached;  the  third  was  a  general  cred- 
itor with  a  small  claim  who  also  had  not  attached.  In  the  following 
months,  a  number  of  other  creditors  intervened35  on  the  side  of  the 
original  petitioners  with  the  court's  permission,36  probably  seeking 
some  control  over  future  developments.  Herstatt's  liquidator  decided 
against  any  appearance  at  the  proceeding.37 

32  If  the  situation  had  been  reversed  and  the  nonresident  debtor's  assets  had  been  located 
in  Germany,  bankruptcy  jurisdiction  could  not  have  been  obtained.  Presence  of  assets  is  no 
basis  for  jurisdiction  under  German  law.  Set  Nadelmann,  Assumption  of  Bankruptcy  Jurisdic- 
tion over  Non-Residents,  41  Tul.  L.  Rev.  75,  78  (1966)  [hereinafter  Nadelmann,  Non- 
Residents]. 

33  Chase  Manhattan  Bank  v.  Woeste,  Civ.  No.  74-2997  (S.D.N.Y.,  order  filed  May  7,  1975); 
Morgan  Guar.  Trust  Co.  v.  J.  Henry  Schroder  Banking  Corp.,  Civ.  No.  74-3126  (S.D.N.Y., 
order  filed  May  7,  1975);  Morgan  Guar.  Trust  Co.  v.  Marine  Midland  Bank,  Civ.  No.  74-3127 
(S.D.N.Y.,  order  filed  May  7,  1975);  Morgan  Guar.  Trust  Co.  v.  European- American  Banking 
Corp.,  Civ.  No.  74-3128  (S.D.N.Y.,  order  filed  May  7,  1975).  An  Order  of  Consolidation  of 
these  interpleader  proceedings  was  issued  on  April  3,  1975. 

34  Bankruptcy  No.  74-1134  (S.D.N.Y.,  order  filed  May  7,  1975). 

35  The  intervening  creditors  were:  Badische  Kommunale  Landesbank-Girozentrale;  Landes- 
bank  und  Girozentrale  Saar;  Industrie-Gas  GmbH  und  Co.  K.G.,  H.  Albert  de  Bary  &  Co., 
N.V.;  Delbrueck  &  Co.;  Wells  Fargo  Bank,  National  Association;  and  Handelsbank  in  Zurich, 
joined  in  by  Swiss  Reinsurance  Company,  Vereinigte  Krankenversicherungs,  A.G.,  and  Salus 
Krankenhauskosten-Versicherungs,  A.G. 

36  The  court's  orders  of  September  13,  23,  October  2,  4  and  21,  1974,  and  January  15,  1975 
were  based  on  Fed.  R.  Civ.  P.  24  and  on  Fed.  R.  Bankb.  P.  121,  724. 

37  Counsel  in  New  York  is  said  to  have  advised  the  Herstatt  liquidator  to  stay  out  "probably 
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The  attachment  creditors  suggested  to  the  court  that  it  lacked  sub- 
ject matter  jurisdiction  because  section  4(b)  of  the  Bankruptcy  Act 
excludes  banking  corporations  from  involuntary  bankruptcy.38 
Petitioners  countered,  first,  that  Herstatt  was  a  partnership,  not  a 
corporation,  and  second,  that  the  exclusion  clause  did  not  apply  to 
foreign  banks  not  doing  business  in  the  United  States.39  On 
November  4  and  5,  1974,  expert  witnesses  testified  on  German  law, 
and  the  jurisdictional  issue  was  argued.  All  parties  requested  the 
court  to  defer  its  decision  until  the  outcome  of  the  proceeding  in 
Germany. 

After  the  confirmation  of  the  composition  in  the  German  proceed- 
ing,40 the  New  York  parties  intensified  their  informal  discussions  con- 
on  the  ground  that  if  he  appeared  he  would  subject  himself  to  the  jurisdiction  of  the  United 
States  courts,  with  possible  res  judicata  effects  in  Germany,  and  would  have  been  exposed  to 
withering  pretrial  discovery."  Becker,  International  Insolvency:  The  Case  of  Herstatt,  62 
A. B.A.J.  1290,  1292  (1976).  The  validity  of  the  second  ground  is  easily  seen.  As  for  the  first 
ground,  there  is  no  res  judicata  effect  nationally  or  internationally  beyond  the  local  assets  af- 
fected in  a  quasi-in-rem  proceeding.  Furthermore,  Germany  has  a  reciprocity  requirement  for 
recognition  of  foreign  judgments.  See  U.  Drobnig,  American-German  Private  Interna- 
tional Law  350  (1972);  Nadelmann,  N  on -Recognition  of  American  Money-Judgments  Abroad 
and  What  to  Do  About  It,  42  Iowa  L.  Rev.  236,  252  (1957)  [hereinafter  Nadelmann,  Non- 
Recognition]. 

Until  Herstatt,  probably  the  most  important  international  case  to  consider  the  problems  of 
multiple  administrations  was  the  "Match-King"  case,  In  re  Aktiebolaget  Kreuger  &  Toll.,  20  F. 
Supp.  964  (S.D.N.Y.  1937),  affd,  96  F.2d  768  (2d  Cir.  1938).  There  the  Swedish  liquidators 
did  not  hesitate  to  appear  in  the  American  bankruptcy  proceeding.  In  its  opinion,  the  court 
quotes  from  a  ruling  in  the  opening  stage  of  the  proceeding  by  Judge  Julian  Mack,  a  prominent 
member  of  the  judiciary: 

I  shall  adjourn  this  hearing  to  [allow]  communicat[ion]  with  the  administrators  in  Sweden 
of  this  company  with  an  explanation  of  the  attitude  of  this  court  .  .  namely  that  any 
action  taken  by  this  court  will  be  taken  with  a  view  to  the  most  earnest  cooperation  with 
the  authorities  in  Sweden  in  the  interest  of  all  creditors  and  that  any  administration  of  the 
property  in  America  of  the  Kreuger  &  Toll  Company  would  be  without  any  thought  of 
preferential  treatment  of  American  creditors  unless  indeed  preferential  treatment  were 
given  in  Sweden  as  against  American  creditors  and  the  Court  would  earnestly  hope  that 
in  Sweden  all  creditors  would  be  treated  alike  as  to  the  assets  of  this  company  so  that  this 
court  dealing  with  American  assets  would  be  not  only  justified  but  morally  and 
doubtlessly  legally  compelled  to  accord  the  same  treatment  to  Swedish  and  other  creditors 
as  it  would  accord  to  American  creditors. 
Id.  at  965  (emphasis  of  the  court).  A  tribute  to  Judge  Mack  by  Judge  Augustus  N.  Hand  ap- 
pears at  57  Harv.  L.  Rev.  96  (1943). 

38  Section  4(b)  provides  in  pertinent  part: 

Any  natural  person,  except  a  wage  earner  or  farmer,  and  any  moneyed,  business,  or 
commercial  corporation,   except  a  building  and  loan  association,   a  municipal,   railroad, 
insurance,  or  banking  corporation,  owing  debts  to  the  amount  of  $1,000  or  over,  may  be 
adjudged  an  involuntary  bankrupt  .... 
Bankruptcy  Act  §  4(b),  11  US.C.  §  22(b)  (1970). 

39  The  latter  contention  was  also  raised  in  a  contemporaneous  case  in  the  same  district  court 
before  a  different  bankruptcy  judge.   See  text  accompanying  notes  70-79  infra. 

40  See  text  accompanying  notes  26-29  supra. 
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cerning  an  agreement  on  the  distribution  of  the  local  funds.  A  basis 
for  discussing  a  settlement  was  not  lacking.  The  risks  of  litigation  of 
the  legal  issues  were  considerable.  The  equities  in  the  case  were  less 
subject  to  doubt.  Spot  transactions  in  foreign  exchange  are  indispen- 
sable to  modern  international  banking.  For  one  bank  to  take  advan- 
tage of  an  incomplete  spot  transaction  at  the  expense  of  another  was 
an  unpalatable  proposition  to  the  banking  community.  Of  course,  the 
settlement  would  also  have  to  be  attractive  to  Herstatt,  a  necessary 
party  for  any  agreement. 

After  prolonged,  difficult  negotiations — attachments  made  in  other 
countries  had  to  be  considered  as  well — two  agreements  were  signed 
in  February  1975  concerning  distribution  of  the  New  York  funds. 
One  agreement  was  reached  among  the  more  than  thirty  participants 
in  the  New  York  proceeding;  the  other  was  between  these  parties 
and  the  debtor,  that  is,  Herstatt  in  liquidation,  the  liquidator  acting 
with  the  supervisor's  concurrence.  The  settlement  is  a  complicated 
instrument  whose  contents  are  unrelated  to  the  purposes  of  this  dis- 
cussion. Suffice  it  to  say  that  the  schedule  for  the  distribution  of  the 
funds  placed  in  the  top  group  the  non-German  banks  (both  with  and 
without  attachments)  whose  claims  as  creditors  arose  from  incomplete 
spot  exchange  transactions.  Non-German  banks  that  had  made  dollar 
loans  to  Herstatt  were  placed  in  the  next  group.  The  rest  of  the  cred- 
itors were  arranged  in  a  descending  hierarchy  according  to  the  na- 
ture of  their  claims.  Though  still  considerably  short  of  full  payment, 
the  amounts  accorded  the  banks  in  the  top  groups  in  settlement  of 
their  claims  are  substantially  higher  than  what  could  have  been  ex- 
pected under  the  German  composition.  The  New  York  agreement  re- 
lieved Herstatt  from  substantial  potential  claims.  All  involved  thought 
the  accord  to  be  the  best  one  obtainable  under  the  circumstances.  It 
is  anyone's  guess  whether  an  arbitration  board,  asked  to  decide  ex 
aequo  et  bono,  would  have  arrived  at  a  very  different  result.  I  think 
not. 

On  April  7,  1975,  the  creditors  who  had  filed  the  involuntary  bank- 
ruptcy petition,  and  those  who  had  intervened  on  their  side,  submit- 
ted the  two  agreements  to  the  bankruptcy  court  and  requested  dis- 
missal of  the  bankruptcy  petition.  If  the  court  had  thought  it  lacked 
subject  matter  jurisdiction,  as  the  attachment  creditors  had  earlier 
suggested,41  it  would  have  dismissed  the  case  long  ago.42    Since  sub- 

41  See  text  accompanying  note  38  supra. 

42  The  existence  of  subject  matter  jurisdiction  must  be  considered  by  a  court  at  all  times 
during  a  proceeding.  See  Vallely  v.  Northern  Fire  &  Marine  Ins.  Co.,  254  U.S.  348,  355 
(1920). 
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ject  matter  jurisdiction  was  implicitly  assumed,  the  court  must  have 
either  considered  Herstatt  a  partnership  rather  than  a  corporation,  or 
have  read  the  banking  corporation  exception  in  section  4(b)  of  the 
Bankruptcy  Act  as  not  applying  to  foreign  banks  that  were  not  doing 
business  in  the  United  States.  The  request  for  dismissal  of  the  bank- 
ruptcy petition  was  based  by  the  petitioners  on  Bankruptcy  Rule  120 
and,  in  the  alternative,  on  Rule  119.  Rule  120 43  covers  dismissal 
upon  the  consent  of  the  parties.  Rule  11944  contemplates  the  pen- 
dency of  a  proceeding  abroad  and  allows  dismissal  as  a  matter  of  dis- 
cretion, with  due  regard  to  the  rights  and  convenience  of  local  cred- 
itors and  other  relevant  circumstances.45  Under  both  rules,  a  hear- 
ing must  be  held. 

The  court  set  a  hearing  date  for  May  7,  1975,  and  ordered  notice 
to  all  Herstatt  creditors,  including  those  in  Germany.  A  creditors  list 
was  made  available.  The  notice  referred  to  the  dismissal  application 
based  on  Rules  120  and  119  and  to  the  arrangements  filed  with  the 
application.  The  notice  declared  that  the  arrangements  contemplated 
disposition  of  the  bulk  of  the  New  York  funds  to  the  settlement  cred- 
itors, with  the  balance  going  to  Herstatt.  Claims  of  settlement  cred- 
itors under  the  German  composition  would  be  eliminated  or  reduced. 
No  creditors  appeared  at  the  hearing  and  no  opposition  to  the  appli- 
cation was  filed.  Earlier,  in  the  consolidated  interpleader  proceed- 
ings,46 the  parties  had  obtained  a  judgment  for  the  distribution  of  the 
funds  in  accordance  with  the  settlement  agreements,  subject  to  the 
dismissal  of  the  involuntary  bankruptcy  petition.  The  bankruptcy 
judge  then  dismissed  the  involuntary  petition,  with  the  dismissal  to 
be  effective  upon  disbursement  of  the  funds.47  The  order  of  dismis- 
sal referred  to  the  petitions  and  the  hearing  after  notice,  but  merely 


43  Rule  120(a)  provides  in  pertinent  part:  "A  case  shall  not  be  dismissed  on  application  or 
motion  of  the  petitioner  or  petitioners  or  for  want  of  prosecution  or  by  consent  of  the  parties 
until  after  hearing  on  notice  to  the  creditors  as  provided  in  Rule  203(a)." 

44  Rule  119,  discussed  in  text  accompanying  notes  95-109  infra,  provides: 

When  a  proceeding  for  the  purpose  of  the  liquidation  or  rehabilitation  of  his  estate  has 
been  commenced  by  or  against  a  bankrupt  in  a  court  of  competent  jurisdiction  without 
the  United  States,  the.court  of  bankruptcy  may,  after  hearing  on  notice  to  the  petitioner 
or  petitioners  and  such  other  persons  as  it  may  direct,  having  regard  to  the  rights  and 
convenience  of  local  creditors  and  other  relevant  circumstances,  dismiss  a  case  or  suspend 
the  proceedings  therein  under  such  terms  as  may  be  appropriate. 

45  Application  of  Rule  119  at  this  stage  in  Herstatt  raised  a  question  since  it  seemed  there 
was  no  pending  proceeding  abroad.  The  proceeding  in  the  German  court  ended  with  the  con- 
firmation of  the  composition.  Retention  of  jurisdiction  by  the  German  court  to  supervise  the 
composition's  execution  did  not  change  this  fact. 

46  See  note  33  supra. 

47  Order  of  Dismissal  of  May  7,   1975  by  Rankruptcy  Judge  Babitt. 
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said  that  the  court  had  found  sufficient  cause  for  the  dismissal.  Dis- 
tribution of  the  funds  soon  followed. 

Thus,  one  of  the  most  spectacular  international  commercial  cases48 
ended  for  the  parties  without  adjudication  of  the  legal  issues.  Some  of 
these  important  and  unresolved  legal  questions  go  far  beyond  the 
facts  of  Herstatt  and  will  be  considered  below.49 

II. 

Presence  of  Assets  Jurisdiction 

A.   The  Historical  Framework 

Since  its  enactment,  the  Bankruptcy  Act  has  allowed  assumption  of 
jurisdiction  over  nonresident  debtors  on  the  basis  of  presence  of  as- 
sets.50 This  jurisdictional  ground  was  not  available  under  the  short- 
lived Acts  of  1800 51  and  1841, 52  or  under  the  Act  in  force  from  1867 
to  1878. 53  Under  state  law,  assets  go  to  attaching  creditors  in  the 
order  of  their  attachments.54  Generally  speaking,  state  insolvency 
laws  did  not  cover  the  case  of  the  nonresident  debtor.55     Creditors 


48  To  show  the  magnitude  of  the  amounts  involved,  the  Sheriff  of  the  City  of  New  York 
collected  $836,751  in  poundage  fees.  Order  and  Judgment  of  Apr.  3,  1975,  Schedule  D,  ren- 
dered by  District  Judge  Milton  Pollack  in  the  consolidated  interpleader  proceedings.  See  note 
33  supra.  This  charge  is  based  upon  a  scale  of  5%  of  the  amount  collected  up  to  a  maximum  of 
$50,000  per  creditor.   N.Y.  Civ.   Prac.   Law  §  8012(b)l  (McKinney  1963  &  Supp.   1976). 

49  The  practical  question  of  how  to  make  foreign  exchange  spot  transactions  safe  from  events 
such  as  those  in  Herstatt  also  remains  unsettled  and  on  the  minds  of  banks  and  their  legal 
advisers.  The  problem  seems  to  be  far  from  solution.  Papers  considering  this  issue  prepared  for 
the  1976  meeting  of  the  International  Bar  Association  in  Stockholm  indicate  that  many  jurisdic- 
tions are  pessimistic  concerning  the  possibility  of  improving  conditions  from  the  legal  perspec- 
tive. These  papers  are  published  in  the  January  1977  issue  of  the  International  Business 
Lawyer.  Available  technology  should  allow  the  development  of  better  controls  on  the  practical 
side,  with  helpful  legal  consequences. 

50  Act  of  July  1,  1898,  ch.  541,  §  2,  30  Stat.  545.  Section  2(a)(1),  11  U.S.C.  §  11(a)(1)  (1970), 
now  provides  in  pertinent  part: 

[CJourts  of  bankruptcy  .  .  .  are  hereby  invested,  within  their  respective  territorial  limits 

.  .  .  with  such  jurisdiction  at  law  and  in  equity  as  will  enable  them  to  exercise  original 

jurisdiction  ...  to  — 

(1)  Adjudge  persons  bankrupt  .  .  .  who  do  not  have  their  principal  place  of  business, 

reside,  or  have  their  domicile  within  the  United  States,  but  have  property  within  their 

jurisdiction  .... 
This  is  a  jurisdictional  provision.   Today,  venue  over  nonresident  debtors  with  assets  located  in 
the  United  States  is  regulated  by  Fed.   R.   Bankr.    P.    116(a)(l)-(2). 

51  See  Act  of  April  4,   1800,  ch.   19,  §  1,  2  Stat.   19. 

52  See  Act  of  Aug.   19,   1841,  ch.  9,  §  1,  5  Stat.  440. 

53  See  Act  of  Mar.  2,  1867,  ch.  176,  §§  11,  39,  14  Stat.  521,  536. 

54  See  Sturges,  A  Proposed  State  Collection  Act,  43  Yale  L.J.   1055,  1065  (1934). 

55  See  R.  Moses,  State  Insolvent  Laws  (1879). 
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closest  to  the  assets  have  the  best  chance  under  state  law  to  recover 
from  the  debtor's  estate. 

In  1880,  Federal  Judge  John  Lowell,56  asked  by  the  Board  of  Trade 
of  Boston  to  prepare  new  federal  bankruptcy  legislation,  circulated  a 
draft  proposal.  One  of  the  suggestions  he  received  was  to  allow 
assumption  of  jurisdiction  in  the  case  of  debtors  who  were  de- 
clared bankrupt  abroad  and  had  assets  in  the  United  States.57  The 
aim  was  to  secure  equal  distribution  of  the  nonresident's  assets. 
Lowell  added  a  provision  to  that  effect  to  the  draft  legislation  which 
became  the  Bankruptcy  Bill  of  1882. 58  It  passed  the  Senate  but 
not  the  House.59  In  1888,  in  an  article  in  the  Harvard  Law  Review, 
Lowell  discussed  the  injustice  of  the  prevailing  conflicts  system  and 
reiterated  his  proposal.60  The  idea  was  first  adopted  on  the  state 
level,61  and  then  was  incorporated  into  the  Bankruptcv  Act  of 
1898. 62 

B.  A  Matter  of  Definition:  The  "Banking  Corporation"  Exception 

Though  Herstatt  was  a  foreign  debtor  with  assets  in  the  United 
States,  a  jurisdictional  issue  arose  because  the  Bankruptcy  Act  has  a 
provision  excluding  banking  corporations  from  the  scope  of  the  Act. 
Section  4(b)  of  the  Bankruptcy  Act  provides  that  "any  moneyed, 
business,  or  commercial  corporation,  except  .  .  .  a  municipal,  rail- 
road, insurance,  or  banking  corporation  .  .  .  may  be  adjudged  an  in- 
voluntary bankrupt."63 

56  For  a  brief  biography  of  John  Lowell  (1824-1897),  who  was  a  District  Judge  from  1865  to 
1879  and  a  Circuit  Judge  from  1879  to  1885,  see  20  A.B.A.   Rep.  537  (1897). 

57  See  J.  Lowell,  Sketch  of  an  Act  to  Establish  a  Uniform  System  of  Bankruptcy 
Throughout  the  United  States  at  v  (3d  ed.  1880). 

58  The  pertinent  provision  is  §  106,  the  text  of  which  is  reproduced  in  Nadelmann,  The 
National  Bankruptcy  Act  and  the  Conflict  of  Laws,  59  Harv.  L.  Rev.  1025,  1036-37  n.69  (1946) 
[hereinafter  Nadelmann,  National  Bankruptcy  Act],  reprinted  in  21  Ref.  J.  43,  47  n.69 
(1947).  For  an  argument  in  support  of  new  federal  legislation,  see  Lowell,  A  United  States 
Bankruptcy  Statute,  9  Int'l  Rev.  697  (1880),  reprinted  in  50  Am.   Bankr.   L.J.  99  (1976). 

59  See  C.  Warren,  Bankruptcy  in  United  States  History  129-30  (1935). 

60  See  Lowell,  Conflict  of  Laws  as  Applied  to  Assignments  for  Creditors,  1  Harv.  L.  Rev. 
259,  262,  264  (1888). 

61  In  1891,  Maine  amended  its  Insolvent  Law  of  1878,  making  it  applicable  to  nonresidents 
with  property  in  Maine.  Act  of  Mar.  27,  1891,  ch.  109,  amending  Me  Rev.  Stat.  ch.  70,  §  17 
(1883).  See  generally  Peabody  v.  Stetson,  88  Me.  273,  279-80,  34  A.  74,  76  (1896)  (constitution- 
ality of  amendment  upheld). 

62  Act  of  July  1,  1898,  ch.  541,  §  2,  30  Stat.  545  (codified  as  amended  at  11  US.C.  §  11 
(1970)),  quoted  in  pertinent  part  in  note  50  supra,  see  Nadelmann,  National  Bankruptcy  Act, 
supra  note  58,  at  1037. 

63  Bankruptcy  Act  §  4(b),  11  U.S.C.  §  22(b)  (1970)  (emphasis  added).  Originally,  §  4(b)  had 
provided  that  "private  bankers,  but  not  national  banks  or  banks  incorporated  under  State  or 
Territorial  laws,  may  be  adjudged  involuntary  bankrupts."  Act  of  July  1,  1898,  ch.  541,  §  4(b), 


1037 


The  first  jurisdictional  argument  advanced  was  that  the  Herstatt- 
type  of  business  entity  was  a  partnership,  and  not  a  corporation 
under  the  definition  of  "corporation"  in  section  1(8)  of  the  Bankruptcy 
Act.64  This  classification  was  critical.  If  declared  a  partnership, 
Herstatt  would  be  outside  of  the  section  4(b)  exception  and  thus 
could  be  adjudged  an  involuntary  bankrupt. 

Herstatt's  status  under  German  law  as  a  Kommanditgesellschaft  auf 
Aktien  (KGaA)  has  no  counterpart  in  American  law.  A  stock  company 
with  shares  en  commandite  ,65  this  entity  has  aspects  of  a  corporation 
as  well  as  of  a  partnership.66  The  KGaA,  which  has  its  origin  in  the 
societe  en  commandite  par  actions  of  the  French  Commercial  Code  of 
1808,  was  first  considered  a  special  form  of  partnership,  but  at  least 
since  the  turn  of  the  century,  after  a  change  in  France,  the  KGaA  has 


30  Stat.  547  (emphasis  added).   Some  state  insolvency  laws  had  excluded  railroads  and  public 

banks  from  coverage.  See,  e.g.,  Mass.  Gen.  Stat.  ch.  118-19,  §  113  (1859)  (now  Mass.  Gen. 

Laws  Ann.  ch.  216,  §  143  (1958));  Act  No.  1  of  1876,  Vt.  Acts  §  98  (Nov.  28,  1876).   Early  state 

insolvency  laws  are  collected  in  Moses,  supra  note  55. 

The  original  §  4(b)  of  the  Bankruptcy  Act  was  rewritten  into  its  present  broad  form  in  1910 

when  the  Act  was  revised  to  allow  corporations  to  file  voluntary  bankruptcy  petitions.  Act  of 
June  25,  1910,  ch  412,  §  4,  36  Stat.  839.  For  the  history  of  §  4,  see  1  Collier  on  Bank- 
ruptcy HI  4.01,  .05  (14th  ed.   1974). 

64  The  Act  provides  in  pertinent  part: 

"Corporation"  shall  include  all  bodies  having  any  of  the  powers  and  privileges  of  pri- 
vate corporations  not  possessed  by  individuals  or  partnerships  and  shall  include  partner- 
ship associations  organized  under  laws  making  the  capital  subscribed  alone  responsible  for 
the  debts  of  the  association,  joint-stock  companies,  unincorporated  companies  and  associa- 
tions, and  any  business  conducted  by  a  trustee  .... 
Bankruptcy  Act  §  1(8),   11  U.S.C.   §  1(8)  (1970). 

65  When  a  corporation's  shares  are  en  commandite,  at  least  one  member  has  unlimited  liabil- 
ity for  the  company's  debts.  2  E.  Rabel,  The  Conflict  of  Laws:  A  Comparative  Study  8 
(2d  ed.  I960);  cf.  R.  Mueller,  E.  Steefel  &  H.  Brucher,  Doing  Business  in  Germany  47 
(1972).  The  member  with  unlimited  liability  for  the  Herstatt  bank  was  Iwan  D.   Herstatt. 

66  Section  278  of  the  Corporation  Law  of  1965  (Aktiengesetz)  provides: 

(1)  The  [KGaA]  partnership  limited  by  shares  is  a  company  with  a  legal  personality  of  its 
own  in  which  at  least  one  partner  is  liable  without  limitation  to  the  creditors  of  the 
company  [personally  liable  partner]  and  the  others  participate  in  the  capital  of  the  com- 
pany divided  by  shares  without  being  personally  liable  for  the  debts  of  the  company 
[limited  shareholders]. 

(2).   The  legal  relations  of  the  personally  liable  partners  among  themselves  and  vis-a-vis 
the  shareholders  collectively  as  well  as  in  regard  to  third  parties,  in  particular,  the  au- 
thority of  the  personally  liable  partner  to  conduct  the  business  of  the  company  and  repre- 
sent it,  are  regulated  by  the  provisions  on  limited  partnerships  in  the  Commercial  Code. 
(3).  Otherwise  the  rules  of  Book  I  on  the  Aktiengesellschaft  [the  normal  corporate  form] 
apply  to  the  KGaA,  unless  something  different  results  from  the  provisions  which  follow  or 
from  the  absence  of  a  board  of  management. 
Aktiengesetz  of  Sept.  fi,   1965,  [1965]  BGB1    I  1089  (my  translation).  For  a  bilingual  edition  of 
the  Corporation  Law  of  1965,  see  R.  Mueller  &  E.  Galbraith,  The  German  Stock  Cor- 
poration Law  (1966). 
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been  treated  in  Germany  as  a  special  form  of  a  corporation.67  To 
remove  any  uncertainty,  the  definition  section  of  the  German  corpo- 
ration law  of  1937,  which  covered  the  normal  corporate  form,  the 
Aktiengesellschaft  (AG),  as  well  as  the  KGaA,  specifically  gave  the 
KGaA  the  status  of  a  legal  person  held  by  the  AG.68  This  made  the 
special  provisions  of  the  German  bankruptcy  law  and  of  the  arrange- 
ments law  covering  legal  persons  directly  applicable  to  the  KGaA.69 
This  German  characterization  of  the  KGaA  can  furnish  assistance  for 
classification  under  our  own  Bankruptcy  Act. 

Although  the  creditors'  agreement  terminating  Herstatt  made  the 
adjudication  of  the  KGaA  classification  issue  unnecessary,  the  legal 
problem  has  not  disappeared.  Though  the  KGaA-type  of  company  is 
not  as  widely  used  as  the  AG  form,  a  sizeable  number  exist  in  Ger- 
many and  other  countries.  Therefore,  the  corporation  definition  in 
section  1(8)  of  our  Bankruptcy  Act  should  not  blind  itself  to  the  busi- 
ness form  used  elsewhere.  Section  1(8)  should  be  amended  to  make 
it  clear  that  a  foreign  company  with  the  status  of  a  legal  person  under 
its  law  comes  under  the  "corporation"  definition  of  our  Bankruptcy 
Act. 

C.   Israel-British  Bank:  The  "Foreign  Bank"  Issue 

About  a  month  after  the  filing  of  the  involuntary  bankruptcy  peti- 
tion in  Herstatt,  another  foreign  bank  case,  In  re  Israel -British  Bank 
(London)  Ltd.,70  arose  in  the  same  New  York  bankruptcy  court  but 
before  a  different  bankruptcy  judge.  Again,  existence  of  subject  mat- 
ter jurisdiction  was  contested,  but  this  time  an  adjudication  of  the 


67  See  Bartz,  Introduction  to  Section  278,  3  Aktiengesetz  Grosskommentar  586  (3d  ed. 
1973). 

68  Section  £  19  of  the  Corporation  Law  of  1937  has  been  replaced  by  the  Corporation  Law  of 
1965,  §  278,  see  note  66  supra. 

69  The  German  Bankruptcy  Act  (Konkursordnung)  of  1877,  as  republished  May  21,  1898, 
[1898]  RGB1.  I  612,  covers  the  bankruptcy  of  an  AG.  Section  213  makes  §  207  applicable  to  all 
legal  persons,  a  category  which  now  includes  a  KGaA.  For  a  good  translation  of  the  German 
Bankruptcy  Act  (Konkursordnung)  with  commentary,  see  24  Commercial  Laws  of  the 
World,  Central  Europe-German  Empire  I  265  (1909)  [hereinafter  Commercial  Laws]. 

The  direct  application  of  Konkursordnung  §  207  to  the  KGaA  is  noted  in  2  E.  Jaeger, 
Kommentar  zur  Konkursordnung  668  (8th  ed.  F.  Weber  1970).  The  Arrangements  Law  of 
1935  provides  that  corporations,  companies  with  limited  liability,  other  legal  persons,  and  as- 
sociations which  may  be  sued  under  their  name,  may  have  the  benefit  of  the  Arrangements  Law 
if  they  are  subject  to  bankruptcy.  Vergleichsordnung  of  Feb.  2,  1935,  [1935]  BGB1.  I  321,  § 
108(1),  translated  in  Peltzer,  supra  note  20,  at  193.  The  direct  application  of  §  108  to  the 
KGaA  is  noted  in  A.  Boehle-Stamschrader,  Vergleichsordnung  270  (7th  ed.  1968). 

70  1  Bankr.  Ct.  Dec.  528  (S.D.N.Y.  1974),  rev'd,  401  F.  Supp.  1159  (S.D.N.Y.  1975), 
rev'd  sub  nom.  Israel- British  Bank  (London)  Ltd.  v.  Federal  Deposit  Ins.  Corp.,  536  F.2d  509 
(2d.  Cir.),  cert,  denied,  97  S.  Ct.  486-87  (1976). 
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issue  took  place.  Israel-British  Bank  (London)  Ltd.  (IBB),  a  London- 
based  bank,  had  obtained  a  voluntary  winding  up  order  from  Eng- 
land's High  Court,  Chancery  Division,  in  August  1974.  A  receiver 
and  provisional  liquidator  was  then  appointed.  IBB  owed  large  sums 
from  foreign  exchange  transactions  to  the  Bank  of  the  Common- 
wealth, a  Michigan  bank,  and  to  the  Franklin  National  Bank,  an  in- 
stitution which  has  since  been  taken  over  by  the  Federal  Deposit 
Insurance  Corporation  for  the  purpose  of  liquidation.  Both  creditor 
banks  attached  substantial  IBB  funds  held  by  correspondents  in  New 
York.  On  September  23,  1974,  within  four  months  of  the  attach- 
ments, the  liquidator  filed  a  voluntary  bankruptcy  petition  for  IBB  in 
the  Southern  District  of  New  York.  IBB  had  never  done  business  in 
the  United  States.  The  bankruptcy  judge,  believing  he  had  jurisdic- 
tion under  the  Bankruptcy  Act,  adjudged  IBB  bankrupt  on  the  same 
day  the  petition  was  filed. 

The  attachment  creditors,  referring  to  the  banking  corporation  ex- 
ception in  section  4(a)  of  the  Act,  asked  the  court  to  vacate  its  judg- 
ment for  lack  of  subject  matter  jurisdiction.  After  a  hearing  in  Oc- 
tober 1974,  the  bankruptcy  judge  denied  the  motion  to  dismiss  by  an 
order  issued  on  December  19,  1974. 71  The  court's  order  emphasized 
the  original  language  of  the  clause,  which  had  not  covered  foreign 
banks  not  subject  to  state  or  federal  banking  laws,72  and  the  absence 
of  any  evidence  that  the  Congress,  in  amending  section  4  in  1910, 73 
had  intended  to  make  a  substantive  change.74  On  appeal,  the  dis- 
trict court  reversed  this  decision  in  October  1975. 75  The  district 
court  saw  nothing  in  the  present  language  of  the  exception  clause 
allowing  the  exclusion  of  foreign  banks  from  the  clause's  coverage.76 
In  May  1976,  the  district  court's  decision  was  overturned  by  the 
Court  of  Appeals  for  the  Second  Circuit.77  The  unanimous  panel 
found  no  congressional  purpose  in  the  exception  clause  commanding 
the  inequitable  result — contrary  to  the  general  policy  of  the  Act — that 
local  assets  cannot  be  brought  to  equal  distribution.78     Thus,  the 

71  In  re  Israel-British  Bank  (London)  Ltd.,  1  Bankr.  Ct.  Dec.  528  (S.D.N.Y.  1974)  (Gal- 
gay,  Bankr.  J.),  noted  in  69  Am.  J.  Intl  L.  897  (1975). 

72  See  text  accompanying  note  63  supra. 

73  See  note  63  supra. 

74  1  Bankr.  Ct.  Dec.  at  531. 

75  401  F.  Supp.  1159,  1175  (S.D.N.Y.  1975)  (Lasker,  J.),  noted  in  8  L.  &  Poly  Intl  Bus. 
255  (1976);  cf.  Howard,  United  States  Bankruptcy  Jurisdiction  over  Unregulated  Foreign 
Banks,  17  Harv.  Intl  L.J.  359  (1976). 

76  401  F.  Supp.  at  1175. 

77  Israel-British  Bank  (London)  Ltd.  v.  Federal  Deposit  Ins.  Corp.,  536  F.2d  509  (2d  Cir. 
1976).  The  Second  Circuit  panel  consisted  of  Judges  Friendly,  Mulligan  and  Gurfein.  Judge 
Gurfein  wrote  the  opinion. 

78  Id.  at  513-15. 
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Second  Circuit  upheld  the  bankruptcy  court's  assertion  of  jurisdiction 
over  IBB.  The  attachment  creditors  have  been  denied  certiorari  by 
the  Supreme  Court.79 

D.   Banque  de  Financement:  Discretionary  Exercise  of  Jurisdiction 

In  the  case  of  Herstatt,  there  was  an  arrangement  proceeding  in 
Germany  and  an  involuntary  bankruptcy  petition  in  the  United 
States.  With  IBB,  there  was  a  liquidation  in  London  followed  by  a 
proceeding  in  the  United  States  based  on  a  voluntary  bankruptcy  pe- 
tition. A  third  foreign  bank  case,  In  re  Banque  de  Financement, 
S.A.,80  offers  a  new  combination  of  judicial  action:  an  arrangement 
proceeding  pending  in  Switzerland  and  a  Chapter  XI  petition  by  the 
debtor  which  is  still  in  litigation  in  the  United  States. 

Banque  de  Financement,  S.A.  (Finabank)  is  a  Swiss  commercial 
bank  located  in  Geneva.  In  1974,  it  fell  into  financial  difficulties  be- 
cause a  bank  located  in  the  Bahamas  failed  to  pay  several  mil- 
lion dollars  that  were  due  from  foreign  exchange  deals.  In  January 
1975,  the  Swiss  supervisory  authorities  suspended  the  bank's  opera- 
tions. The  bank  asked  the  court  in  Geneva  for  the  benefits  of 
the  Swiss  federal  procedure  which  makes  arrangements  available  to 
banks.81  Under  this  law,  a  bank  which  is  not  insolvent  may  obtain 
postponement  of  the  maturity  of  its  debts;  if  insolvent,  the  bank  can 
try  for  a  composition  with  its  creditors. 

Finabank  had  never  done  business  in  the  United  States.  A  corre- 
spondent bank  in  New  York  held  more  than  $10  million  of  its  funds. 
Finabank  owed  large  dollar  amounts  to  banks  in  the  United  States.  In 
January  1975,  Chase  Manhattan  Bank,  with  a  claim  of  more  than 
$500,000,  obtained  an  attachment  of  the  New  York  funds.  First  Na- 
tional Bank  of  Boston  followed  with  an  attachment  for  a  claim  of  more 
than  $9  million.  The  stakeholder,  Finabank's  correspondent,  then 
started  an  interpleader  proceeding.82  On  May  5,  1975,  within  four 
months  of  the  attachments,  Finabank,  represented  by  a  Geneva- 
appointed  temporary  commissioner,  filed  a  Chapter  XI  petition  in  the 
Southern  District  of  New  York.  The  case  came  before  the  bankruptcy 
judge  who  was  presiding  over  Herstatt,  then  in  its  final  stage  of  a 
dismissal  hearing. 

79  97  S.  Ct.  486-87  (Nov.  29,  1976). 

80  2  Bankr.  Ct.  Dec.  83  (S.D.N. Y.  1976),  aff'd,  No.  75  B  764  (S.D.N. Y.  July  28,  1976), 
appeal  docketed.  No.  76-5026  (2d  Cir.  Aug.  5,  1976). 

81  Ordonnance  concernant  la  procedure  de  concordat  pour  les  banques  et  les  caisses 
d'epargne,  of  Apr.   11,  1935,  51  ROLF  255. 

82  Continental  Bank  Int'l  v.  Banque  de  Financement,  S.A.,  Civ.  No.  75-299  (S.D.N. Y., 
filed  Jan.  21,  1975). 
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In  July  1975,  First  National  Bank  of  Boston,  later  joined  by  Chase 
Manhattan,  moved  that  the  court  dismiss  Finabank's  Chapter  XI  peti- 
tion for  lack  of  subject  matter  jurisdiction.  Again,  the  banking  corpo- 
ration exception  of  section  4  was  the  basis  of  the  request  for  dismis- 
sal. Finabank  argued  that  foreign  banks  not  doing  business  in  the 
United  States  were  not  covered  by  this  exclusion.  Firestone  Tire  & 
Rubber  Co.  (Firestone),  another  Finabank  creditor  with  a  very  sub- 
stantial claim,  appeared  in  opposition  to  the  motion  to  dismiss.  In  an 
order  dated  January  12,  1976,83  the  bankruptcy  judge  dismissed  the 
Chapter  XI  petition  for  two  reasons.  First,  the  district  court  in 
Israel -British  Bank  had  ruled  three  months  earlier84  that  the  banking 
corporation  exception  applied  to  foreign  banks  not  doing  business  in 
the  United  States.85  Since  the  Second  Circuit  had  not  yet  reversed, 
the  district  court's  holding  was  binding  upon  the  bankruptcy  court. 
Second,  the  bankruptcy  judge  saw  no  prospect  for  rehabilitation  of 
Finabank  under  Chapter  XI.86  No  plan  had  been  submitted,87  and 
additional  problems  had  arisen  from  the  secrecy  imposed  upon  Swiss 
banks  by  Swiss  law.  With  an  arrangement  proceeding  pending  in 
Switzerland,  the  bankruptcy  judge  considered  himself  empowered 
under  the  discretion  afforded  the  court  by  Rule  119  to  dismiss  the 
petition88  and  did  so.89 

Finabank  appealed  this  decision  to  the  district  court.  While  this 
appeal  was  pending,  the  district  court  judgment  in  Israel -British 
Bank  was  reversed  in  May  1976. 90  The  court  of  appeals  held  that 
the  banking  corporation  exception  of  section  4(a)  did  not  cover  foreign 
banks  not  subject  to  our  state  laws.  In  July  1975,  the  district  court  in 
Banque  de  Financement  affirmed  the  dismissal  of  the  Chapter  XI 
petition  on  the  second  ground  used  by  the  bankruptcy  court.  The 
bankruptcy  judge,  it  held,  had  acted  within  the  discretion  granted  by 
Rule  119.91     Finabank  has  filed  an  appeal  with  the  Second  Circuit 

83  2  Bankr.  Ct.  Dec.  83  (S.D.N.Y.   1976)  (Babbitt,  Bankr.  J). 

84  In  re  Israel-British  Bank  (London)  Ltd.,  401  F.  Supp.  1159  (S.D.N.Y.  1975),  rev'd  sub 
nom.  Israel-British  Bank  (London)  Ltd.  v.  Federal  Deposit  Ins.  Corp.,  536  F.2d  509,  513  (2d 
Cir.),  cert,  denied,  97  S.  Ct  486-87  (1976);  see  text  accompanying  notes  75-76  supra. 

85  2  Bankr.  Ct.  Dec.  at  84. 

86  Id.  at  84-85. 

87  Id.  at  85;  see  text  accompanying  notes  44-45  supra. 

88  Rule  119  is  quoted  in  note  44  supra. 

89  2  Bankr.  Ct.  Dec.  at  85. 

90  Israel-British  Bank  (London)  Ltd.  v.  Federal  Deposit  Ins.  Corp.,  536  F.2d  509  (2d  Cir.), 
cert,  denied,  97  S.  Ct.  486-87  (1976),  discussed  in  text  accompanying  notes  77-78  supra. 

91  No.  75  B  764  (S.D.N.Y.  July  28,  1976)  (Ward,  J),  summarized  in  [Current]  Bankr.  L. 
Rep.  (CCH)  H  66,326.  In  reaching  its  decision,  the  court  observed: 

Finally,  Finabank  challenges  Judge  Babitt's  dismissal  of  the  case  under  Rule  119  of  the 
Federal  Rules  of  Bankruptcy  Procedure.   Rule  119,  which  all  parties  concede  is  applicable 
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and  Firestone  has  intervened  on  its  side.92  They  have  asserted  mis- 
use of  Rule  119  and  procedural  defects  in  the  lower  courts.93  They 
claim  that  if  the  bankruptcy  court  considered  the  chances  for  a  Chap- 
ter XI  arrangement  to  be  poor,  the  court  should  have  proceeded 
under  Bankruptcy  Rule  11-42 94  by  holding  a  hearing  to  consider  the 
propriety  of  a  bankruptcy  adjudication  that  would  allow  removal  of 
the  preferences.  The  decision  of  the  court  of  appeals  is  awaited. 

Ill 

Clarifying  the  Bankruptcy  Act 

A.  Nonexercise  of  Jurisdiction  Under  Rule  119 

Leaving  the  other  problems  in  Banque  de  Financement  to  those 
involved,  I  wish  to  comment  generally  on  the  use  of  Rule  119,  as 


to  this  case,  provides  that  a  court  of  bankruptcy,  in  a  case  where  a  proceeding  for  re- 
habilitation has  been  commenced  by  a  bankrupt  in  a  foreign  court  may: 

.  .  .   having  regard  to  the  rights  and  convenience  of  local  creditors  and  other 

relevant  circumstances,  dismiss  a  case  or  suspend  the  proceedings  therein  under 

such  terms  as  may  be  appropriate. 

The  test  is  whether  a  local  administration  is  either  "necessary  or  desirable."  See  Nadel- 

mann,  The  American  Bankruptcy  Act  and  Conflicting  Administrations,  12  Int.  &  Com. 

L.Q.  684,  685  (1963). 

Finabank  asserts  that  maintaining  the  proceedings  here,  by  means  of  Rule  119  suspen- 
sion, was  necessary  to  protect  the  creditors  and  to  insure  that  the  assets  located  here  are 
equally  distributed  among  all  the  creditors,  and  submits  that  it  was  inappropriate  for  the 
court  to  abandon  the  creditors  by  dismissing  the  case,  an  action  which  permits  the  at- 
tachments to  stand.  However,  as  to  "the  rights  of  local  creditors,"  there  appear  to  be 
only  four  American  creditors  ....  With  the  possible  exception  of  First  National  City 
Bank's  relatively  minor  claim,  dismissal  has  no  adverse  effect  on  the  American  creditors 
but  to  the  contrary,  represents  a  step  toward  assuring  that  they  will  each  recover  the 
sums  due  them  without  having  to  rely  on  Swiss  bankruptcy  procedures  which  are  en- 
meshed with  the  Swiss  bank  secrecy  laws.  Thus,  contrary  to  Finabank's  contention,  the 
claims  of  local  creditors  appear  best  protected  by  dismissal  of  the  case. 
Id. 

92  Appeal  docketed,  No.  76-5026  (2d  Cir.  Aug.  5,  1976).  The  Finabank  appeal  was  argued 
after  the  denial  of  certiorari  in  Israel-British  Bank. 

M  See  Brief  for  Appellant  at  14  (Rule  11-42),  15-23  (Rule  119). 

94  Rule  11-42  is  based  on  $  376  of  the  Bankruptcy  Act,   11  U.S.C.   $  776  (1970),  which 
provides  in  pertinent  part: 
[T]he  court  shall — 

(2)  where  the  petition  was  filed  under  section  322  of  this  Act,  enter  an  order,  upon 
hearing  after  notice  to  the  debtor,  the  creditors,  and  such  other  persons  as  the  court  may 
direct,  either  adjudging  the  debtor  a  bankrupt  and  directing  that  bankruptcy  be  pro- 
ceeded with  pursuant  to  the  provisions  of  this  Act  or  dismissing  the  proceeding  under 
this  chapter,  whichever  in  the  opinion  of  the  court  may  be  in  the  interest  of  the  cre- 
ditors: Provided,  however,  That  an  order  adjudging  the  debtor  a  bankrupt  may  be  en- 
tered without  such  hearing  upon  the  debtor's  consent. 
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an  interested  bystander  if  not  a  partisan  observer.95  An  article  I 
wrote  in  1946,  The  National  Bankruptcy  Act  and  the  Conflict  of 
Laws,96  suggested  a  number  of  changes  in  the  Bankruptcy  Act.  I  dis- 
cussed the  benefits  of  the  assumption  of  bankruptcy  jurisdiction  over 
nonresident  bankrupts  with  assets  in  the  United  States.  Such  an  ad- 
judication secures  the  equal  distribution  of  the  assets  among  cred- 
itors, including  the  removal  of  preferences.97  I  noted  that  some- 
times a  local  administration  is  not  necessary  to  reach  the  desired  re- 
sults.98 While  inherent  power  may  exist,  the  court  should  have  ex- 
press statutory  power  not  to  go  through  with  the  bankruptcy  adjudi- 
cation. I  thought  a  provision  to  that  effect  would  remind  the  courts  of 
the  existence  of  such  power,  and  perhaps  promote  the  grant  of  simi- 
lar powers  abroad.  Supported  by  the  National  Bankruptcy  Confer- 
ence, the  proposal  led  to  the  1962  amendment  to  the  Bankruptcy 
Act,  which  was  added  as  section  2(a)(22).99  Drafted  jointly  by  myself 
and  my  late  colleague  James  MacLachlan,  the  section  reads: 

[Courts  of  bankruptcy  may]  exercise,  withhold,  or  suspend  the 
exercise  of  jurisdiction,  having  regard  to  the  rights  or  convenience 
of  local  creditors  and  to  all  other  relevant  circumstances,  where  a 
bankrupt  has  been  adjudged  bankrupt  by  a  court  of  competent 
jurisdiction  without  the  United  States.100 

Rule  119  of  the  Federal  Rules  of  Bankruptcy  Procedure,  which  was 
enacted  in  1973,  is  based  on  section  2(a)(22).  Entitled  Bankrupt  In- 
volved in  Foreign  Proceeding,  Rule  119  reads: 


95  The  Advisory  Committee's  Note  to  Rule  119  reads:  "This  rule  is  derived  from  §  2(a)(22)  of 
the  Act.  Cf.  Nadelmann,  The  National  Bankruptcy  Act  and  the  Conflict  of  Laws,  59  Harv.  L. 
Rev.   1025,  1041-46  (1946)." 

96  Nadelmann,  National  Bankruptcy  Act,  supra  note  58. 

97  Id.  at  1041-46. 

98  Id.  at  1041,  1046. 

99  Act  of  Sept.  25,  1962,  Pub.  L.  No.  87-681,  §  2,  76  Stat.  570  (codified  at  11  U.S.C. 
§  11(a)(2)  (1970)).  On  the  history  of  the  1962  amendment,  see  S.  Rep.  No.  1954,  87th  Cong.,  2d 
Sess.  3  (1962),  quoting  H.R.  Rep.  No.  1208,  87th  Cong.,  1st  Sess.  4  (1961),  reprinted  in  [1962] 
U.S.  Code  Cong.  &  Ad.  News  2603: 

Section  2. — Jurisdiction  conferred  by  the  Bankruptcy  Act  and  properly  invoked  may  be 
regarded  as  compulsory  (See  1  Remington,  Bankruptcy,  par.  38,  pp.  78-79  (5th  ed.  1950)). 
The  purpose  of  the  proposed  amendment  is  to  enable  the  court  of  bankruptcy  to  decline 
jurisdiction  in  the  event  of  a  foreign  adjudication,  either  temporarily  or  indefinitely,  al- 
though the  petition  satisfies  all  relevant  requirements,  where  justice  and  fairness  seem  to 
make  proceedings  elsewhere  more  desirable. 
See  generally  Kennedy,  Bankruptcy  Legislation  of  1962,  4  B.C.  INDUS.  &  Com.  L.  Rev.  241, 
246-47  &  n.31  (1963). 

100  While  not  spelled  out  in  the  Act,  the  power  of  discretion  also  exists,  in  my  view,  when 
the  proceeding  abroad  is  not  a  straight  bankruptcy  but  rather  a  form  of  rehabilitation  proceed- 
ing. 
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When  a  proceeding  for  the  purpose  of  the  liquidation  or  re- 
habilitation of  his  estate  has  been  commenced  by  or  against  a  bank- 
rupt in  a  court  of  competent  jurisdiction  without  the  United 
States,  the  court  of  bankruptcy  may,  after  hearing  on  notice  to  the 
petitioner  or  petitioners  and  such  other  persons  as  it  may  direct, 
having  regard  to  the  rights  and  convenience  of  local  creditors  and 
other  relevant  circumstances,  dismiss  a  case  or  suspend  the  pro- 
ceedings therein  under  such  terms  as  may  be  appropriate. 

First,  the  "all"  in  section  2(a)(22)'s  "all  other  relevant  circumstances" 
has  disappeared  in  Rule  119.  This  change  makes  Rule  119  more  in- 
definite than  section  2(a)(22)  and  entrusts  more  to  judicial  discretion. 
Bankruptcy  rules  promulgated  pursuant  to  the  Bankruptcy  Rules 
Enabling  Act101  supersede  conflicting  laws,  including  provisions  of 
the  Bankruptcy  Act.102  But  under  the  Rules  Enabling  Act  "such 
rules  shall  not  abridge,  enlarge,  or  modify  any  substantive  right."103 
The  deletion  of  "all"  in  Rule  119  presents  a  possible  conflict  with  this 
requirement.  Therefore,  the  text  of  the  Bankruptcy  Act  is  a  more 
reliable  guide  in  this  respect  than  the  text  of  the  Rule.  Second,  Rule 
119s  notice  requirement  is  unhappily  drafted.  The  Rule's  text  leaves 
the  impression  that  the  petitioner,  who  may  be  the  debtor  or  a  cred- 
itor, is  in  a  better  category  in  terms  of  notice  than  the  debtor  and  the 
creditors  generally.104  Failure  to  give  advance  notice  to  a  party  af- 
fected by  a  jurisdictional  decision  under  section  2(a)(22)  or  Rule  119 
would  be  a  violation  of  due  process  of  law.105 

Finally,  the  district  court  judgment  in  Banque  de  Financement 
quotes  me  as  having  said  that  the  test  for  the  exercise  of  the  dis- 
cretionary power  under  Rule  119  is  whether  a  local  bankruptcy  ad- 
ministration is  either  "necessary  or  desirable."106     This  quotation  is 


101  28  U.S.C.A.  §  2075  (West  Supp.  1976). 

102  Id.   $  2075(1)  provides  in  pertinent  part: 

The  Supreme  Court  shall  have  the  power  to  prescribe  by  general  rules,  the  forms  of 
process,  writs,  pleadings,  and  motions,  and  the  practice  and  procedure  under  the  Bank- 
ruptcy Act. 

All  laws  in  conflict  with  such  rules  shall  be  of  no  further  force  or  effect  after  such  rules 
have  taken  effect. 

103  Id.   §  2075(2). 

104  Compare  the  test  of  Rule  1 19  with  the  language  of  the  notice  requirement  in  Bankruptcy 
Act  §  376,  11  U.S.C.  §  776  (1970),  quoted  in  note  94  supra,  and  Fed.  R.  Bank.  P.  120(a), 
quoted  in  note  43  supra. 

108  U.S.  Const,  amend,  v;  cf.  Mullane  v.  Central  Hanover  Bank  &  Trust  Co.,  339  U.S.  306, 
314-15  (1950). 

106  See  text  accompanying  note  91  supra. 
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drawn  from  an  article  I  wrote  on  the  1962  amendment.107  A  few 
lines  further  down  in  that  article  I  say  that  assumption  of  jurisdiction 
may  be  the  only  means  of  removing  a  preference.108  This  latter 
comment  was  not  quoted  in  the  Banque  de  Financement  judgment 
but  should  have  been.  The  decision  reached  in  the  case  allows  the 
preservation  of  the  preferences,  a  result  which  is  contrary  to  my 
views.  No  support  can  be  found  in  this  article  or  anything  else  I  have 
written  for  the  proposition  that  section  2(a)(22)  or  Rule  119  can  be 
used  to  change  the  substantive  rights  of  the  parties,  whether  debtor 
or  creditors.109 

B.  The  "Banking  Corporation"  Exception 

As  the  three  foreign  bank  cases  demonstrate,  the  banking  corpora- 
tion exception  in  section  4  of  the  Bankruptcy  Act  is  not  a  model  of 
statutory  clarity.  The  proper  reading  of  the  Bankruptcy  Act  is,  of 
course,  a  matter  for  the  courts.  The  problem  with  the  present  lan- 
guage of  the  exception  is  that  it  seems  to  make  the  exclusion  applica- 
ble even  to  foreign  banks  not  subject  to  federal  or  state  banking  laws. 
By  that  interpretation,  a  foreign  bank's  assets  in  the  United  States 
cannot  be  brought  to  equal  distribution  among  creditors.  No  one 
seriously  urges  such  a  policy.  Since  the  Second  Circuit's  decision  in 
Israel -British  Bank  110  has  been  left  undisturbed  by  the  Supreme 
Court,  this  inequity  has  been  avoided  for  the  present.  Yet  even  if  the 
Supreme  Court  eventually  reads  the  restriction  into  the  exception 
clause,  making  bankruptcy  jurisdiction  over  foreign  banks  with  local 
assets  the  law  of  the  land,  the  misleading  language  of  section  4  will 
remain.  On  the  other  hand,  a  Supreme  Court  decision  holding  that 


107  Nadelmann,  The  American  Bankruptcy  Act  and  Conflicting  Administrations,  12  Int'l  & 
Comp.  L.Q.  684,  685  (1963). 

108  Id. 

109  Finabank's  use  of  Rule  119  has  been  urged  in  another  pending  foreign  bank  case.  Finding 
that  the  court  had  jurisdiction,  the  bankruptcy  judge  held  that  use  of  Rule  119  was  unjustified: 
"[S]ince  the  goal  of  the  Bankruptcy  Act  is  equal  distribution  of  the  bankrupt's  assets,  attach- 
ments made  locally  to  bestow  a  preference  to  certain  local  creditors  would  be  contrary  to  the 
aims  of  the  statute."  In  re  Israeli-British  Bank  (Tel-Aviv)  Ltd.,  2  Bankr.  Ct.  Dec.  1067 
(S.D.N.Y.  Sept.  2,  1976)  (Galgay,  Bankr.  J.).  The  attachment  creditors  have  filed  an  appeal. 
Appeal  docketed.  No.  74  B.   1635  (S.D.N.Y.  Sept.   15,  21,  1976). 

In  comparison,  consider  the  abuse  of  change  of  venue  under  §  1404  (a)  of  the  Judicial 
Code:  "The  history  of  §  1404(a)  certainly  does  not  justify  the  rather  startling  conclusion  that  one 
might  'get  a  change  of  law  as  a  bonus  for  a  change  of  venue."*  Van  Dusen  v.  Barrack,  376  U.S. 
612,  635-36  (1964),  quoting  Wells  v.  Simonds  Abrasive  Co.,  345  U.S.  514,  522  (1953)  (Jackson, 
J.,  dissenting). 

110  Israel-British  Bank  (London)  Ltd.  v.  Federal  Deposit  Ins.  Corp.  536  F.2d  509  (2d  Cir),  cert, 
denied,  97  S.  Ct.  486-87  (1976),  discussed  in  text  accompanying  notes  70-79  supra. 


1046 


bankruptcy  jurisdiction  cannot  be  asserted  over  foreign  banks  with 
local  assets  would  undoubtedly  lead  to  congressional  action. 

The  language  of  a  statute  is  supposed  to  be  clear.  The  language  of 
section  4  is  misleading.  Clear  language  is  particularly  needed  for  a 
jurisdictional  provision  important  to  domestic  as  well  as  foreign  read- 
ers. Without  waiting  for  general  reform  of  the  Bankruptcy  Act,  which 
may  or  may  not  come  quickly,  I  propose  an  amendment  of  section  4 
making  it  clear  that  the  exception  from  bankruptcy  jurisdiction  does 
not  apply  to  foreign  debtors  not  doing  business  in  the  United  States. 
It  should  be  passed  immediately,  to  cover  not  only  banking  but  also 
the  other  types  of  corporations  presently  listed  in  section  4's  excep- 
tion since  the  problems  are  identical.111 

C.  Presence  of  Assets  Jurisdiction  and  Foreign  Assets 

A  comment  on  another  statutory  ambiguity  should  be  added. 
Under  presence  of  assets  jurisdiction,  a  domestic  court  assumes  bank- 
ruptcy jurisdiction  to  allow  the  administration  of  local  assets  under 
the  provisions  of  the  Bankruptcy  Act.112  The  Act,  as  amended  in 
1952,  provides  that  title  to  all  of  the  debtor's  property  "wherever 
located"  passes  to  the  trustee.113  But  assets  abroad  are  not  claimed 
when  no  general  bankruptcy  jurisdiction  is  assumed  over  the  debtor. 
If  they  were,  they  would  not  be  obtained.  The  Act  fails  to  make  this 
necessary  distinction  with  respect  to  foreign  assets.  No  justification 
exists  for  the  continuation  of  this  ambiguity.  The  jurisdictional  provi- 
sion should  state  specifically  that  jurisdiction  is  assumed  "over  the 
local  assets  for  their  administration  under  the  provisions  of  the  Act." 


IV 

Foreign  Law:  A  Lack  of  Reciprocity 

Section  2(a)(1)  of  the  Bankruptcy  Act,114  which  allows  the  assump- 
tion of  jurisdiction  over  nonresident  debtors  on  the  basis  of  presence 
of  assets,  is  designed  to  enable  all  creditors  to  obtain  their  equal 


111  The  exception  of  §  4  covers  municipal,  railroad,  insurance  and  banking  corporations,  and 
building  and  loan  associations.   Bankruptcy  Act  §  4,   11  U.S.C.   §  22  (1970). 

112  Nadelmann,  National  Bankruptcy  Act,  supra  note  58,  at  1040-41. 

113  Bankruptcy  Act  §  73(a),  11  U.S.C.  §  110(a)  (1970);  see  J.  MacLachlan,  Law  of  Bank- 
ruptcy 184  (1956);  Nadelmann,  Revision  of  Conflicts  Provisions  in  the  American  Bankruptcy 
\ct,  1  Int'l  &  Comp.  L.Q.  484  (1952)  [hereinafter  Nadelmann,  Revision  of  Conflicts],  reprinted  in 
27  Ref.  J.  53  (1953). 

114  11  U.S.C.  §  11(a)(1)  (1970),  quoted  in  pertinent  part  in  note  50  supra. 
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share  of  the  estate.  When  a  creditor  has  obtained  a  payment  abroad, 
that  fact  is  taken  into  account  through  marshalling.  The  Bankruptcy 
Act  provides  generally  that  the  creditor  must  wait  for  his  share  in  the 
distributions  until  other  creditors  have  first  received  the  same  per- 
centage of  their  claims.115 

Herstatt  raised  the  question  of  why  foreign  creditors  should  enjoy 
this  benefit  of  equality  under  the  American  system  if  they  are  from  a 
country  which  does  not  accord  American  creditors  the  same  benefit, 
that  is,  a  country  where  local  assets  cannot  be  brought  to  equal  dis- 
tribution. Complaints  by  the  legal  profession  on  this  point  are  con- 
stant. They  should  not  remain  unnoticed.  The  issue  is  whether  the 
principle  of  reciprocity  should  be  applied  in  the  Bankruptcy  Act.  The 
use  of  reciprocity  is  not  uncommon  in  international  relations.116 

A.  Foreign  Municipal  Law 

On  the  factual  side,  it  is  true  that  in  many  cases  the  American 
trustee  in  bankruptcy  cannot  collect  assets  located  abroad  and  that 
some  times  the  assets  cannot  be  brought  to  equal  distribution 
through  local  proceedings  either.  The  law  on  this  subject  is  no  mys- 
tery. Current  surveys  based  on  the  local  literature  are  available  for 
orientation.117     For  the  present  discussion,   a  look  mainly  at  the 

115  Originally,  §  65(d),  the  marshalling  provision,  accorded  a  preference  to  resident  creditors: 
Whenever  a  person  shall  have  been  adjudged  a  bankrupt  by  a  court  without  the  United 
States  and  also  by  a  court  of  bankruptcy,  creditors  residing  within  the  United  States  shall 
first  be  paid  a  dividend  equal  to  that  received  in  the  court  without  the  United  States  by 
other  creditors  before  creditors  who  have  received  a  dividend  in  such  courts  shall  be  paid 
any  amounts. 

Act  of  July  2,  1898,  ch.  541,  §  65(d),  30  Stat.  564;  see  Nadelmann,  Revision  of  Conflicts,  supra 
note  113,  at  487.  The  discrimination  between  resident  and  nonresident  creditors  was  removed 
by  a  1952  amendment  of  the  provision.  See  MacLachlan,  supra  note  113,  at  359-60;  Nadel- 
mann, Revision  of  Conflicts,  supra  at  487-88. 

Section  65(d)  of  the  Bankruptcy  Act,   11  U.S.C.   §  105(d)  (1970),  now  provides: 

Whenever  a  person  shall  have  been  adjudged  a  bankrupt  by  a  court  without  the  United 
States  and  also  by  a  court  of  bankruptcy,  all  creditors  with  claims  allowed  by  the  court  of 
bankruptcy  who  have  not  had  a  dividend  paid  or  declared  in  their  favor  by  the  court 
without  the  United  States  shall  first  be  paid  a  dividend  equal  to  that  paid  or  declared  in 
such  foreign  court  in  favor  of  other  creditors  of  the  same  class  under  this  title  before 
creditors  who  have  had  a  dividend  paid  or  declared  in  their  favor  by  such  foreign  court 
shall  be  paid  any  amount  in  the  court  of  bankruptcy. 

116  See,  e.g.,  Lenhoff,  Reciprocity:  The  Legal  Aspect  of  a  Perennial  Idea  (pts.  1-2),  49  Nw. 
U.L.  Rev.  619,  752  (1954);  Lenhoff,  Reciprocity  in  Function:  A  Problem  of  Conflict  of  Laws, 
Constitutional  Law,  and  International  Law,  15  U.  Pitt.  L.  Rev.  44  (1953). 

117  For  a  recent  survey,  see  Nadelmann,  Codification  of  Conflicts  Rules  for  Bankruptcy,  in 
[1974]  Annuaire  Suisse  de  Droit  International  57  (1975)  [hereinafter  Nadelmann, 
Codification],  reprinted  in  Hearings  on  H.R.  31  and  H.R.  32  Before  the  Subcomm.  on  Civil  and 
Constitutional  Rights  of  the  House  Comm.  on  the  judiciary,  94th  Cong.,  2d  Sess.,  ser.  27,  pt. 
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foreign  law  systems  involved  in  Herstatt,  Banque  de  Financement, 
and  Israel-British  Bank  is  sufficient  to  convey  the  general  idea. 

To  begin  with  German  law,  the  German  Bankruptcy  Act  of  1877/ 
1898  provides  that  a  bankruptcy  adjudication  abroad  does  not  block 
the  execution  of  local  assets  by  creditors.118  The  Chancellor,  with 
the  approval  of  the  Upper  Chamber  (Bundesrat),  has  the  power  to 
grant  exceptions  from  this  rule.119  But  exceptions  have  never  been 
granted.  Executions  in  Germany  are  governed  by  the  principle  of 
"first-there,  first-served."  The  German  law  does  not  allow  assumption 
of  bankruptcy  jurisdiction  on  the  basis  of  presence  of  assets.120  As- 
sets go  to  the  attaching  creditors,  and  those  creditors  closest  to  the 
assets  have  the  best  chance  to  be  first.  In  other  words,  a  "pre- 
Lowell"  situation  exists.121  Had  Herstatt  been  an  American  bank 
with  substantial  assets  in  Germany,  the  German  funds  could  not  have 
been  brought  to  equal  distribution. 

Turning  to  Swiss  law,  the  situation  is  different  only  in  degree.  As 
in  Germany,  the  mere  presence  of  assets  is  no  basis  for  the  assump- 
tion of  bankruptcy  jurisdiction  and  local  assets  go  to  the  attaching 
creditors  in  the  order  of  the  attachments.  The  only  difference  is  that 
attachments  made  within  the  same  30-day  period  are  given  the  same 
ranking.122  Thus,  the  Swiss  system  also  fails  to  secure  the  equal 
treatment  of  all  creditors.  In  the  case  of  Herstatt,  some  of  its  funds 
were  held  by  Swiss  banks.  The  New  York  settlement  that  terminated 
Herstatt  allowed  a  Swiss  creditor  with  an  attachment  on  funds  in 
Switzerland  to  pursue  his  rights  against  those  assets. 

The  problem  of  assuring  equality  of  distribution  is  less  acute  under 
legal  systems  with  the  "Latin"  type  of  executions  in  which  attach  - 


3,  at  1457  (1976).  Generally  speaking,  the  foreign  trustee  is  accepted  as  representative  of  the 
estate.  The  problems  arise  when  he  competes  with  local  creditors  for  the  local  assets.  See 
Riesenfeld,  The  Status  of  Foreign  Administrators  of  Insolvent  Estates:  A  Comparative  Survey, 
24  Am.  J.  Comp.  L.  288  (1976). 

118  The  pertinent  provision  is  Bankruptcy  Act  (Konkursordnung)  $  237(1),  translated  in 
Commercial  Laws,  supra  note  69,  at  265. 

119  Id.  $  237(2).  Under  the  West  German  Constitution,  a  treaty  would  require  legislative 
action  by  both  houses  of  the  Parliament.  GG  art.  59. 

120  See  Nadelmann,  N on -Residents,  supra  note  32,  at  78-80. 

121  See  text  accompanying  notes  50-62  supra. 

122  The  Swiss  statute  is  discussed  in  Nadelmann,  Codification,  supra  note  117,  at  89-91.  The 
Guggenheim  decision  of  the  Federal  Tribunal,  Judgment  of  Dec.  1,  1911,  Bundesgericht,  37 
BGE  II  587,  is  of  interest.  The  bankruptcy  occurred  in  Germany.  Assets  were  located  in  Swit- 
zerland and  creditors  from  Germany  started  attachment  proceedings  there.  The  German  trustee 
also  attached,  acting  as  trustee.  The  attachments  were  in  the  same  30-day  period.  When  the 
individual  creditors  objected,  the  trustee's  claim  was  dismissed.  See  Nadelmann,  Codification, 
supra  at  89-90. 
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ments  are  made  for  security  and  do  not  create  liens.123  Other  cred- 
itors  may  join  and  the  funds  are  distributed  in  a  contribution  pro- 
ceeding.124 But  unless  a  local  bankruptcy  can  be  declared,  the  sur- 
vival of  preferences  is  a  possibility.125  As  to  priorities,  there  is  a 
group  of  countries,  primarily  in  Latin  America,  where  the  laws  of 
bankruptcy  provide  that  creditors  with  local  claims  shall  be  paid  first 
in  a  local  bankruptcy.126 

The  law  of  the  United  Kingdom,  which  was  involved  in  Israel- 
British  Bank,  furnishes  further  interesting  illustrations.  England, 
Scotland  and  Northern  Ireland  have  separate  bankruptcy  laws.  Wind- 
ing up  of  companies  is  governed  by  the  British  Companies  Act  of 
1948. 127  Since  Banque  des  Marchands  de  Moscou  v.  Kinderley ,128  it 
has  been  settled  law  that  the  presence  of  a  foreign  debtor's  assets  is  a 
sufficient  basis  for  the  assumption  of  winding  up  jurisdiction  under 
the  Act.129  The  winding  up  blocks  perfection  of  attachments,130  but 
the  court  is  empowered  to  allow  preservation  of  a  lien  under  extraor- 
dinary circumstances.131  Few  cases  are  known  in  which  this  power 
was  used.132 

The  situation  is  entirely  different  when  the  debtor  is  not  a  com- 
pany and  the  Companies  Act  does  not  apply.  Under  the  bankruptcy 
laws  of  England,  Scotland  and  Northern  Ireland,  presence  of  assets  is 
not  a  jurisdictional  basis  for  a  bankruptcy  adjudication.  In  England, 
since  Solomons  v.  Ross,133  the  courts  have,  however,  followed  a  lib- 


123  For  a  discussion  of  this  system,  see  Nadelmann,  Codification,  supra  note  117,  at  73. 

124  One  commentator  offers  this  description  of  distribution  par  contribution:  "The  procedure 
is  called  distribution  by  contribution  because,  in  the  distribution  of  the  available  funds,  every- 
body (with  the  exception  of  preferred  creditors)  contributes  his  pro  rata  sacrifice  towards  the 
total  loss."  P.  Herzog  &  M.  Weser,  Civil  Procedure  in  France  585  n.226  (1967).  Compare 
the  practice  of  "underfiling"  used  in  some  common  law  jurisdictions.  Sturges,  supra  note  54,  at 
1055-57. 

125  See  Nadelmann,  Codification,  supra  note  117,  at  92-94. 

126  See  Nadelmann,  Discrimination  in  Foreign  Bankruptcy  Laws  Against  Non-Domestic 
Claims,  47  Am.  Bankr.  L.J.  147  (1973),  5  Law.  Am.  299  (1973). 

127  11  &  12  Geo.  6,  c.  38,  $  222;  see  Israel-British  Bank  (London)  Ltd.  v.  Federal  Deposit 
Ins.  Corp.,  536  F.2d  509,  511  (2d  Cir.),  cert,  denied  97  S.  Ct.  486-87  (1976). 

128  [1951]  Ch.  112  (C.A.). 

129  Id.  at  126;  see  G.  Cheshire  &  P.  North,  Private  International  Law  624  (9th  ed. 
1974);  A.  Dicey  &  J.  Morris,  Conflict  of  Laws  709  (9th  ed.  1973). 

130  Companies  Act  of  1948,  11  &  12  Ceo.  6,  c.  38,  §  325. 

131  Id.  §  325(l)(c). 

132  E.g.,  In  re  Suidair  Int'l  Airways  Ltd.,  [1951]  Ch.   165. 

133  1  H.  Bl.  131  n.,  126  Eng.  Rep.  79  n.  (Ch.  1789).  Solomons  is  also  reported  in  Wallis-Lyne, 
Irish  Chancery  Reports  59  n.  (1839).  See  generally  Nadelmann,  Solomons  v.  Ross  and  Interna- 
tional Bankruptcy  Law,  9  Mod.  L.  Rev.  154  (1946),  reprinted  in  Nadelmann,  Conflict  of 
Laws,  supra  note  30,  at  273.  Solomons  was  never  the  law  in  the  United  States.  From  the 
beginning,  American  courts  have  upheld  against  the  claim  of  a  foreign  trustee  the  rights  of  a 
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eral  conflicts  rule  and  have  allowed  foreign  trustees  in  bankruptcy  to 
collect  the  movable  property  of  the  estate.134  Galbraith  v.  Grim- 
shaw,135  a  House  of  Lords  decision  of  1910,  produced  a  restriction. 
In  that  case,  the  trustee  in  a  Scottish  bankruptcy  claimed  funds  in 
London  which  had  been  garnished  by  a  creditor  in  England.  The 
garnishment  was  void  as  a  preference  under  the  Scottish  bankruptcy 
law  and  would  have  been  voidable  in  an  English  bankruptcy.136 
Nevertheless,  the  court  upheld  the  garnishment.137  Thus  under 
Galbraith,  the  existence  of  an  attachment  blocks  the  application  of 
the  principle  of  Solomons  v.  Ross  in  England.138  Local  creditors  can 
keep  their  preference.  The  Scottish  conflicts  rule  is  to  the  same  ef- 
fect.139 

Finally,  it  is  appropriate  to  add  a  word  about  Canadian  law.  In 
Canada's  common  law  provinces,  the  English  conflicts  rules  are  fol- 
lowed.140 Therefore,  application  of  the  restrictive  holding  of  Gal- 
braith must  be  expected.  In  Quebec,  no  effect  is  given  to  foreign 
bankruptcy  adjudications.141     The  Canadian   Bankruptcy  Act  of 


local  creditor  who  had  attached  or  garnished  assets,  even  if  the  attachment  or  garnishment  came 
after  the  appointment  of  the  trustee  by  the  foreign  court.  See  J.  Story,  Commentaries  on 
the  Conflict  of  Laws  §§  404-21  (2d  ed.  1841).  On  the  contrary,  in  the  absence  of  a  local 
interest,  courts  in  the  United  States  assist  the  foreign  trustee  in  bankruptcy  in  the  collection  of 
local  assets.  See  Clarkson  Co.  v.  Shaheen,  544  F.2d  624  (2d  Cir.  1976);  Story,  supra  at  §§ 
404-21;  Nadelmann,  Codification,  supra  note  117,  at  85  &  n.166;  Riesenfeld,  supra  note  117,  at 
294. 

134  See  Cheshire  &  North,  supra  note  129,  at  569;  Dicey  &  Morris,  supra  note  129,  at 
691.  But  the  foreign  court  must  have  had  proper  jurisdiction  under  English  principles  of  conflict 
of  laws.  See  Schemmer  v.  Property  Resources  Ltd.,  [1975]  Ch.  273,  287. 

135  [1910]  AC.  508;  see  Cheshire  &  North,  supra  note  129,  at  569;  Dicey  &  Morris, 
supra  note  129,  at  690. 

136  [1910]  AC.  at  511. 

137  Id.  at  511-12.  Lord  Lorebum,  L.C.,  offered  this  reasoning  in  support  of  the  decision: 
If  the  attachment  is  prior  in  date,  then  I  do  not  think  it  will  be  affected  by  the  title  of  the 
trustee  in  a  foreign  bankruptcy;  and  the  reason  is  that  a  foreign  law  making  the  title  of 
the  trustee  relate  back  to  transactions  which  the  debtor  himself  could  not  have  disturbed 
has  no  operation  in  England,  while  the  English  law  as  to  relation  back  applies  only  to 
cases  of  English  bankruptcy,  and  therefore  the  trustee  may  find  himself  (as  in  this  case) 
falling  between  two  stools. 

Id.  at  510.   Lord  Dunedin  did  note  the  choice  of  law  problem  in  his  speech.  Id.  at  513. 

138  The  possibility  of  recognition  of  the  foreign  rule  within  the  limits  of  the  domestic  relation 
back  rule  was  not  considered. 

139  See  A.  Anton,  Private  International  Law  428-30  (Edinburgh  1967). 

140  See  Honsberger,  The  Need  for  a  Rapprochement  of  the  Bankruptcy  Systems  of  Canada 
and  the  United  States,  18  McGill  L.J.  147,  151  (1972),  reprinted  in  47  Am.  Bankr.  L.J.  275, 
279  (1973). 

141  Pacaud  v.  Tourigny,  10  Que.  L.R.  54  (1883),  cited  with  approval  in  Defa  v.  Bayless, 
[1964]  Que.  C.B.R.  205,  208;  Osgood  v.  Steele,  22  Que.  Rapports  Judiciaires  Revises  330, 
335-38  (C.B.R.  1871).  Executions  create  a  lien  but  the  lien  dissolves  if  the  debtor  turns  out  to 
be  insolvent.  Quebec  Code  of  Civil  Procedure,  13-14  Eliz.  2,  c.  80,  arts.  578,  640  (1965). 
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1949 142  does  not  allow  assumption  of  jurisdiction  over  a  nonresident 
debtor  on  the  basis  of  presence  of  assets.143  A  bill  with  the  draft  of  a 
new  Bankruptcy  Act  has  been  introduced  in  the  Parliament  and  has  a 
provision  allowing  assumption  of  jurisdiction  on  such  a  basis.144 

B.   The  Draft  Bankruptcy  Convention  of  the 
European  Economic  Community 

Before  I  present  my  own  conclusions  concerning  reciprocity,  I 
must  discuss  a  looming  problem — the  possible  consequences  for  the 
United  States  of  the  impending  Common  Market  bankruptcy  conven- 
tion. A  draft  prepared  by  a  committee  of  experts  from  the  original  six 
member  countries  of  the  EEC  was  released  for  comments  early  in 
1970. 145  The  three  countries  that  have  since  joined  the  Community 
have  been  asked  to  give  their  reactions  to  the  draft. 

The  need  for  action  arises  from  the  considerable  difference  be- 
tween the  conflicts  rules  for  bankruptcy  within  the  Community.  In 
Belgium  and  Luxembourg,  courts  have  traditionally  recognized  a 
bankruptcy  declared  abroad  by  a  court  with  jurisdiction  over  the 
debtor.146  German  law  follows  a  rule  of  nonrecognition  toward 
foreign  bankruptcies.147  In  the  Netherlands,  foreign  decisions  cannot 
be  enforced  without  a  treaty.148  To  be  enforced  in  France  and  Italy, 
the  foreign  adjudication  must  be  provided  by  a  domestic  court  with 
an  exequatur,  which  operates  only  prospectively.149 

The  Convention  is  an  attempt  by  the  Community  to  end  this 
chaos.  Under  the  rules  of  jurisdiction  of  the  1970  draft,  a  bankruptcy 
adjudication  anywhere  in  the  Market  will  be  given  effect  throughout 
the  entire  Market.150  No  other  bankruptcy  proceeding  can  be  in- 
itiated within  the  Market.  The  adjudicating  court  proceeds  to  liquida- 
tion in  a  single  administration.151     It  applies  its  own  law  unless  the 


142  1  Can.  Rev.  Stat.  ch.  B-3  (1970). 

143  See  id.   §  2  (definition  of  "debtor"). 

144  Bankruptcy  Bill  C  60,  30th  Pari.,  1st  Sess.,  §§  10(a),  (b)(iii)  (Can.  1975). 

145  Preliminary  Draft,  Convention  on  Bankruptcy,  Winding-Up,  Arrangements,  Compositions 
and  Similar  Proceedings  [hereinafter  Draft  Bankruptcy  Convention],  fn  2  Comm.  Mkt.  Rep. 
(CCH)  1  6612  (1975)  (unofficial  translation).  The  French  text  may  be  found  in  Les  Pboblemes 
International  de  la  Faillite  et  le  Mabche  Commun  263  (Padua  1971).  See  generally  K. 
Lipstein,  The  Law  of  the  Eubopean  Economic  Community  284  (1974). 

146  See  Nadelmann,  Codification,  supra  note  117,  at  94. 

147  See  text  accompanying  note  118  supra. 

148  See  Nadelmann,  Codification,  supra  note  117,  at  91. 

149  See  id.  at  92. 

150  Draft  Bankruptcy  Convention,  supra  note  145,  art.  2. 
181  Id.  art.  19(1). 
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Convention's  choice-of-law  rules  provide  differently.152  The  Conven- 
tion also  contemplates  the  unification  of  some  substantive  law  ques- 
tions.153 Whether  the  approach  chosen  is  acceptable  to  the  United 
Kingdom  remains  to  be  seen.154  The  United  Kingdom  has  tradition- 
ally opposed  any  bankruptcy  treaty  requiring  a  single  administration 
in  all  cases.155  The  Treaty  of  Rome  obliges  member  governments  to 
facilitate  reciprocally  the  enforcement  of  the  decisions  of  their 
courts.156     No  multilateral  convention  is  suggested  by  the  Treaty, 


152  Id.  arts.  19(2),  20-48. 

153  A  uniform  law  with  six  articles  is  in  Appendix  I  to  the  Convention. 

154  Some  of  the  United  Kingdom's  problems  were  raised  in  a  questionnaire.  The  Depart- 
ment of  Trade,  EEC.  Bankruptcy  Convention  Advisory  Committee,  Consultative 
Paper  (1974).  Selected  technical  problems  are  considered  in  Hunter,  The  Draft  EEC  Bank- 
ruptcy Convention— A  Further  Examination,  25  Int'l  &  Comp.  L.Q.  310  (1976);  Hunter,  The 
Draft  Bankruptcy  Convention  of  the  European  Economic  Communities,  21  Int'l  &  Comp.  L.Q. 
682  (1972). 

The  Cork  Committee,  which  was  appointed  to  advise  the  government  of  the  United  Kingdom 
on  the  EEC  Draft  Bankruptcy  Convention,  has  filed  a  detailed  report.  The  EEC  Preliminary 
Draft  Convention  on  Bankruptcy,  Winding-up,  Arrangements,  Compositions,  and 
Similar  Proceedings,  Beport  of  the  Advisory  Committee,  Cmnd.  No.  6602  (Aug. 
1976)  [hereinafter  Cork  Committee  Beport].  One  of  the  committee  members,  Professor 
A.E.  Anton  of  the  Scottish  Law  Commission  added  a  Note  of  Beservations.  Id.  at  105  [here- 
inafter Anton,  Note  of  Reservations].  He  takes  particular  note  of  "jurisdictional"  aspects  of  pro- 
visions discriminating  against  non-Market  parties,  and  of  the  general  approach  used  by  the 
draftsmen  of  the  original  Six.  The  document,  which  contains  an  official  translation  of  the  Draft, 
is  a  first-rate  comparative  study  of  bankruptcy  laws. 

155  The  United  Kingdom  delegation  to  the  Fifth  Hague  Conference  on  Private  International 
Law  held  in  1925  withdrew  from  the  conference  when  its  own  preference  was  disregarded: 

[T]he  system  which  H.M.  Government  envisage  is  one  according  to  which,  when  a  deb- 
tor is  declared  bankrupt  in  one  country,  that  fact  should  be  in  itself  a  ground  for  declaring 
him  bankrupt  in  the  other  also,  and  that,  where  such  a  course  did  not  appear  to  involve 
practical  inconveniences,  the  trustee  in  the  first  country  should  be  trustee  in  the  second 
also. 

In  other  words,  instead  of  an  arrangement  under  which  there  would  be  only  one  bank- 
ruptcy in  the  two  countries,  there  would  be  a  concurrent  bankruptcy  in  the  second  coun- 
try, in  aid  of  that  in  the  first,  the  administration  under  which  would  be  coordinated  so  far 
as  practicable  and  all  creditors  treated  on  an  equal  footing. 
For  the  full  statement  by  the  Inspector  General  of  the  Board  of  Trade  on  behalf  of  the  delega- 
tion,  see  Nadelmann,   Bankruptcy  Treaties,   93  U.    Pa.    L.    Bev.   58,   85  (1944)  [hereinafter 
Nadelmann,  Bankruptcy  Treaties],  reprinted  in  Nadelmann,  Conflict  of  Laws,  supra  note 
30,  at  299,  328.  In  the  United  States,  the  Uniform  Ancillary  Administration  of  Estates  Act  was 
drafted  in   1947  to  cover  interstate  situations.    Nadelmann,  Insolvent  Decedents'  Estates,   49 
Mich.  L.  Bev.  1129,   1158  (1951).  See  also  Uniform  Probate  Code  art.  IV  (1969)  (foreign 
personal  representatives  and  ancillary  administration);  Bestatement  (Second)  of  Conflict 
of  Laws  §§  314-17  (1971). 

156  Article  220  of  the  treaty  provides,  in  pertinent  part,  that  member  countries 

shall,  in  so  far  as  necessary,  engage  in  negotiations  with  each  other  with  a  view  to  ensur- 
ing for  the  benefit  of  their  nationals  ...  the  simplification  of  the  formalities  governing  the 
reciprocal  recognition  and  execution  of  judicial  decisions  and  of  arbitral  awards. 
Treaty   Establishing  the   European   Economic  Community,    Mar.    25,    1957,   art.    220,   298 
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and  no  single  administration  is  prescribed  for  bankruptcy.  Many  ways 
exist  for  meeting  the  Treaty's  obligation.  Needed  or  desirable  im- 
provements can  be  made  through  individual  or  uniform  legislation; 
treaties,  whether  bilateral  or  multilateral,  may  allow  ancillary  pro- 
ceedings, generally  or  in  specific  circumstances.157 

Like  any  other  non-Market  country,  the  United  States  is  concerned 
about  possible  external  effects  of  an  EEC  bankruptcy  convention.  The 
present  draft  relies  heavily  on  the  substantive  law  of  the  place  of 
adjudication.  Effects  on  the  outside  world  thus  will  depend  to  a  large 
extent  upon  the  law  of  the  place  of  the  adjudication.158 

The  draft  Convention's  jurisdictional  rules  are  of  capital  interest. 
The  Common  Market  draft  grants  exclusive  jurisdiction  to  the  courts 
of  the  country  where  the  debtor's  center  of  affairs  is  located.159  If 
that  center  is  outside  of  the  Market,  exclusive  jurisdiction  is  given  to 
the  courts  of  a  country  within  the  Community  where  an  establish- 
ment of  the  debtor  is  located.160  If  no  establishment  exists  within 
the  Community,  the  draft  provides  that  any  court  with  bankruptcy 
jurisdiction  under  local  law  also  has  jurisdiction  under  the  Conven- 
tion.161 Depending  upon  local  law,  the  jurisdictional  basis  may  be 
the  petitioning  creditor's  nationality  or  domicile,  or  it  may  be  the 
presence  of  the  assets.162  But  whatever  the  basis,  the  adjudication 
by  a  Market  court  must  be  given  effect  in  all  member  countries.163 
The  possible  consequences  of  such  a  scheme  are  best  illustrated  by 
an  example  used  in  a  discussion  of  the  draft  by  the  French  Commit- 
tee on  Private  International  Law  at  a  session  on  November  26, 
1971. 164  A  member  from  The  Hague,  reporting  on  the  Dutch  busi- 
ness world's  concern  over  aspects  of  the  Convention,  posited  the  fol- 
lowing hypothetical  case.165  An  American  enterprise  located  in  New 
York  has  been  adjudicated  a  bankrupt  in  France  on  the  petition  of  a 
creditor  of  French  nationality,  with  jurisdiction  based  on  national- 

U.N.T.S.  11,  87  (1958);  see  5  H.  Smit  &  P.  Herzoc,  The  Law  of  the  European  Economic 
Community  §  6-135  (1976). 

157  See  note  155  supra;  Nadelmann,  Codification,  supra  note  117,  at  60;  cf.   Anton,  supra 
note  154,  paras.  61-67. 

158  Some  consequences  are  considered  in  Nadelmann,  Common  Market  Draft,  supra  note 
30,  at  350-56. 

159  Draft  Bankruptcy  Convention,  supra  note  145,  art.  3. 

160  Id.  art.  4. 

161  Id.  art.  5. 

162  See  Nadelmann,  Codification,  supra  note  117;  Cork  Committee  Report,  supra  note 
154,  at  27-28  (§§  119-20);  Anton,  Note  of  Reservations,  supra  note  154,  at  123  (§  56). 

163  Draft  Bankruptcy  Convention,  supra  note  145,  art.  2. 

164  The  discussion  is  reported  in  [1971-1973]  Travaux  du  Comite  Francais  de  Droit 
International.  Prive  11,  25  (1974)  [hereinafter  Travaux]. 

188  Id.  at  27  (remarks  of  Georges  Droz). 
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ity.166  The  enterprise  has  a  debtor  in  the  Netherlands.  When  the 
French  trustee  tries  to  collect  the  debt,  the  debtor  resists.  Owning 
property  in  New  York,  the  debtor  claims  he  will  also  have  to  pay  in 
the  United  States.  Under  the  draft  Convention,  the  Dutch  court 
would  be  obliged  to  give  judgment  for  the  French  trustee  in  bank- 
ruptcy. The  chairman  of  the  EEC  Drafting  Committee  on  Bank- 
ruptcy, a  Frenchman,  retorted  that  this  case  did  not  present  anything 
"new"  since  American  courts  never  recognize  judgments  rendered  on 
the  basis  of  nationality.167  But  the  novelty  in  the  hypothetical  case  is 
that  the  French  bankruptcy  decree,  rendered  on  a  strictly  local  juris- 
dictional basis,  can  be  used  to  collect  assets  outside  of  France. 
Through  the  draft  Convention,  extraterritorial  effect  is  secured  for  a 

168  Article  14  of  the  French  Civil  Code  is  applied  to  bankruptcy.  See  Y.  Loussouarn  &  J. 
Bredin,  Droit  du  Commerce  International  770  (1969).  Article  14  provides  in  pertinent 
part:  "An  alien,  even  not  residing  in  France,  may  be  summoned  before  French  courts  for  the 
fulfillment  of  obligations  contracted  by  him  with  a  French  person."  See  Nadelmann,  Jurisdic- 
tionally  Improper  Fora,  in  XXth  Century  Comparative  and  Conflicts  Law — Legal  Es- 
says in  Honor  of  Hessel  E.  Yntema  321  (K.  Nadelmann,  A.  von  Mehren  &  J.  Hazard  eds. 
1961),  reprinted  in  Nadelmann,  Conflict  of  Laws,  supra  note  30,  at  222;  De  Winter, 
Excessive  Jurisdiction  in  Private  International  Law,  17  Int'l  &  Comp.  L.Q.  706,  714  (1968);  cf. 
The  Hague  Conference  on  Private  International  Law  Protocol  of  1966  on  Jurisdictionally  Impro- 
per Fora,  15  Am.  J.  Comp.  L.  369  (1967). 
167  Justice  Noel  observed: 

The  Dutch  will  declare  a  bankruptcy  on  the  [jurisdictional]  basis  of  a  noncommercial 
professional  activity.  They  go  at  least  as  far  as  we  do.  Furthermore,  the  general  problem 
of  a  bankruptcy  declared  in  the  Common  Market  presents  itself  in  the  same  way  whether 
there  is  an  establishment,  .  .  .  perhaps  the  center  of  affairs,  or  commercial  activity  with- 
out an  establishment.  The  Americans  will  be  able  to  say  "We  never  recognize  bank- 
ruptcies declared  on  your  side,"  as  they  do  or  can  do  presently.  Consequently,  the  prob- 
lem is  not  new. 
Justice  Bellet  added: 

I  think  that  this  is  all  part  of  the  international  hypocrisy  customary  in  this  domain. 
Anathema  is  pronounced  against  articles  14  and  15  of  the  [French]  Civil  Code.  When, 
however,  one  has  some  experience  with  these  matters,  it  is  clear  that  exorbitant  forums 
are  all  about  the  same,  whatever  their  appellation.  Section  23  of  the  German  Code  of 
Civil  Procedure  [local  assets],  articles  126  and  127  of  the  Dutch  Code  of  Civil  Procedure 
[plaintiff's  domicile]  and  articles  14  and  15  [of  the  French  Civil  Code]  [nationality  of 
plaintiff  or  defendant]  are  merely  different  [jurisdictional]  appellations.  Articles  14  and  15 
are  criticized  because  they  have  a  nationalistic  color.  Yet  giving  jurisdiction  to  the  court  of 
the  domicile  of  the  plaintiff,  as  Holland  does,  is  exactly  the  same  thing — it  is  merely  more 
adroit.  We  are  all  "equal"  and  should  not  engage  in  recriminations.  All  Anglo-Saxon  coun- 
tries have  forums  which  are  more  exorbitant  [than  ours].  A  court  has  jurisdiction  in  these 
countries  whenever  the  defendant  is  found  in  its  district.  For  example,  it  is  sufficient  to 
be  found  and  served  in  an  airport  in  New  York  for  the  New  York  courts  to  have  jurisdic- 
tion. I  believe  that  third  countries  would  do  well  not  to  get  indignant.  I  simply  think  that 
it  would  be  in  the  interest  of  Common  Market  countries  to  pick  the  member  country 
whose  [jurisdictional]  rules  seem  the  least  exorbitant  and  easiest  recognized  abroad.  Thus, 
one  would  select  Holland  because  article  126  of  the  Dutch  Code  of  Civil  Procedure  is 
more  easily  accepted  by  the  Anglo-Saxons. 
Travaux,  supra  note  164,  at  27-28  (my  translation). 
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bankruptcy  adjudication  made  on  a  territorially  limited  jurisdictional 
basis.  No  country,  including  France,  recognizes  the  effects  of  a 
foreign  adjudication  made  on  a  jurisdictionally  improper  basis.168 

As  far  as  the  Common  Market  is  concerned,  this  extraordinary 
proposition  is  not  an  entirely  new  story.  Under  the  Common  Market 
Convention  of  September  27,  1968  on  Jurisdiction  and  Enforcement 
of  Judgments 169  (which  does  not  include  bankruptcy  decrees),  judg- 
ments rendered  against  nonresidents  of  the  Community  by  a  court 
with  territorially  limited  jurisdiction — based  on  plaintiffs  nationality 
or  domicile,  or  the  presence  of  local  assets — are  made  enforceable 
for  the  entire  Market.170  Not  desiring  to  be  a  party  to  this  scheme 
of  extraterritorial  enforcement,  the  United  Kingdom,  invoking  a 
right  granted  the  member  States  by  the  Judgments  Convention,171 
expressed  its  readiness  to  remove  the  undesirable  effect  of  the  Con- 
vention by  concluding  a  treaty  with  the  United  States  on  the  recip- 
rocal recognition  of  judgments.  Under  such  an  agreement,  the  United 
Kingdom  might,  for  example,  refuse  to  enforce  against  assets  in  Eng- 
land a  judgment  obtained  in  France  on  the  jurisdictional  basis  of 
plaintiff's  nationality  if  the  judgment  debtor  was  domiciled  in  the 
United  States.  On  October  26,  1976,  the  representatives  of  the 
two  countries  initialed  the  draft  of  such  a  convention  in  London.  But 
the  problem  of  the  intra-Market  effect  of  such  judgments  continues  to 


168  For  France,  see  Loussouabn  &  Bredin,  supra  note  166,  at  766.  Recently,  a  state  court 
in  New  York  refused  to  recognize  the  extraterritorial  effect  of  a  bankruptcy  adjudication  made  in 
Argentina  on  the  basis  of  presence  of  assets.  Deltec  Banking  Corp.  v.  Compania  Italo-Argentina 
de  Electricidad,  S.A.,  N.Y.L.J.  Apr.  3,  1974,  at  18,  col.  1  (Sup.  Ct.),  aff'd  mem.,  46  App.  Div. 
2d  847,  362  N.Y.S.2d  391  (1st  Dep't  1974),  noted  in  68  Am.  J.  Int'l  L.  741  (1974),  and  16 
Habv.  Int'l  L.J.  166  (1975).  The  Argentine  courts  had  extended  the  bankruptcy  of  an  Argen- 
tine subsidiary  to  its  parent  Bahamian  corporation.  Judgment  of  Sept.  4,  1973,  Corte  Suprema 
de  Justicia  (Argen.),  151  La  Ley  516,  translated  in  6  Law.  Am.  330  (1974),  noted  in  15  Harv. 
Int'l  L.J.  528  (1974);  cf.  Rosenn,  Expropriation  in  Argentina  and  Brazil:  Theory  and  Practice, 
15  Va.  J.  Int'l  L.  277,  311  (1975). 

169  Convention  Relating  to  the  Jurisdiction  of  Courts  and  the  Enforcement  of  Judgments  in 
Civil  and  Commercial  Matters  [hereinafter  Judgments  Convention],  in  2  Comm.  Mkt.  Rep. 
(CCH)  1  6003  (1968)  (unofficial  translation),  discussed  in  Lipstein,  supra  note  145,  at  270-84. 

Under  the  Acts  of  Accession  of  Jan.  22,  1972,  the  new  EEC  members  must  adhere  to  the 
Judgments  Convention  with  whatever  adjustments  may  be  found  necessary  by  them  and  the 
original  Six.  For  the  United  Kingdom,  see  Act  of  Accession  art.  3(2),  in  European  Com- 
munities, Office  for  Official  Publications,  Treaties  Establishing  the  European 
Communities — Treaties  Amending  these  Treaties — Documents  Concerning  the  Ac- 
cession 888  (1973).  Negotiations  between  the  Six  and  the  new  members  on  adjustments  have 
not  yet  been  completed. 

170  See  Lipstein,  supra  note  145,  at  273;  Nadelmann,  Jurisdictionally  Improper  Fora  in 
Treaties  on  Recognition  of  Judgments:  The  Common  Market  Draft,  67  Colum.  L.  Rev.  995, 
1000  (1967),  reprinted  in  Nadelmann,  Conflict  of  Laws,  supra  note  30,  at  238,  244. 

171  See  Judgments  Convention,  supra  note  169,  art.  59. 
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cloud  the  relations  of  the  United  States  with  other  Market  coun- 
tries.172   This  problem  is  not  limited  to  the  United  States. 

C.  Bilateral  Bankruptcy  Treaties 

While  well  known  in  the  field  of  judgments,  the  manipulation  of 
jurisdictional  bases  is  a  novelty  in  the  area  of  bankruptcy-  In  interna- 
tional work,  the  point  of  departure  has  always  been  the  principle  that 
extraterritorial  effect  may  only  be  sought  for  bankruptcy  adjudications 
made  at  the  debtor's  commercial  domicile.173  A  little  known  Treaty 
concluded  in  1925  by  Belgium  and  the  Netherlands,174  however,  de- 
parts from  this  rule.  Under  the  Treaty,  if  the  debtor's  domicile  is  in  a 
third  country,  but  a  branch  exists  in  Belgium  or  in  the  Netherlands, 
bankruptcy  may  be  declared  at  the  location  of  the  branch,175  and 
this  adjudication  must  be  given  effect  in  the  other  country.176  The 
Treaty  allows  the  parties  to  use  other  jurisdictional  bases  available  in 
their  domestic  law  for  a  bankruptcy  adjudication,  but  it  expressly  de- 
nies the  benefit  of  extraterritorial  effect  to  such  adjudications.177 

In  1969,  Belgium  signed  a  bankruptcy  treaty  with  Austria.178  The 
text  only  became  available  when  the  Treaty  was  ratified  in  1975. 179 
Again,  the  effect  of  an  adjudication  made  at  the  location  of  a  branch  is 
extended  to  the  other  party  to  the  Treaty.180     The  scheme  of  the 

172  See  Carl,  The  Common  Market  Judgments  Convention-Its  Threat  and  Challenge  to 
Americans,  8  Int'l  Law.  446,  449-51  (1974);  Nadelmann,  The  Common  Market  Judgments 
Convention  and  A  Hague  Conference  Recommendation:  What  Steps  Xext?,  82  Harv.  L.  Rev. 
1282  (1969),  reprinted  in  116  Cong.  Rec.  4936  (1970). 

173  This  is  evident  from  the  drafts  of  bankruptcy  treaties  of  the  Hague  Conference  and  the 
resolutions  adopted  by  the  Institut  de  Droit  International.  See  Nadelmann,  Bankruptcy 
Treaties,  supra  note  155,  at  67-68  nn.71  &  73.  For  a  translation  of  the  Model  Treaty  on  Ban- 
kruptcy prepared  by  the  Hague  Conference  on  Private  International  Law  of  1925,  see  id.  at 
94-97. 

174  Treaty  on  Jurisdiction,  Judgments,  and  Bankruptcy,  Belgium-Netherlands,  Mar.  28,  1925, 
93  L.N.T.S.  432,  21  Revue  de  Droit  International  Prive  130  (1926)  [hereinafter  Treaty  of 
1925],  reprinted  in  Council  of  Europe,  Practical  Guide  to  the  Recognition  and  En- 
forcement of  Foreign  Judicial  Decisions  in  Civil  and  Commercial  Law  pt.  2,  at  218 
(1975). 

175  Id.  art.  20(2). 

176  Id.  art.  21. 

177  Id.  art.  25.  The  pertinent  provisions  of  the  Belgian-Dutch  Treaty — articles  20(2),  21,  and 
25 — reappear  as  articles  22(2),  23,  and  27  in  the  Benelux  Convention  of  Nov.  24,  1961. 
Moniteur  beige,  Nov.  28,  1963;  [1961]  Tractatenblad  van  het  Koninkrijk  der  Nederlanden  No. 
163.  The  Benelux  Convention,  which  was  designed  to  replace  the  Treaty  of  1925,  supra  note 
174,  is  not  in  force.   Luxembourg  has  not  ratified  the  Convention. 

178  Bankruptcy  Convention,  Austria-Belgium,  July  16,  1969,  with  Protocol  of  June  13,  1973 
[hereinafter  Convention  of  1969]. 

179  [1975]  Bundesgesetzblatt  No.  385,  at  1670;  [1975]  Bull.  Usuel  des  Lois  et  Arretes,  No. 
1281,  at  631;  [1975]  Pasinomie  419. 

180  Convention  of  1969,  supra  note  178,  art.  2(2). 
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Belgium-Austrian  Treaty  merits  an  illustration.  An  American  enter- 
prise, declared  bankrupt  in  New  York,  has  a  branch  in  Brussels.181 
Unrelated  to  the  operation  of  the  branch,  the  American  enterprise 
has  maintained  substantial  funds  in  a  bank  in  Vienna.  Under  the 
Treaty,  if  bankruptcy  is  declared  in  Brussels,  the  Belgian  trustee 
will  obtain  the  funds  in  Austria.  Such  a  result  interferes  with  the 
legitimate  interest  of  third  countries.  Their  courts  will  still  hold  the 
bank  in  Vienna  liable  for  the  funds,  and  the  liability  can  be  enforced 
if  the  bank  has  any  funds  in  the  third  country. 

This  development  in  the  treaty  field  deserves  the  attention  of  the 
foreign  offices.  The  United  States  has  avoided  the  treaty  field  in  this 
area  for  much  too  long.  For  reasons  which  are  unclear,  the  United 
States  declined  an  invitation  to  the  Hague  Conference  of  1925  which 
included  bankruptcy  among  the  subjects  on  its  agenda.182  Under  a 
new  policy,  the  United  States  today  is  a  party  to  a  number  of  conflict- 
of-laws  conventions.183  A  bankruptcy  treaty  with  Canada  has  been 
suggested.184  Such  a  treaty  would  facilitate  the  resolution  of  prob- 
lems arising  from  financial  failures  of  enterprises  involved  in  both 
countries.  Aside  from  attending  effectively  to  its  relations  with  its 
neighbors,  the  United  States  has  an  interest  in  contributing  to  the 
development  of  treaty  law  in  the  bankruptcy  field. 

181  Under  the  terminology  of  the  treaties,  a  branch  is  a  division  of  a  commercial  enterprise 
which  has  a  separate  location  but  does  not  constitute  a  separate  legal  entity.  There  are  problems 
with  the  regulation  of  the  bankruptcy  of  a  branch  even  for  domestic  purposes.  In  Europe,  the 
prevailing  view  today  is  to  admit  all  creditors  of  the  debtor,  and  not  just  those  who  have  dealt 
with  the  branch.  See  Nadelmann,  Codification,  supra  note  117,  at  68.  As  regards  assets,  §  238 
of  the  German  Bankruptcy  Act  of  1877/1898,  note  68  supra,  limits  the  effects  of  such  a  branch 
bankruptcy  to  assets  located  in  Germany. 

For  proper  treatment  of  the  "local  establishment"  problem  in  a  treaty,  see  article  20  of  the 
Convention  on  Reciprocal  Judicial  Assistance,  concluded  between  Prussia  and  Saxe- Weimar  on 
June  8/25,  1824,  reprinted  in  L.v.  Bar,  International  Law:  Private  and  Criminal 
§  128,  at  605  n.33  (G.  Gillespie  trans.  Edinburgh  1883).  Article  20  provides  that  the  estab- 
lishment must  have  its  own  identifiable  assets  and  debts.  Cf.  Nadelmann,  Bankruptcy  Treaties, 
supra  note  155,  at  58,  64-65. 

182  See  Nadelmann,  The  United  States  Joins  the  Hague  Conference  on  Private  International 
Law,  30  Law  &  Contemp.  Prob.  291,  294  &  n.24  (1965),  reprinted  in  Nadelmann,  Con- 
flict of  Laws,  supra  note  30,  at  99,  103  &  n.24  (summary  of  memorandum  of  conversation  of 
Oct.  6,  1925,  between  Undersecretary  of  State  Joseph  C.  Grew  and  the  Minister  of  the  Nether- 
lands). 

183  See  Amram,  United  States  Ratification  of  the  Hague  Convention  on  the  Taking  of  Evi- 
dence Abroad,  67  Am.  J.  Int'l  L.  104  (1973);  Amram,  United  States  Ratification  of  the  Hague 
Convention  on  Service  of  Documents  Abroad,  61  Am  J.  Int'l  L.  1019  (1967);  Quigley,  Conven- 
tion on  Foreign  Arbitral  Awards,  58  A. B.A.J.  821  (1972);  cf.  Kearney,  The  United  States  and 
International  Cooperation  to  Unify  Private  Law,  5  Cornell  Int'l  L.J.   1,  4-10  (1972). 

184  Bankruptcy  and  Insolvency,  Report  of  the  Study  Committee  on  Bankruptcy 
and  Insolvency  Legislation  81,  §  2.4.03  (Ottawa  1970);  see  Honsberger,  supra  note  140,  at 
149-50;  cf.  Busier,  Bankruptcy  Reciprocity:  A  Study  as  to  a  Treaty  with  Canada,  33  A. B.A.J. 
1026  (1947);  Comment,  35  N.C.L.  Rev.  476  (1957). 
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A  Proposal  for  Reciprocity 

Current  events  in  international  bankruptcy  law — the  foreign  bank 
eases  which  have  recently  arisen  in  American  courts  and,  in  particu- 
lar, the  work  in  progress  on  an  EEC  bankruptcy  convention — have 
focused  attention  on  an  area  of  the  law  which  has  long  been  dormant. 
The  bank  cases  have  provoked  a  re-examination  of  the  American  sys- 
tem that  has  been  in  operation  since  1898.  The  possibility  of  assum- 
ing jurisdiction  over  a  nonresident  debtor  who  has  assets  in  the 
United  States  has  been  tested  once  more.  Aside  from  needed  statu- 
tory clarifications,  the  system  has  survived  the  test  well.  Equity  has 
been  served  without  weakening  the  domestic  interest. 

But  for  the  United  States  to  continue  to  disregard  what  occurs 
elsewhere  is  surely  no  way  to  progress.  The  present  attitude  encour- 
ages the  perpetuation  of  bad  situations.  After  closely  observing  this 
field  for  more  than  30  years,  I  have  concluded  that  this  passive  at- 
titude should  be  terminated.  The  interest  of  the  American  creditor 
can  be  served  more  effectively.  At  the  very  least,  other  available  av- 
enues should  be  explored.185 

At  the  time  of  the  problems  with  the  "Russian  Assets,"  which 
arose  from  the  1917  nationalization  of  banks  and  insurance  companies 
by  the  Soviet  Union,  New  York  enacted  legislation  providing  for  the 
liquidation  of  the  local  assets.186  As  amended  in  1938, 187  Section 
977-b  of  the  New  York  Civil  Practice  Act,  added  in  1936,  allowed 
assumption  of  jurisdiction  for  liquidation  purposes  and  it  gave  priority 
rights  on  the  assets  to  creditors  domiciled  in  the  United  States  and  to 
creditors  with  claims  payable  in  New  York.188  The  constitutional  re- 
quirements were  considered  respected.  On  the  federal  level,  in  con- 
nection with  the  Litvinov  Assignment,  the  Supreme  Court,  in  United 
States  v.  Pink,189  saw  no  constitutional  difficulty  in  the  grant  of  prior- 

185  At  another  place,  I  have  urged  that  the  United  Nations  Commission  on  International 
Trade  Law  (UNCITRAL)  undertake  the  development  of  minimum  standards  in  this  area. 
Nadelmann,  Lex  Mercatoria  and  International  Bankruptcies,  in  New  Directions  in  Interna- 
tional Trade  Law:  Acts  and  Proceedings  of  the  Second  International  Congress  on 
Private  Law,  Rome,  1976  (UNIDROIT  1977).  There  is  wide  agreement  concerning  the  need 
for  such  standards. 

186  1936  NY.  Laws  ch.  917. 

187  1938  N.Y.  Laws  ch.  604,  amending  N.Y.  Civ.  Prac.  Act  of  1930,  §  977-b(16)(c),  in  2  Laws 
of  New  York  1744  (Thompson  1939). 

188  The  legislation  is  discussed  in  Nadelmann,  Legal  Treatment,  supra  note  2,  at  706-07, 
reprinted  in  Selected  Readings,  supra  note  2,  at  1083. 

189  315  U.S.  203  (1942). 
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ity  rights  on  local  assets  to  domestic  claims.190     These  precedents 
commend  close  attention. 

The  principle  of  equal  treatment  of  all  creditors  is  embodied  in  onr 
Bankruptcy  Act  as  an  underlying  policy.  This  principle  remains  unaf- 
fected if,  as  I  now  propose,  a  reciprocity  requirement  is  established 
for  the  admission  of  nondomestic  claims  in  proceedings  against  non- 
resident debtors  based  on  presence  of  assets.  As  under  present  law, 
all  claims  would  be  treated  equally  under  my  proposal,  but  with  the 
added  qualification  that  for  claims  of  nondomiciliaries  not  payable  in 
the  United  States,  admission  on  equal  terms  would  depend  upon  the 
possibility  of  securing  the  equal  distribution  of  local  assets  under  the 
law  (including  treaty  law)  of  the  country  of  the  foreign  adjudica- 
tion.191 

This  change  in  the  Bankruptcy  Act  should  become  effective  after  a 
stated  period,  perhaps  one  or  two  years,  to  enable  foreign  systems,  if 
they  wish,  to  accommodate  themselves  to  the  new  situation.  A  first 
step  toward  rehabilitation  of  international  bankruptcy  law  will  then 
have  been  accomplished. 


190  As  Justice  Douglas  observed  for  the  majority: 

There  is  no  Constitutional  reason  whs  this  Government  need  act  as  the  collection  agent 
for  nationals  of  other  countries  when  it  takes  steps  to  protect  itself  or  its  own  nationals  on 
external  debts.  There  is  no  reason  why  it  may  not,  through  such  devices  as  the  Litvinov 
Assignment,  make  itself  and  its  nationals  whole  from  assets  here  before  it  permits  such 
assets  to  go  abroad  in  satisfaction  of  claims  of  aliens  made  elsewhere  and  not  incurred  in 
connection  with  business  conducted  in  this  country.  .  .  . 
Id.  at  228. 

191  While  undesirable  as  a  general  proposition,  see  Nadelmann,  Non-Recognition,  supra  note 
37,  resort  to  reciprocity  requirements  is  nothing  new  in  the  area  of  recognition  of  judgments. 
See  Lenhoff,  supra  note  116.  For  recent  examples,  see  von  Mehren  &  Trautman,  Recognition 
of  Foreign  Adjudications:  A  Surveu  and  A  Suggested  Approach,  81  Harv.  L.  Rev.  1601,  1660- 
62  (1968). 
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Appendix  II 

K0NKUK3.:ASJE  ISHAEi-JaklTISH  HANK 

o  fISS  t'EDKHaJ   'RIBUiiAL?  ,.AH0H  12,  ly7b   * 

Funds  of  Israel-uritish  3ank,  London,  with  ...chweizerischer  dankverein  in 
^urich  attached  by  Sanca  Private  ^'inanciaria,  ..ilan,  on  September  17,  1974. 
Attachment  by  trustee  of  bankrupt  Israel- _;ritLi  sh  :Jank  follows  on  October 
4,  1^74,  that  is,  within  the  thirty  days  period  which,  under  the  >wiss  law 
on  Executions  and  /ankruptcy,  gives  attaching  creditors  the  same  ranKing. 

:a  irivata  challanges  the  validity  of  the  attachment  for  the  bankrupt 
..estate,  the  estate  not  bemtj  a  creditor,  The  Zurich  u;  strict  court  holds 
the  oojection  unfounded,  t'he  court  of  appeal  of  Zurich  reverses  and  voids 
the  attachment,  i'his  decision  is  confirmed  by  the   ederal  'ribunal. 

The  first  ;-art  of  the  opinion  is  not  reproduced.  The  Tribund. 
agrees  that  the  0  nkrupt  estate  is  not  a  creditor,  before  be- 
coming bankrup't,  Israel- ':ntish  could  not  have  attached  its 
own  funds. 

J.  -(a)   The  criticism  of  the  present  state  of  the  law  which  iiakes  it  possible 

for  individual  creditors  of  the  foreign  bankrupt  to  obtain  a  preference  by  way  of 

attachment  of  assets  of  the  banjr.rupt  in  owi  tzenand  is  not  without  foundation. 

appellant's  view  that  the  equal  treatment  of  the  creditors  w.ich  holds  an  important 

place  in  the  bankruptcy  law  of  Switzerland , should  be  the  aim  also  on  the  international 

level  merits  particular  approval.  Consequently,  sone  doubt  may  exist  as  to  whether 

1 
the  view  expressed  by  the  federal  tribunal  in  earlier  decisions   that  the  principle 

of  universality  ana  unity  established  by  Art.  Iy7  -JchKtt  governs  only  internally  and 
that,  therefore,  a  bankruptcy  adjuuication  abroad  does  not  exclude  executions  in 
Switzerland  would  survive  renewed  examination,  especially  in  its  absolute  form.  In- 
deed  this  juriodietionnl  law  has  provoked  criticism. 

(bj  The  fact  that  the  creditors  of  the  bankruptcy  are  not  paid  equally  where 
some  succeed  in  attaching  Jwiss  assets  of  the  foreign  bankrupt  is  not  due,  however, 
to  the  lack  of  capacity  of  the  bankrupt  estate  on  its  part  to  attach  property  of  the 
bankrupt  and  bring  it  to  individual  execution.  The  reason,  rather,  is  in  the  impor- 
tance attached  by  the  judicial  practice  to  the-  principle  of  territoriality. 

(aaj  The  equal  treatment  of  the  creditors  of  the  bankrupt  -  absolute  except  for 
the  statutory  priorities  granted  -  therefore  cannot  oe  attained  by  pursuing  the  way 
uerged  upon  by  appellant,  iven  if  status  of  a  creditor  were  granted  to  the  foreign 
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estate  for  the  purpose  of  attachment  of  jwiss  assets,  no  guarantee  of  equal  payment 
of  all  creditor.;  would  exist.   The  estate  nay  l.ave  to  share  the  funds  with  other  attach- 
ment creditors.  The  bankrupt  estate,  it  is  true,  ad  thus  the  <vother)creditors  would 
not  be  denied  everything;  they  would  still  suffer,  though  to  a  lesser  degree,  nlso, 
appellant's  proposal  would  raise  the  difficult  question  of  the  contents  of  the  claim 
of  the  estate  as  a  creditor,  to  form  the  basis  for  the  attachment  petition.   rfe  cannot 
see  why,  as  appellant  seeas  to  think,  this  claim  should  for  each  case  be  a  specific 
part  of  the  bankrupt  estate.  If,  on  the  contrary,  the  claim  were  the  totality  of  the 
claims  filed  in  the  bankruptcy,  the  estate  -  if  it  has  the  power  -  would  have  to  make 

the  request  for  each  creditor  as  his  representative  on  the  basis  of  the  claim  filed 
5 

by  him.    Yet  the  estate's  claim  has  as  basic  aim  subjection  of  the  debtor's  foreign 
property  to  the  effects  of  the  bankruptcy  adjudication.  !?or  this  end  grant  to  the 
estate  of  the  position  of  a  creditor  is  not  necessary. 

(bb)  The  position  of  the  creditors  of  the  bankrupt,  unsatisfactory  from  the  view- 
point of  creditor  equality,  can  oe    improved  decisively  only  by  restricting  the  present 
control  of  the  principle  of  territoriality  in  favor  of  the  universality  of  bankruptcy. 
The  proposals  of  two  critics  of  the  present  system  go  in  this  direction.   cutting  a 
stop  effectively  to  attachments  by  particularly  smart  and  quickly  acting  individual 
creditors  and  to  the  resulting  disadvantage  to  the  (other)  creditors  and,  on  the  other 
hand,  to  make  the  administration  of  Swiss  assets  under  the  bankruptcy  possible,  can  be 
achieved  only  through  recognition  in  Switzerland  of  effects  of  the  bankruptcy  opened 
in  a  foreign  country. 

A  legal  basis  could  be  created,  for  example,  by  way  of  conclusion  of  bilateral  or 

5 
multilateral  treaties  or  by  corresponding  codification  of  the  rules  of  conflict  of  laws. 

Transnational  efforts  for  the  unification  of  international  bankruptcy  law  have  to  thi 

6 
date  remained  without  result.   ./hether  to  include  provisions  on  international  bankruptcy 

law  in  the  owis3  statutory  law  is  presently  investigated  by  the  Commission  of  Experts 

7 
for  the  codification  of  Swiss  private  international  law. 
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Considering  Jhe  present  state  of  the  legislation,  the  llirsch  proposal   of 
giving  a  foreign  bankruptcy  adjudication  substantive  effect  by  way  of  judicial 
approval  or  execution  should  be  examined  seriously.  The  solution  would  have  the 
disadvantage,  however,  of  making  several  requests  by  the  foreign  bankruptcy  admin- 
istration necessary  in  a  given  case,  the  procedure  for  exequatur  being  with  the 
Cantons. 

Due  to  the  clear  language  of  Art.  271  ichAG  on  the  conditions  for  grant  of  an 
attachment,  limitations  through  restrictive  practice  in  the  grant  of  permission  to 
attach  would  be  difficult  to  achieve.  Vith  some  justification,  Hirsch  takes  the  view 
that  a  petition  for  execution  in  Switzerland  by  a  creditor  domicile! in  the  country 
of  the  bankruptcy  adjudication  is  not  entitled  to  protection,  unless  the  property  to 

y 

attach,  or  at  least  the  claim,  has  some  relation  to  Switzerland.   ue  sees  the  poss- 

10 
lLility  of  application  of  the  principle  of  ahus  de  droit.   However,  in  rare  cases 

will  there  be  a  violation  of  "good  faith."  On  the  contrary,  some  restraining  may  be 

11 
possible  in  many  cases  through  requirement  of  security  under  Art.  2f $    (l)  SchKU. 

(cj  In  practice,  even  under  current  law,  provided  the  bankrupt  agrees,  collection 

of  property  located  outside  the  country  of  the  bankrup'.cy  adjudication  will  not  be 

impossiDle.   If  he  cooperates  with  the  administration  closely  and  both  are  quick  and 

determined,  in  most  cases  will  it  be  possible  -  though  only  on  a  private  law  basis  and 

without  assistance  from  the  foreign  state  -  to  incorporate  foreign  property  into  the 

12 
bankruptcy  before  it  can  be  attached  by  individual  creditors. 
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(*)  The  decision,  by  the  Tribunal's  Chamber  on  Executions  and  Bankruptcy,  is  reported 
im  102  III  BGE  71-   Translation  by  the  author  of  the  Jtatement. 

(1)  37  II  BGE  594  (Guggenheim,  Jec.  1,  1911J;  34  III  BGE  20  (Grandvaux,  i'ebr.  1/,,  1928J. 

(2 )  oee  Hirsch,  Aspects  internationaux  uu  droit  Suisse  de  la  faillite,  in  Memoires 
publies  par  la  Faculte  de  droit  de  Geneve,  ho.    27,  by,  fc)2;  cf.  100  la  BGE  18  at  26 
^Kirsch  v.  s'ehr,  ''ebr.  b,  1974J,  also  in  1975  J.T.  ill  80,  where  the  criticism 
was  called  worthy  of  consideration.  /The  action  by  the  Luxemburg  trustee  in  bank- 
ruptcy was  based  on  alleged  fraud  by  bankrupt.  Ed^/ 

(3;  dee  37  II  BGE  59J,  597  (Guggenheim,  Jec.  1,  1911)  /The  German  trustee  in  bank- 
ruptcy was  challenged  by  creditors  fro.,  uerrnany  who  had  at'ached.  Ed./ 

(4)  Hirsch,  supra,  at  82;  ochmidt,  Internationales  i.onkursrecht  -  Einige  cedanken 

au  einem  dogmatischen  .Neuansatz,/l973i/  jchweizeri.-che  nktiengeselloChaf t  152,  lj4. 

(5)  dee  i^ranco-dwiss  Convention  of  Jun>  13,  18by  on  Jurisdiction  and  Enforcement  of 
Judgments  in  Civil  Matters,  12  Bo  347J. 

(6 )  Concerning  a  draft  of  the  ;:ague  Conference  of  1923,  see  von  .,teicer,  Internatio- 
nalrechtliche  Eragen  des  -Ichu.ldbetreibungs-  una  :.onkursrechts,  /l95i/  Bl  >ch..  8; 
jalleves,  Universality  et  territorialit  '  de  la  faillite  dans  la  perspective  de 

1  '  integration  europeenne,  ,1973/  BljchK  Ibb;  Hirsch,  supra,  at  '11. 
(7J  /fie  Commission  was  appointed  in  1975-  ^e  .adelnann,  Codification  of  Conflicts 
.lules  for   an.-.ruptcy,  aX.v  (1974;  Ani.uaire  Suisse  de  droit  international  37  n.  1. 
luolication  of  the  Commission  draft  is  expected  for  19/8.  Edj;/ 

(8 )  Hirsch,  . upra,  at  84. 

H. 

(9)  Hirsch   at    82;    81'.    2    --'ritzsche,    ochuldbetreibun ;J    urid    p,onkurs    20b    n.    277    l,2d    ed. 
1908),    and    3d    II   721,    E  4   (  KOB.  t  i5«tA  *.  CfLtt/p  S.R     V^'V^' 

(10)  Hirsch,    supra,    at    83    n.    2~J . 

(11)  Cf.    i^ritzsche,    supra,    at   20b   n.    277.    at    the    End. 

(.12}    Bttrgi    iri/l9747  l^l^chX   10 

(13)    N.B.    /The    owiss    Law    on    Executions    aiid     iankruptcy    of    1889    (ochXG)    does    not    allow 

assumption   of   bankruptcy   jurisdiction  on   the   nere    basis   of   presence   of   assets. EdjJ 
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Kurt  H.  NAOELMANN  (*) 

Professor  of  Law  at  Harvard  University 


The  question  on  the  agenda  of  the  Congress  v/hether  "the 
law  of  international  trade  is  a  new  task  for  national  legis- 
lators or  a  new  lex  mrcatoria"   has  attracted  and  puzzled  me 
as  a  student  of  the  problems  which  arise  when  a  bankrupt  en- 
terprise has  assets  in  more  than  one  country.  Bankruptcy  is 
not  the  most  appealing  of  topics,  especially  for  a  celebration 
meeting,  but  the  unspeakable  still  hits  international  trade. 
We  have  had  reminders.  Consequently,  I  propose  to  make  a  few 
remarks  en  the  topic  on  the  agenda  with  the  problem  in  the 
bankruptcy  field  in  mind. 

The  law  on  international  business  failures  is  said  to  be 
in  a  hopeless  mess.  Some  question  its  existence.  Can  some- 
thing be  gained  by  use  of  the  approach  which  the  question  on 
the  agenda  seems  to  suggest?  A  rare  achievement,  this  ques- 
tion is  ambiguous  in  both  French  and  English.  This  gives  me 
some  leeway  for  my  reading. 

"New  lex  mercatoria" ,  I  take  it,  stands  for  "new  jus  commu- 
ne"  as  used  in  the  International  Encyclopaedia  of  Comparative 
Law  by  the  author  of  the  chapter  on  international  unification 
of  law.  For  my  part  I  only  know  lex  mercatoria   the  ageless, 
referred  to  by  Lord  Mansfield  in  Luke   v.  Lyde   and  Justice 
Story  in  Sv-ift   v.  Tyson   with  the  quote  "not  erit  alia  lex 
Romae,   alia.  Ather.is,   alia  nunc,   alia  posthac,   sed  et  apud 
orrmes  gentes  et  omni  tempore  una  eademque   lex  obtinebit ." 
Can  recourse  to  the  lex  mercatoria   concept  give  a  lift  to  the 
resolution  of  problems  faced  in  so-called  international  bank- 
ruptcies? 

While  I  cannot  prove  it,  I  would  like  to  suggest  that  the 
principle  of  the  par  conditio  creditorun,   in  the  Code  Napole- 
on expressed  by  the  memorable  les  biens  du  dibiteur  sor.t  le 
gage  conrrrun  de  ses  creanciers ,  has  lex  mercatoria   standing. 
All  legal  systems  subscribe  to  the  principle  that  the  assets 
of  an  insolvent  debtor  must  be  distributed  equally  among  his 
creditors.  The  shipwreck  in  Maritime  Law  and  the  wrecked  en- 
terprise do  they  not  present  basically  the  same  problem? 


(°)  This  paper  was  presented  under  the  title: "Lex  mercatoria 
and  International  Bankruptcies". 
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"The  road  to  equity  is  not  a  race  course  for  the  swiftest," 

the  federal  appeal  court  in  New  York  remarked  recently  in  a 
case  involving  the  New  York  assets  of  a  commercial  bank  in 
London  put  in  liquidation  by  the  High  Court.  Equity  is  what 
controls  bankruptcy  and  I  have  not  heard  of  assignment  of  ter- 
ritorial limits  to  equity.  Thus  giving  the  "par  conditio 
credit-ovum"     lex  mercaiovia   standing,  should  not  come  as  a 
shock.  How  does  this  help  with  the  solution  of  the  practical 
problems  faced  where  the  insolvent  enterprise  has  assets  in 
more  than  one  country?  I  will  first  have  to  say  something 
about  the  problems. 

Quite  often  these  problems  present  considerable  difficulty. 
The  easy  case  is  where  the  enterprise  located  in  country  A 
has  a  banking  account  in  B  but  has  never  done  business  there: 
no  conflict.  The  complications  begin  where  the  debtor  has 
acted  in  more  than  one  country,  on  occasion,  or,  possibly, 
from  a  local  branch  run  more  or  less  independently  from  the 
home  office.  Bankruptcy  laws  can  differ  greatly.  Even  if 
the  par  conditio     cveditorvm   is  respected  everywhere,  which 
for  international  situations  is  not  the  case  unfortunately, 
concern  about  protection  of  the  rights  of  domestic  claimants 
has  led  to  legislation  in  many  countries  allowing  assumption 
of  bankruptcy  jurisdiction  whenever  assets  are  in  the  country. 
International  agreement  on  assumption  of  jurisdiction  has 
been  found  to  be  impossible.  Between  countries  with  a  simi- 
lar legal  system  bilateral  treaties  have  been  negotiated. 
This  is  the  maximum  which  can  be  achieved.  The  European 
Common  Market  has  worked  on  a  convention  for  years.  The  fate 
of  the  draft  of  1970  made  for  the  original  Six  is  unclear. 
Even  for  use  among  them  more  unification  of  law  seems  to  be 
needed.  Furthermore,  the  treaty's  approach,  a  single  adminis- 
tration in  all  cases,  has  been  criticized  as  not  being  flexi- 
ble enough.  Extension  of  such  treaty  to  the  new  members  would 
create  enormous  difficulties.  Nothing  in  the  Treaty  of  Rome 
requires  or  suggests  a  multilateral  convention. 

The  main  block  to  improvement  of  matters  on  the  interna- 
tional level  can,  1  think,  be  identified  without  going  into 
the  details  of  the  problems  faced.  Before  I  come  to  it,  I 
must  say  more  on  the  subject  of  multiple  administrations.  In 
some  writings,  equal  treatment  of  all  creditors  is  linked 
with  a  single  administration  as  if  it  could  not  be  secured 
in  multiple  administrations.  This  is  not  true.  Let  us  take 
a  case.  The  principal  administration  is  in  country  A.  As- 
sets and  creditors  are  in  B  where  a  local  administration  has 
been  opened.  As  they  may,  some  creditors  file  their  claims 
in  both  A  and  B.  In  distributions  in  B,  a  creditor  who  has 
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obtained  a  payment  in  A  is  made  to  wait  until  the  other  credi- 
tors have  first  obtained  the  same  percentage  of  their  claims 
and  vice-versa.  In  a  federal  system  like  the  United  States, 
the  rule  is  applied  internally  in  matters  not  covered  by  fed- 
eral legislation.  The  federal  Bankrupty  Act  prescribes  ap- 
plication of  the  principle  for  the  international  level. 
Marshalling  the  assets,  as  it  is  called,  has  been  done  at 
least  since  the  times  of  Lord  Mansfield  in  application  of 
the  principle  of  equity.  It  works  without  the  need  for  a 
treaty. 

In  doing  the  counting  or  accounting,  each  forum  applies 
its  own  law,  but  it  should  not  be  overlooked  that  the  rules 
of  conflict  of  laws  are  part  of  the  law.  Thus  if  the  rules 
of  choice  of  law  are  the  same,  at  least  on  paper,  the  credi- 
tors still  receive  the  same  percentage  of  their  claims.  In 
fact,  often  the  choice  of  law  problem  is  overlooked  or  the 
rules  are  not  the  same  or  not  applied  in  the  same  way.  Con- 
sequently, the  results  may  differ,  but  this  is  not  because 
the  principle  of  the  par  conditio     creditcvMn   cannot  do  its 
job  for  the  case  of  multiple  administrations. 

I  now  come  to  the  principal  difficulty  in  the  field.  In 
many  countries,  if  a  challenge  comes  from  local  creditors, 
local  assets  are  not  turned  over  to  the  foreign  trustee  in 
bankruptcy.  As  I  said,  this  policy  is  the  result  of  concern 
about  local  creditors  not  receiving  the  share  abroad  they  are 
entitled  to  under  the  domestic  law.  As  long  as  the  local  as- 
sets can  be  brought  to  equal  distribution  under  bankruptcy 
rules  in  local  proceedings,  no  harm  is  done  to  the  principle 
of  the  par  conditio:    creditonm.     The  trouble  is  that  local 
proceedings  are  not  made  available  everywhere;  and  if  attach- 
ment create;  a  lien  and  the  ranking  is  according  to  priority 
in  time,  the  assets  go  to  whoever  wins  the  race.  The  credi- 
tors closest  to  the  assets  have  the  better  chance.  The  par 
conditio;    creditorum   requires  that  either  the  local  assets 
are  turned  over,  subject  to.  such  conditions  as  are  appropriate, 
or  that  the  possibility  exists  of  bringing  these  assets  to 
equal  distribution  locally.- 

I  pass  on  to  a  more  involved  situation.  The  policy  is  to 
let  the  local  assets  go,  but  not  if  they  have  been  attached 
by  local  creditors.  As  in  the  first  case,  the  law  does  not 
allow  opening  of  local  proceedings.  All  bankruptcy  systems 
have  rules  on  voidance  of  preferences.  Where  an  individual 
creditor  has  obtained  payment  or  security  after  the  debtor 
became  insolvent,  that  is,  unable  to  pay  all  creditors  in 
full,  this  may  be  undone.  The  conditions  for  voidance  vary, 
however  greatly.  Knowledge  of  the  insolvency  by  the  creditor, 
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for  example,  may  have  to  be  proved.  The  differences  in  the 
laws  have  been  a  major  obstacle  to  negotiation  of  treaties. 
Assuming  the  preference  is  void  under  the  law  of  the  foreign 
trustee  claiming  the  assets  but  is  not  under  the  law  of  their 
location,  the  court  of  the  location  is  not  likely  to  help. 
Where  the  preference  is  void  under  both  laws,  the  result 
should  be  different.  But  this  is  not  so  in  a  number  of  coun- 
tries. 

Further  examples  of  violation  of  the  par  conditio,  credi- 
tcrun  could  be  provided  but  I  have  said  enough  to  give  the 
proposal  I  shall  make  the  needed  foundation.  To  limit  the 
proposal's  scope,  I  keep  the  lex  mercatoria   approach.  I 
think  that  UNCITRAL  should  take  up  bankruptcy  with  the  high- 
est priority.  The  recent  business  failures  with  internation- 
al aspects  which  have  made  the  papers  cannot  be  ignored.  They 
have  made  the  specialists  worry.  Risks  exist  which  can  af- 
fect the  general  economy.  Ground  rules  should  govern  inter- 
national situations.  International  trade  needs  them  and  so 
do  the  governments  which  more  often  than  not  have  to  foot 
the  bill. 

UNCITRAl  has  been  in  existence  for  ten  years.  It  was 
created  to  promote  the  progressive  harmonization  and  unifica- 
tion of  the  law  of  international  trade.  Priorities  had  to  be 
established.  International  sales  was  a  choice  for  work  which 
was  obvious.  A  deficient  uniform  law  had  to  be  made  accepta- 
ble to  a  larger  number  of  nations.  In  the  maritime  law  field, 
an  important  old  convention  needed  face  lifting.  For  bills 
and  notes  possibilities  of  creation  of  a  new  international 
instrument  were  identified.  Substantive  law  problems  are  in- 
volved. For  arbitration  it  was  found  that  production  of  a 
standard  set  of  arbitration  rules  would  be  beneficial.  I  now 
urge  work  on  a  subject  both  substantive  and  remedial,  bank- 
ruptcy. 

Once  the  concern  of  the  great  in  commercial  law,  more  re- 
cently the  subject  has  tended  to  become  the  donain  of  techni- 
cians of  procedure,  which  has  not  helped  with  the  resolution 
of  the  international  problems.  Conflicts  specialists  are 
scared  away  by  the  difficulties  of  the  substantive  law.  The 
constant  growth  of  conglomerates  has  added  to  the  complexities. 
The  problems  with  the  multinationals  have  still  to  be  assessed 
If  a  step  by  step  approach  is  used,  I  am  confident  that  impor- 
tant progress  can  be  made. 

In  recommending  work  by  UNCITRAL,  I  do  not  have  in  mind  ef- 
forts of  the  kind  made  by  the  Hague  Conference  on  Private  In- 
ternational Law.  UNCITRAL  would  not  be  more  successful  in 
such  endeavors.  Nor  do  1  think  of  work  on  unification  of  sub- 
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stantive  bankruptcy  law.  Only  states  with  compatible  legal 
systems  can  undertake  it.  I  see  strong  possibility  of  agree- 
ment in  principle  on  what  I  have  put  on  the  lex  mercatoria 
pedestal,  application  of  the  par  conditio-,  credit  ovum   to  in- 
ternational situations.  Implementation  would  remain  with  the 
individual  rations  but  guidelines  can,  I  think,  be  agreed  on 
without  difficulty.  I  have  tried  to  lay  some  groundwork  in 
my  presentation.  Most  of  it  is  non-controversial.  Automati- 
cally, activity  in  the  field  will  accelerate  local  revision 
of  dated  conflicts  provisions. 

As  I  read  -  and  re-read  -  the  question  put  on  the  agenda 
of  the  Congress,  international  trade  seems  to  be  presented 
with  a  choice  between  regulation  by  municipal  law  and  lex 
mercatoria.     Abstract  discussion  does  not  help.  For  the 
problems  discussed  in  this  paper,  a  variety  of  approaches 
exist,  including  combinations.  I  am  opposed  to  any  new  lex 
mercatcria   through  which  solutions  would  be  forced  upon  na- 
tions, openly  or  through  voting  techniques.  The  experience 
with  the  Uniform  Sales  Law,  product  of  the  Diplomatic  Con- 
ference held  at  The  Hague  in  April  1964,  has  taught  the  old 
lesson.  Once  again,  notwithstanding  the  warning  repeated  by 
Rabel  in  1951,  a  text  not  ready  for  action  was  voted  on. 
Progress  cannot  be  made  nationally  or  internationally  with- 
out the  necessary  patience. 

Flexibility  is  needed  in  work  on  progressive  harmonization 
and  unification  of  law.  UNCITRAL  must  bear  in  mind  that  in- 
ternational conventions  is  not  the  only  way  available.  Re- 
spect for  principles  of  the  lex  meroazoria   has  not  come  from 
treaties,  it  has  from  the  persuasive  character  of  the  rules 
involved.  The  secret  of  success  with  restatements  of  the 
law  is  capitalization  on  this  experience.  Restatement  by 
UNCITRAL  of  the  principle  of  the  par  conditio  :  creditcvum 
is  a  proper,  perhaps  the  best,  effort  toward  harmonization 
of  law.  It  merits  to  be  tried. 
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State  University  of  New  York  at  Buffalo 


FACULTY  OF  LAW  AND  JURISPRUDENCE 


30  December  1977 


Senator  Dennis  DeConcini,  Chairperson 
Subcommittee  on  Improvements  in  Judicial  Machinery 
U.S.  Senate  Committee  on  the  Judiciary 
The  United  States  Senate 
The  Capitol  Building 
Washington,  D.  C.   20510 

Dear  Senator  DeConcini: 

I  am  submitting  this  statement  on  behalf  of  David  T.  Stanley 
and  myself.   We  appreciate  this  opportunity  to  present  our  views 
on  S.2266  to  the  subcommittee.   As  our  earlier  testimony!/ 
indicated,  I  was  formerly  a  research  associate  at  the  Brookings 
Institution  and  co-authored  its  nationwide  study  of  the  adminis- 
tration of  the  bankruptcy  laws.   Mr.  Stanley  directed  that  study, 
which  resulted  in  the  book  entitled  Bankruptcy:  Problem,  Process, 
Reform,  (1971)  and  was  a  senior  fellow  at  Brookings  until  his 
retirement  last  year.   He  currently  is  a  consultant  and  writer  on 
public  administration.   The  opinions  expressed  below  are  our  own 
and  are  not  necessarily  shared  by  others  at  the  Brookings 
Institution  or  the  State  University  of  New  York  at  Buffalo. 

We  feel  that  it  is  very  unfortunate  that  S.2266  fails  to 
reflect  the  results  of  the  extensive  studies  of  the  bankruptcy 
system  made  by  both  the  Brookings  Institution  and  the  Commission  on 
Bankruptcy  Laws  of  the  United  States,  authorized  by  Congress  in 
1970.   The  Brookings  study  was  based  on  data  drawn  from  eight 
diverse  federal  court  districts.   Our  research  revealed  that  between 
85-90%  of  the  bankruptcy  caseload  consisted  of  consumer  cases  which 
were  almost  always  uncontested.   Even  in  business  cases,  creditors 
usually  had  more  to  gain  from  developing  new  business  than  from 
exercising  control  over  bankruptcies. i/   As  a  result,  the  adversary 
setting  established  by  the  Bankruptcy  Act  of  1898  was  seriously 
outdated.   We  felt  that  a  new  system  was  needed  -  one  which  would 
recognize  the  realities  of  creditors'  interests  in  the  present  case- 
load and  which  would  be  free  of  the  appearance  of  cronyism. 3/   Such 
a  system  would  involve  decision-makers  whose  judgments  were  not  in- 
hibited by  earlier  involvement  in  the  administration  of  the  case  or 
by  the  possibility  of  review  by  those  who  had  appointed  them. 
Trustees  also  needed  to  be  able  to  administer  their  caseload  without 
the  possibility  of  having  their  income  controlled  as  it  now  is  by 
the  judges  who  usually  appoint  them.   In  addition,  a  new  system 
would  attempt  to  balance  more  fairly  the  interests  of  various 
creditors,  including  taxing  authorities.   And  it  would  enhance 
uniformity  by  providing  that  debtors  in  any  of  the  fifty  states  would 
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emerge  from  bankruptcy  with  at  least  a  uniform  minimum  amount  of 
assets  with  which  to  pursue  a  "fresh  start."   For  business 
reorganization  cases,  a  more  adequate  method  of  identifying  those 
debtors  who  had  a  real  chance  of  long-term  rehabilitation  was 
needed  -  one  which  did  not  rely  on  arbitrary  definitions  which 
dictated  the  Chapter  under  which  the  case  would  be  filed  or  the 
procedures  which  would  be  employed. 

The  Commission  on  Bankruptcy  Laws  of  the  United  States  sub- 
sequently conducted  its. own  study  of  the  bankruptcy  system,  and 
confirmed  our  findings.-'   The  Commission  also  joined  us  in 
recommending  an  administrative  agency  as  the  basic  structure  for 
processing  bankruptcy  cases,  because  litigation  actually  occurs  in  a 
very  small  proportion  of  the  caseload.   That  recommendation  still 
has  much  to  commend  it.   Other  alternatives,  which  retain  judicial 
control  over  bankruptcy  cases,  have  subsequently  been  proposed.   We 
feel  that  each  alternative  must  be  evaluated  with  reference  to  the 
undisputed  findings  concerning  the  system's  operations  if  we  are 
going  to  utilize  seriously  this  opportunity  for  bankruptcy  reform. 
By  this  standard,  the  current  draft  of  S.2266  is  seriously  deficient. 
For  ease  of  reference,  numbered  paragraphs  introduce  the  areas  of 
major  concern  which  we  wish  to  discuss,  including: 

1.    The  status  of  the  proposed  bankruptcy  judges. 

With  the  exception  of  adding  some  job  security  by  extending 
the  current  6-year  term  of  office  for  bankruptcy  judges  to  12  years, 
S.2266  solves  none  of  the  basic  problems  in  the  decision-making 
process.   It  makes  no  attempt  to  insulate  the  judge  from  earlier 
administrative  involvement  in  a  case  in  which  he  or  she  may  later 
have  to  decide  a  contested  issue.   It  does  attempt  to  make  the 
appointing  power  more  remote  by  shifting  it  to  the  Judicial  Council 
in  each  Circuit  (§201)  ,  but  basic  questions  remain.   How  will 
professional  politics,  now  so  apparent  in  the  appointing  process, 
affect  the  identification  and  selection  of  candidates?   Will  district 
judges  be  totally  excluded  from  the  appointing  process?   Will 
participation  in  appointments  disqualify  Council  members  from  later 
hearing  appeals  from  their  appointees?   Status  limitations  are  also 
perpetuated  in  the  limited  contempt  power  (§775  (d) )  and  the  initial 
appeal  to  the  district  court  (§775 (b) ) . 

We  feel  that  the  court  system  provided  in  §§2-101-2-109  of 
H.R.  31  (94th  Congress,  1st  Session)  dealt  much  more  successfully  with 
the  problems  in  the  current  bankruptcy  courts'  performance.   However, 
we  feel  that  appeals  from  such  an  independent  court  should  go  directly 
to  the  Circuit  Courts  of  Appeal,  as  provided  in  §2-209  of  H.R.  32 
(94th  Congress,  1st  Session).   We  are  not  persuaded  by  mere  assertions 
that  "accessibility"  will  be  denied  excessively  in  bankruptcy  cases 
if  the  normal  appellate  route  is  followed.   Those  who  seek  to  except 
bankruptcy  appeals  from  normal  processing  should  be  asked  to  supply 


1083 


data  which  prove  that  travel  costs  are  the  determining  factor  in 
whether  appeals  will  be  taken. 

2.  Bankruptcy  trustees. 

S.2266's  failure  to  include  provisions  for  a  salaried 
trustee  in  §701  and  §702  ignores  the  absence  of  creditor  interest 
in  most  small  bankruptcy  cases  and  continues  a  system  of  judicial 
patronage  which  has  been  repeatedly  criticized. 2/      Appointment  from 
a  panel  of  private  trustees  (§209)  does  not  solve  the  conflict  problem 
faced  by  a  trustee  whose  compensation  may  depend  on  pleasing  the 
appointing  judge.   In  addition,  the  $20  minimum  fee  provided  in 
§330  (c)  will  not  adequately  compensate  a  trustee  who  does  any 
significant  work  in  a  no-asset  case,  and  judges  will  still  be  under 
pressure  to  overcompensate  these  individuals  in  cases  where  assets 
are  available.   Alternatively,  private  trustees  will  not  do  significant 
work  in  no-asset  cases,  and  this  large  proportion  of  the  bankruptcy 
caseload^/  will  go  unscrutinized. 

The  effort  to  provide  qualifications  for  trustees  (§209)  is 
welcome,  but  we  believe  that  this  can  best  be  achieved  through  the 
salaried  U.  S.  trustee  system  provided  in  H.R.  8200. V   Now  the 
Department  of  Justice  has  joined  those  who  support  the  salaried  trustee 
system.  Attorney  General  Griffin  Bell  having  testified  that  the 
Department's  only  objection  is  to  the  location  of  its  supervisory 
personnel. 1/      Our  preference  among  locations  currently  under  considera- 
tion is  for  supervision  by  the  Administrative  Office  of  the  U.  S.  Courts. 
We  do  not  believe  that  appointment  and  supervision  of  the  U.  S.  trustees 
by  the  U.  S.  District  Court  is  appropriate,'—/  especially  if  the  initial 
appeal  of  bankruptcy  issues  is  taken  to  that  court. 

The  salaried  trustee  should  also  serve  in  all  Chapter  13 
cases,  and  should  have  access  to  modern  data  processing  equipment  for 
recordkeeping.   Currently  §1302  of  S.2266  provides  only  for  an  elected 
trustee  or  a  standing  trustee.   What  would  happen  in  districts  where 
there  is  no  standing  trustee  and  creditors  are  not  interested  in 
electing  a  trustee  whose  primary  role  is  to  collect  and  disburse 
payments  from  income? 

3.  Provisions  affecting  consumer  debtors. 

S.2266  currently  ignores  reported  data  on  the  uneven 
quality  of  consumer  debtors'  representation  and  their  need  for 
assistance  in  understanding  the  alternatives  available  under  the 
Bankruptcy  Act.   At  a  minimum,  the  clerk's  notice  concerning  options 
and  the  Chapter  13  trustee's  advising  function,  found  at  §342  (c)  and 
§1302  (b)  of  H.R.  8200,  should  be  added.   In  addition,  minimum 
exemptions  should  be  established  as  a  matter  of  federal  bankruptcy 
policy  so  that  bankruptcy  procedures  will  have  at  least  a  uniform 
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minimum  effect  for  petitioners  in  each  of  the  fifty  states.   We 
prefer  a  specified  dollar  limit  for  exemptions,  with  the  debtor 
able  to  select  the  types  of  property  up  to  the  amount  allowed. 
Another  approach  is  the  specified  list  of  exempt  property  found 
in  §552  (d)  of  H.R.  8200. 

§.2266  also  ignores  economic  realities  in  §1301  which 
allows  collection  against  co-debtors  while  the  Chapter  13  debtor  is 
able  to  perform  under  a  confirmed  plan.iPy   Such  a  provision  may 
merely  precipitate  an  additional  consumer  bankruptcy  without 
increasing  the  creditor's  chance  of  receiving  payment.   Similarly, 
by  awarding  attorneys'  fees  to  debtors  in  dischargeability 
proceedings  only  upon  a  finding  of  f rivolousness  or  lack  of  good 
f aith,ii/ S. 2266  ignores  the  economic  leverage  which  filing  such 
proceedings  creates  against  debtors  who  may  have  to  pay  their 
counsel  more  to  defend  than  a  settlement  would  cost.   If  it  is 
retained,  the  provision  in  §524 (b)  allowing  reaffirmations  should  at 
least  require  the  affected  creditor  to  give  conspicuous  notice  that 
rescission  is  possible.   We  prefer  the  ban  on  reaffirmations  found 
in  §524 (b)  of  H.R.  8200  because  we  believe  that  reaffirmations  usually 
result  from  uneven  bargaining  power  favorable  to  creditors.   The 
absence  of  a  reaffirmation  obviously  does  not  preclude  repayment. 

4.  The  priority  and  dischargeability  of  tax  claims. 

We  continue  to  believe  that  the  present  protections  for 
taxing  authorities  in  the  combination  of  priority  and  nondischarge- 
ability  provisions  should  be  reduced  so  that  other  creditors  might 
share  more  fully  in  bankruptcy  case  proceeds.   VJe  therefore  believe 
that  S.2266's  provisions  are  excessively  favorable  to  tax  claimants, 
who  have  yet  to  prove  that  the  amounts  received  from  their  current 
protected  position  in  bankruptcy  cases  are  a  significant  proportion 
of  their  overall  collections. iiy  If  the  tax  priority  is  maintained, 
we  urge  the  committee  at  least  to  make  it  subordinate  to  the  priority 
for  consumer  deposits  and  layawaysil'and  to  raise  the  amount  of  the 
latter  priority  to  the  $2400  found  in  §507(5)  of  H.R.  8200. 

5.  Business  reorganizations. 

We  continue  to  feel  that  a  unified  reorganization  procedure 
is  a  needed  reform  which  would  minimize  litigation  at  the  outset  of 
such  cases  and  would  facilitate  the  prompt  identification  of  businesses 
which  have  a  significant  chance  for  long-term  rehabilitation .14/  As 
currently  drafted,  S.2266  instead  preserves  a  split  system  by 
differentiating  procedures  for  a  "public  company"  (§1101(3))  from 
those  for  petitioners  who  are  not  covered  by  that  definition.   Both 
procedures  are  now  included  within  Chapter  11  of  S.2266  and  thereby 
create  the  initial  impression  that  significant  revisions  have 
occurred.   But  we  urge  the  subcommittee  to  adopt  the  provisions  of 
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Chapter  11  of  H.R.  8200  as  a  substitute  for  the  present  draft,  so 
that  future  reorganization  cases  will  not  be  encumbered  by  the 
distortions  which  earlier  definitions  have  produced  in  the 
reorganizing  process. IV 

We  appreciate  this  additional  opportunity  to  present  our 
views  to  you  and  would,  of  course,  be  willing  to  answer  any  questions 
which  you  have  for  us. 

Sincerely, 


ikiAJU^c  bvtA 


Marjorie   Girth 

Associate  Professor  of  Law 


%e«d    /     5&*£y 


David  T.  Stanley 
Consultant 


MG/rp 
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Footnotes 


Our  earlier  testimony  can  be  found  in  "The  Bankruptcy  Reform 
Act,"  Hearings  before . the  Subcommittee  on  Improvements  in 
Judicial  Machinery,  U.S.  Senate  Committee  on  the  Judiciary, 
(94th  Cong.  1st  Sess.),  Part  II,  p. 870  et  seq. 

Id.  at  871-72. 

Details  concerning  our  recommendations  can  be  found  at  D. 
Stanley  and  M.  Girth,  Bankruptcy:  Problem,  Process,  Reform, 
Ch.  10,  pp.196  et  seq.  (1971). 


The  Commission's  recommendations  are  found  in  the  Report  of 
the  Commission  on  the  Bankruptcy  Laws  of  the  United  States 
(93d  Cong.,  1st  Sess. ,  1973) .   A  summary  appears  in  Chapter  I, 
pp. 1-31. 

See  Stanley  and  Girth,  op.cit. ,  n.3  pp. 162-164  and  the  Commis- 
sion's Report,  op.cit.,  n.4,  pp. 7-8. 

The  fiscal  year  1974,  no-asset  cases  were  80  percent  of  the 
total  bankruptcy  caseload.   This  calculation  is  derived  from 
Tables  F7  and  F8,  "Tables  of  Bankruptcy  Statistics,"  issued  by 
the  Administrative  Office  of  the  U.S.  Courts,  June  30,  1974. 
Comparable  calculations  for  earlier  years  can  be  found  at 
Stanley  and  Girth,  op.cit. ,  n.3,  p. 20. 


See  sections  224,  701,  and  702  of  H.R. 
1st  Sess. ) . 


8200,  (95th  Cong. 


Testimony  of  Attorney  General  Griffin  Bell  before  the 
Subcommittee  on  Improvements  in  Judicial  Administration. 
Senate  Judiciary  Committee,  November  29,  1977. 


U.S. 


As  provided  in  an   amendment  to  H.R. 
H.  11782  (October  28,  1977). 


8200,  123  Cong.  Rec . 


10.  Contrast  §1301  of  H.R.  8200. 

11.  Contrast  §523(d)  of  H.R.  8200. 

12.  Donald  C.  Lubick,  Acting  Assistant  Secretary  of  the  Treasury  for 
Legislation,  testified  on  November  29,  1977,  that  in  fiscal 
year  1976,  collections  totalled  only  $5  million,  largely  through 
offsets  and  carrybacks,  on  accumulated  nondischarged  claims 

of  $177  million.   oUr  earlier  research  indicated  that  priority 
tax  claims  yielded  only  0.005  percent  of  total  gross  federal 
revenue  in  1964.   Stanley  and  Girth,  op.cit,  n.3,  p. 131. 
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Footnotes    (cont.) 


13.  Currently,  §507(6)  of  S.2266. 

14.  See  our  earlier  testimony  in  "The  Bankruptcy  Reform  Act," 
op.cit. ,  n.l,  pp. 9-10. 

15.  See  Report  of  the  Commission  on  the  Bankruptcy  Laws  of  the 
United  States,  n.4,  pp.245  for  a  discussion  of  the  needTor 
consolidated  proceedings  in  reorganization  cases. 
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ROWLAND    F.    KIRKS 

DiRICTO* 

WILLIAM    E.   FOLEY 

DEPUTY    DIKCCTO* 


ADMINISTRATIVE  OFFICE  OF  THE 
UNITED   STATES   COURTS 

SUPREME    COURT    BUILDING 
WASHINGTON.   D.C.    20544 


JOSEPH  F.  SPANIOL 
EXECUTIVE  ASSISTANT  TO  THE  DIRECTOR 


January  13,  1978 


Mr.  Keith  Syfert 

C/o  Honorable  Tom  Railsback 

House  of  Representatives 

2431  Rayburn  House  Office  Building 

Washington,  D.  C.   20515 

Dear  Keith: 

In  accordance  with  our  telephone  conversation 
I  am  sending  you  herewith  statistical  information 
concerning  bankruptcy  cases,  prepared  for  the  use 
of  the  Ad  Hoc  Committee  on  Bankruptcy  Legislation, 
and  a  copy  of  a  separate  report  concerning  the  pos- 
sibility of  merging  the  offices  of  bankruptcy  judges 
and  United  States  magistrates.   As  I  indicated  to 
you,  the  idea  of  merger  set  cut  in  the  separate  report 
has  not  been  pursued  at  this  time  in  view  of  the 
present  legislative  posture  of  the  proposed  new 
Bankruptcy  Act. 


Sincerely  yours, 


^-j^^-vS 


Jr. 


ctor 
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The  following  statement  and  tables  are  provided  to  the  Committee 
to  show  the  growth  in  bankruptcy  filings  from  1950  to  date  and  the 
efforts  of  the  Judiciary  to  maintain  the  system  at  the  proper  level. 

As  early  as  1950,  it  was  recognized  that  the  workload  of  a 
referee  in  bankruptcy  could  be  greatly  expanded  by  the  addition  of 
clerical  personnel.  (See  Report  of  the  Director  of  the  Administrative 
Office  for  year  ended  June  30,  1950,  page  57.)  The  attached  Table  1 
shows  the  growth  of  the  number  of  referees  in  bankruptcy,  clerical 
support  and  staff  of  the  Bankruptcy  Division  of  the  Administrative 
Office  of  the  United  States  Courts  as  related  to  the  annual  volume  of 
new  cases  filed. 

Table  2  shows  filings  over  the  same  period  broken  down  as  between 
chapters  of  the  Bankruptcy  Act  under  which  filed.  Chapters  X,  XI  and 
XII  are  the  principal  special  relief  chapters  of  the  Act  dealing  with 
business  in  which  an  attempt  is  being  made  to  save  the  business. 
Chapter  XIII ' s  are  wage  earner  plans  under  which  a  debtor  pays  off 
his  debts  over  a  period  of  years. 

Table  3  shows  number  of  liquidation  cases  which  were  concluded 
in  each  year  in  which  there  was  some  distribution  made  to  creditors. 

There  is  also  provided  for  the  benefit  of  the  committee  a  summary 
of  the  preliminary  statistical  tables  of  bankruptcy  case  terminations 
for  statistical  year  ending  June  30,  1976.  The  final  tables  will  be 
published  in  the  near  future. 
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AUTHORIZED  PERSONNEL  IN  THE  BANKRUPTCY  SYSTEM 
FISCAL  YEARS  1950  to  1978 


Permanent 

Referees  in 

Bankruptcy 

Clerical 

Bankruptcy  Div. 

Fiscal  Years 

Case  Filings 

Full-time 

Part-time 

Positions 

Admin.   Office 

1950 

33,392 

54 

110 

197 

6 

1951 

35,193 

55 

108 

233 

6 

1952 

34,873 

55 

108 

239 

6 

1953 

40,087 

55 

108 

263 

6 

1954 

53,136 

62 

99 

279 

6 

1955 

59,404 

75 

90 

331 

6 

1956 

62,086 

77 

87 

356 

6 

1957 

73,761 

88 

75 

421 

8 

1958 

91,668 

100 

69 

438 

8 

1959 

100,672 

107 

67 

462 

9 

1960 

110,034 

110 

66 

480 

10 

1961 

146,643 

120 

67 

565 

10 

1962 

147,780 

136 

60 

610 

10 

1963 

155,493 

146 

53 

670 

10 

1964 

171,719 

153 

49 

670 

10 

1965 

180,323 

165 

46 

670 

10 

1966 

192,354 

168 

45 

780 

10 

1967 

208,329 

174 

41 

800 

11 

1968 

197,811 

179 

40 

840 

11 

1969 

184,930 

183 

35 

900 

11 

1970 

194,399 

184 

34 

914 

11 

1971 

201,352 

188 

32 

914 

11 

1972 

182,869 

189 

32 

986 

11 

1973 

173,197 

188 

31 

1,020 

11 

1974 

189,513 

189 

31 

1,020 

11 

1975 

254,484 

190 

30 

1,054 

11 

1976 

246,549 

189 

25 

1,301 

13 

1977 

214,399 

200 

23 

1,308 

13 
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BANKRUPCTY  CASES  PILliU  IN  Till:  UNTIED  STATES 

DISTRICT  COURTS,  FISCAL  YEARS  1950  TO  1977, 

BY  CHAPTERS  OF  THE  BANKRUPTCY  ACT 


Year 

Liquidations 

CI 

apters 

-  VIII  to  XIII 

ended 
lune  30 

1  Farm- 
ers 

2Rail- 
Roads 

Total 

Ch.  I-VIII 

Municipality 

Ch.  X 

Ch.  XI 

Ch.  XII 

Ch.  XIII 

1950 

33,392 

26,632 

1 

_ 

4 

134 

583 

31 

6,007 

1951 

35,193 

27,693 

2 

2 

3 

88 

459 

22 

6,924 

1952 

34,873 

26,949 

3 

1 

15 

74 

413 

21 

7,397 

1953 

40,087 

30,879 

- 

2 

- 

84 

437 

15 

8,670 

1954 

53,136 

42,733 

1 

1 

2 

104 

649 

12 

9,634 

1955 

59,404 

48,899 

_ 

1 

1 

73 

547 

19 

9,864 

1956 

62,086 

51,895 

1 

2 

1 

40 

597 

15 

9,535 

1957 

73,761 

61,524 

- 

2 

- 

63 

599 

24 

11,549 

1958 

91,668 

77,461 

- 

- 

2 

67 

724 

23 

13,391 

1959 

100,672 

86,790 

- 

- 

3 

78 

787 

21 

12,993 

1960 

110,034 

95,710 

_ 

1 

_ 

90 

622 

12 

13,599 

1961 

146,643 

125,830 

- 

- 

- 

112 

94  7 

31 

19,723 

1962 

147,780 

123,878 

- 

1 

1 

,80 

903 

37 

22,880 

1963 

155,493 

129,814 

- 

1 

- 

128 

1,188 

33 

24,329 

1964 

171,719 

143,167 

- 

- 

- 

125 

1,088 

47 

27,292 

1965 

180,323 

151,137 

_ 

_ 

_ 

88 

1,022 

49 

28,027 

1966 

192,354 

163,005 

- 

1 

? 

101 

909 

75 

28,261 

1967 

208,329 

175,125 

- 

1 

1 

138 

1,033 

68 

31,963 

1968 

197,811 

165,593 

- 

- 

3 

128 

953 

69 

31,065 

1969 

184,930 

155,000 

- 

- 

- 

87 

867 

66 

28,910 

1970 

194,399 

162,451 

_ 

3 

_ 

115 

1,262 

58 

30,510 

1971 

201,352 

168,364 

- 

1 

2 

179 

1,782 

120 

30,904 

1972 

182,869 

153,934 

- 

1 

3 

105 

1,361 

92 

27,373 

1973 

173,197 

145,914 

- 

- 

- 

101 

1,458 

92 

25,632 

1974 

189,513 

157,967 

- 

IS 

2 

163 

2,171 

172 

29,023 

1975 

254,484 

209,330 

_ 

1 

_ 

189 

3,506 

280 

41,178 

1976 

246,549 

209,067 

- 

- 

2 

141 

3,235 

525 

33,579 

1977 

214,399 

181,194 

- 

- 

1 

96 

3,046 

640 

29,422 

^Section  75,  the  Frazier  Lemke  Act  repealed  March  1,  1949. 
^Section  77. 
3Chapter  IX. 
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UNITED  STATES  DISTRICT  COURTS 
Total  assets  realized  in  asset  cases   closed  between  1950  and  1976 

Proceeds  Realized 
Year No.  of  cases Total Average  per  case 

1950  3,792            $  29,173,853  $  7,694 

1951  4,538              30,719,254  6,769 

1952  5,284              41,087,748  7,776 

1953  5,062              36,217,317  7,155 

1954  5,062              34,623,745  6,840 

1955  6,320              35,380,830  6,073 

1956  7,035              42,772,019  6,080 

1957  7,668              51,569,201  6,725 

1958  8,449              51,148,958  6,054 

1959  9,301              52,480,907  5,642 

1960  10,485              63,282,473  6,036 

1961  10,793              62,981,577  5,835 

1962  12,890              73,315,216  5,688 

1963  14,531              80,076,555  5,511 

1964  15,124              73,197,759  .  4,840 

1965  18,513              96,776,271  5,227 

1966  18,532              99,385,226  5,363 

1967  19,144             104,238,293  5,445 

1968  21,360              92,029,764  4,308 

1969  22,355             113,136,826  5,061 

1970  Not  available 

1971  Not  available 

1972  •  Not  available 

1973  Not  available 

1974  18,721             157,975,385  8,438 

1975  17,282             136,930,116  .   7,923 
1976**         25,154             182,696,372  7,263 

All  years  referred  to  are  statistical  years  ending  June  30th 
of  the  year  stated. 

Asset  case  is  defined  as  an  ordinary  bankruptcy  proceeding 
(as  distinguished  from  a  proceeding  under  one  of  the  special 
relief  chapters  of  the  Bankruptcy  Act)  in  which  there  is  a 
realization  over  and  above  exemptions  and  costs  of  adminis- 
tration which  permits  some  distribution  to  some  class  of 
creditor. 

Preliminary 
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PRELIMINARY  STATISTICAL  TABLES  OF  BANKRUPTCY  CASE  TERMINATIONS 

FOR  STATISTICAL  YEAR  ENDING  JUNE  30,  1976 

TABLE  F  4A  -  Straight  bankruptcy  cases  concluded  during  the 
fiscal  year  ended  June  30,  1976 

Total  straight  bankruptcy  cases  concluded  209,365 

Number  concluded  by  dismissal  3,693 

Number  concluded  by  consolidation  36,189 

Number  of  asset  cases  25,154 

Discharges 

Granted  23,926 

Denied  102 

Waived  1,116 

Number  of  nominal  and  no  asset  cases  144,329 
Discharges 

Granted  142,897 

Denied  818 

Waived  614 


TABLE  F  4B  -  Special  relief  cases  concluded  during  the  fiscal 
year  ended  June  30,  1976 

Chapter  X 

Dismissed  53 

Consolidated  1 

Adjudicated  27 

Reorganizations  16 

Chapter  XI 

Dismissed  493 

Consolidated  148 

Adjudicated  1,099 

Arrangements  457 

Chapter  XII 

Dismissed  150 

Consolidated  2 

Adjudicated  55 

Arrangements  11 

Chapter  XIII 

Dismissed  14,464 

Consolidated  1,832 

Adjudicated  3,324 

Arrangements  10,799 
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TABLE  F  5  -  Total  proceeds  realized  showing  administrative  expenses 
and  amounts  paid  to  creditors  in  asset  cases  concluded 
under  the  Bankruptcy  Act  during  the  fiscal  year 
ended  June  30,  1976 

Proceeds  realized 

Number  of  cases  25,154 

Total  $182,696,372 

Average  per  case  $7,263 

Administrative  fees  and  expenses 

Total  $  41,131,085 

Average  per  case  $1,6  35 

Percent  of  proceeds  realized  22.5 

Amount  paid  to  secured  creditors  $  66,710,80  8 

Percent  of  proceeds  realized  36.5 

Amount  paid  to  priority  creditors 

Wages  $   2,225,818 

Percent  of  proceeds  realized  1.2 

Taxes  16,603,662 

Percent  of  proceeds  realized  9.1 

Other  priority  2,220.685 

Percent  of  proceeds  realized  1.2 

Amount  paid  to  unsecured  creditors  $  46,485,177 

Percent  of  proceeds  realized  25.4 

Other  payments 

Total  7,319,138 

Percent  of  proceeds  realized  4.0 

TABLE  F  6  -  Amount  of  liabilities  and  amount  of  payments  to 
creditors  by  class  of  creditors  in  asset  cases 
concluded  under  the  Bankruptcy  Act  during  the 
fiscal  year  ended  June  30,  1976 

Number  of  cases  25,154 

Total  claims  allowed  $1,086,145,308 

Total  payments  to  creditors  $   134,246,150 

Percent  of  liabilities  paid  12.6 

Priority  claims  allowed  $  77,640,255 

Payment  to  priority  creditors  $  21,050,165 

Percent  of  priority  claims  paid  27.1 

Secured  claims  allowed  $  66,920,34  8 

Payments  to  secured  creditors  $  66,710,808 

Percent  of  secured  claims  paid  99.7 

Unsecured  claims  allowed  $921,584,705 

Payments  to  unsecured  creditors  $  46,485,177 

Percent  of  unsecured  claims  paid  5.0 
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TABLE  F  7  -  Administrative  expenses,  total  and  classified  in 
asset  cases  concluded  under  the  Bankruptcy  Act 
during  the  fiscal  year  ended  June  30,  1976 


Number  of  cases 

Total  realization 

Average  realization  per  case 

Total  expenses 

Percent  of  total  realized 

Receivers  commissions 
Percent  of  total  realized 

Receivers  expenses 
Percent  of  total  realized 

Trustees  commissions 
Percent  of  total  realized 

Referees'  Salary  and  Expense  Fund 
Percent  of  total  realized 

Reporting  and  transcribing  testimony 
Percent  of  total  realized 

Accountants  fees  and  expenses 
Percent  of  total  realized 


25,154 

$182,696,372 
$  7,263 

41,131,085 
22.5 

890,105 
.5 

331,429 
.2 

5,525,458 
3.0 

6,004,723 
3.3 

419,529 
.2 

979,423 
.5 


Auctioneers  fees  and  expenses 
Percent  of  total  realized 

Appraisers  fees  and  expenses 
Percent  of  total  realized 

Attorneys  for  creditors 
Percent  of  total  realized 

Attorneys  for  trustees 
Percent  of  total  realized 

Attorneys  for  receivers 
Percent  of  total  realized 

Attorneys  for  bankrupts 
Percent  of  total  realized 

Attorneys  for  others 
Percent  of  total  realized 

Rental  expenses 

Percent  of  total  realized 

Trustees  all  other  expenses 
Percent  of  total  realized 


2,266,078 
1.2 

548,111 
.3 

553,566 
.3 

12,201,116 
6.7 

862,587 
.5 

1,450,306 
.8 

929,334 
.5 

1,702,193 
.9 

6,467,131 
3.5 


22-510   O  -  78  -  70 
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TABLE  F  8  -  Fees  and  Expenses  of  administration  in  nominal  asset 
cases  concluded  under  the  Bankruptcy  Act  during 
the  fiscal  year  ended  June  30,  1976 

Number  of  cases  24,711 

Total  expenses  $   3,757,415 

Average  per  case  152 

Receivers  commissions  .  11,314 

Receivers  expenses  6,473 

Trustees  commissions  1,961,534 

Referees  salary  and  expense  fund  289,253 

Reporting  and  transcribing  testimony  94,241 

Accountants  fees  and  expenses  21,342 

Auctioneers  fees  and  expenses  30,870 

Appraisers  fees  and  expenses  56,153 

Attorneys  for  creditors  6,9  86 

Attorneys  for  trustees  448,762 

Attorneys  for  receivers  8,4  36 

Attorneys  for  bankrupts  251,505 

Attorneys  for  others  34,560 

Rental  expenses  119,649 

Trustees  and  all  other  expenses  416,337 

TABLE  F9  -  Liabilities  and  disbursements  in  nominal  asset  cases 
concluded  under  the  Bankruptcy  Act  during  the 
fiscal  year  ended  June  30,  1976 

Number  of  cases  24,711 

TOTAL  LIABILITIES  $380,455,539 

Priority  claims  26,949,920 

Unsecured  claims  352,912,616 

TOTAL  DISBURSEMENTS  4,484,195 

TABLE  F  11  -  Total  debts  provided  for  and  amounts  paid  or  to  be  pa 
under  plans  of  arrangement  concluded  under  Chapters 
XI  and  XIII  of  the  Bankruptcy  Act  during  the  fiscal 
year  ended  June  30,  1976 

Chapter  XI 

Number  of  arrangements  457 

Total  of  allowed  unsecured  debts  provided 

for  in  the  plan  $329,826,595 

Total  amount  of  consideration  paid  or 

to  be  paid  under  the  plan  to 

unsecured  creditors  113,459,603 
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Chapter  XIII 

Number  of  arrangements  10,799 

Total  debts  affected  $  47,681,450 

Paid  under  plan  42,565,943 
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SEPARATE  REPORT  OF  THE  AD  HOC  COMMITTEE 
ON  BANKRUPTCY  LEGISLATION  CONCERNING  THE  INTERCHANGEABLE  USE 
OF  REFEREES  IN  BANKRUPTCY  AND  UNITED  STATES  MAGISTRATES 


TO  THE  CHIEF  JUSTICE  OF  THE  UNITED  STATES,  CHAIRMAN,  AND 
MEMBERS  OF  THE  JUDICIAL  CONFERENCE  OF  THE  UNITED  STATES: 


The  Committee  in  its  second  preliminary  report  has 
recommended  that  the  bankruptcy  courts  be  given  jurisdiction 
over  actions  "arising  under"  or  "related  to"  bankruptcy 
proceedings,  now  tried  in  state  courts,  upon  a  showing  of 
undue  delay  or  other  detriment  to  the  bankrupt  estates.   The 
committee  is  convinced  that  the  existing  courts  of  bankruptcy 
can  assume  this  increased  and  centralized  jurisdiction 
without  the  necessity  of  creating  a  separate  Article  III 
court.   Because  future  caseloads  cannot  be  predicted,  we  deem 
it  necessary  however  to  provide  maximum  flexibility  in  the 
federal  court  system.   To  the  extent  that  the  number  of  referees 
can  be  increased  or  decreased,  as  needs  of  a  district  dictate, 
a  degree  of  flexibility  already  exists. 

Our  study,  however,  has  also  heightened  interest  in  the 
feasibility  of  combining  the  official  functions  of  referees 
and  magistrates  into  one  judicial  officer.   This  interest  is 
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generated  by  the  experimental  use  of  combined  magistrate- 
referee  functions  in  certain  districts  using  part-time 
referees  and  magistrates. 

Our  committee  believes  that  the  utilization  of  combined 
magistrate-referee  positions  may  possibly  serve  as  a  further 
solution  to  any  future  caseload  problems.   The  committee  also 
has  studied  the  feasibility  of  transferring  administrative 
duties  now  being  performed  by  the  referee  to  the  clerk  of 
the  court. 

The  prospects  of  acheving  a  flexible  use  of  referees  in 
bankruptcy,  United  States  magistrates  and  clerks  of  court  in 
discharging  the  duties  of  a  district  court  are  clearly 
apparent  when  the  presently  assigned  duties  are  compared  and 
analyzed. 


In  1946  the  position  of  referee  in  bankruptcy  was  upgraded 
to  provide  the  district  courts  with  a  higher  quality  judicial 
officer  to  assist  the  courts  in  disposing  of  their  bankruptcy 
caseloads.   A  referee  in  bankruptcy  today  exercises  summary 
jurisdiction  over  virtually  all  proceedings  in  bankruptcy  and 
"controversies  arising  in  proceedings  in  bankruptcy."  He 
issues  process  and  orders,  conducts  adversary  hearings,  makes 
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factual  determinations,  decides  claims  and  disputes,  inter- 
prets the  law,  and  otherwise  performs  judicial  duties.   While 
the  district  court  itself  is  the  court  of  bankruptcy, 
references  of  most  matters  to  the  referee  are  automatic  and 
subject  only  to  appeal  to  a  district  judge.   Referees  may  also 
be  appointed  as  special  masters  to  try  the  factual  issues  of 
certain  controversies. 

In  addition,  the  referee  with  the  assistance  of  clerks 
performs  a  variety  of  administrative  duties,  such  as  (1)  the 
receipt  and  handling  of  voluntary  and  involuntary  petitions, 
schedules,  and  statements  of  affairs;  (2)  the  issuance  of 
notices  to  creditors  of  the  significant  developments  in  cases 
under  the  Act;  (3)  the  allowance  and  disallowance  of  claims; 

(4)  the  granting  of  discharges  when  no  objections  are  filed; 

(5)  approving  the  assumption  of  executory  contracts  of  debtors; 

and  (6)  determining  the  priority  of  distribution  of  proceeds 

and  the  ordering  of  the  payment  of  dividends.   In  addition, 

such  duties  as  appointing  trustees  and  receivers  and  presiding 

over  the  first  meeting  of  creditors  might  be  viewed  as  more 

administrative  than  judicial. 

In  1968  the  office  of  United  States  magistrate  was  created 
to  assist  the  district  courts.   The  Federal  Magistrates  Act 
was  designed  to  replace  the  old  United  States  commissioner 
system  and  "reform  the  first  echelon  of  the  federal  judiciary 
into  an  effective  component  of  a  modern  scheme  of  justice." 
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[S.  Rep.  No.  371,  90th  Cong.,  1st  Sess.,  p.  8  (1967)].   The 
Act  established  an  upgraded  lower  tier  of  federal  judicial 
officers  and  authorized  them  to  exercise  three  basic 
categories  of  jurisdiction:   (a)  initial  proceedings  in 
criminal  cases;  (b)  the  trial  and  disposition  of  minor  federal 
criminal  offenses  and  (c)  a  variety  of  other  duties  to  assist 
the  district  judges  in  disposing  of  the  civil  and  criminal 
caseloads  of  the  courts. 

Under  the  1976  jurisdictional  amendments  to  the  Magistrates 
Act  a  judge  may  designate  a  magistrate  to:   (a)  hear  and 
determine  any  civil  or  criminal  pretrial  matter  or  motion; 
(b)  review  and  recommend  a  decision  of  any  case-dispositive 
motion  or  prisoner  petition;  (c)  serve  as  a  special  master; 
(d)  try  any  civil  case  upon  consent  of  the  parties;  and  (e) 
perform  any  other  duty  which  may  be  consistent  with  the 
Constitution  and  laws  of  the  United  States.   The  magistrate's 
authority  in  such  "additional  duty"  proceedings  is  not 
independent.   Rather,  it  derives  from  the  jurisidction  of 
the  article  III  judges  of  the  district,  and  can  only  be 
exercised,  upon  reference  from  the  judges. 

Magistrates  also  perform  a  limited  number  of  administrative 
duties  such  as  appointing  Criminal  Justice  Act  attorneys, 
examining  attorney  vouchers,  serving  on  Speedy  Trial  Act 
planning  groups,  exercising  calendar  management  duties,  and 
assisting  the  courts  in  preparing  local  rules  and  plans. 
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The  Federal  Magistrates  Act  authorized  the  Judicial    , 
Conference  to  create  combination  positions  of  referees  in 
bankruptcy  and  magistrates  in  limited  situations.   The 
Conference  has  long  recognized  the  compatibility  of  the  two 
offices. 

The  offices  of  United  States  magistrate  and  referee  in 
bankruptcy  are  similar  in  that  both  require  the  incumbent  to 
issue  process,  conduct  hearings,  find  facts  and  make  deter- 
minations in  specified  areas  of  federal  law.   The  quali- 
fications and  iudicial  skills  required  for  the  two  positions 
are  identical. 

A  referee  in  bankruptcy  must  become  familiar  with  all  the 
various  intricacies  of  the  bankruptcy  and  commercial  laws. 
A  magistrate,  on  the  other  hand,  must  be  knowledgeable  in  all 
areas  of  civil  and  criminal  law  since  he  is  required  to  assist 
the  judges  in  pretrial  and  discovery  matters  and  perform  a  wide 
variety  of  other  duties.   Referees  also  generalize  in  that  they 
deal  with  common  law  fraud  questions,  make  a  wide  variety  of 
factual  determinations  and  interpret  statutes  other  than  the 
Bankruptcy  Act. 

The  specific  subject  matter  handled  by  the  magistrates  and 
referees  may  be  different,  but  the  judicial  decision-making 
process  is  the  same  for  both  officers.   There  is  no  reason  why 
a  magistrate  cannot  decide  a  bankruptcy  claim  as  easily  as  he 
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decides  a  civil  discovery  matter.   Likewise,  a  referee  is 
fully  capable  of  issuing  an  arrest  warrant  or  holding  a 
removal  hearing.   A  district  judge,  for  example,  may  be  called 
upon  to  do  all  of  the  above. 

The  A.  B.  A.  Standards  Relating  to  Court  Organization, 
state  that:   "The  court  of  original  proceedings  should  be 
organized  as  a  single  court."   The  court  "should  have  a  single 
class  of  judges,"  and  "(t)o  assist  the  judges,  the  court  should 
have  a  convenient  number  of  judicial  officers,  performing  such 
functions  as  committing  magistrate,  court  commissioner, 
hearing  officer  and  full-time  referee..." 

The  present  co-equal,  but  separate  systems  of  referees  and 
magistrates  appear  to  work  very  well.   The  Judicial  Conference, 
however,  has  now  authorized  eight  combination  positions  of 
referee  in  bankruptcy  and  United  States  magistrate.   Four  of 
the  positions  are  part-time  and  four  are  designated  as  aggregate 
full-time  positions. 

A  review  of  the  current  caseload  and  duties  of  the 
combination  positions  indicates  that  the  incumbents  have  no 
difficulty  in  handling  the  two  jobs  concurrently.   Moreover, 
on  limited  occasions  some  individual  magistrates  have  been 
called  upon  to  perform  bankruptcy  duties  upon  the  unavailability 
or  disqualification  of  a  referee. 
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The  greatest  advantage  of  authorizing  combination 
positions  is  that  two  part-time  offices  can  be  combined  in 
certain  cases  into  a  single  full-time  position,  with  appropriate 
staff  and  resources  and  with  no  competing  demands  from  a 
private  law  practice. 

A  full-time  combination  position  may  also  be  more  efficient, 
as  the  incumbent  and  his  staff  are  always  available  at  the 
courthouse  and  may  schedule  magistrate  and  bankruptcy  duties 
to  complement  each  other.   In  Oregon,  for  example,  the  full- 
time  referee-magistrate  at  Eugene  takes  care  of  bankruptcy 
business,  minor  offenses,  and  civil  pretrials  and  motions  on 
the  same  joint  calendar  when  he  travels  to  outlying  court 
locations . 

II 

The  administrative  or  quasi- judicial  duties  of  a  referee 
in  bankruptcy  have  no  direct  counterpart  in  the  magistrate 
system.   The  referee  does  have  a  sizeable  clerical  staff, 
which  is  heavily  involved  in  mailing  notices  and  orders,  setting 
meetings,  taking  filings,  and  computing  claims.   He  also 
presides  over  meetings  of  creditors,  appoints,  or  approves  the 
election  of,  trustees  or  receivers,  and  may  generally  supervise 
the  trustees  and  the  administration  of  the  estate.   The 
magistrate,  on  the  other  hand,  has  no  staff  beyond  his 
secretary  and  clerk  and  has  only  limited  administrative  responsi- 
bilities, such  as  appointment  of  Criminal  Justice  Act  attorneys. 
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The  essential  role  of  a  judicial  officer  is  to  resolve 
disputes.   Accordingly,  certain  of  the  duties  of  referees 
could  be  transferred  to  an  administrative  officer.   The 
clerk  of  court  could  supervise  the  bankruptcy  clerical  staff, 
be  responsible  for  calendaring,  statistical  reporting,  noticing, 
etc.   He  could  appoint  or  approve  the  election  of  trustees, 
receivers,  or  other  professionals,  using  guidelines  laid  down 
by  the  district  court.   He  could  also  invest  funds,  approve 
fees,  and  generally  supervise  the  administration  of  the 
estate. 

The  clerk  might  also  preside  over  first  meetings  of 
creditors  and  make  declarations  or  enter  default  judgments  as 
authorized  in  civil  cases  by  Rule  55.   He  could  thus  handle 
scheduling  and  effectively  screen  all  routine  matters  for  the 
judicial  officers  of  the  court.   In  no  asset  cases,  generally 
the  referee  would  be  relieved  of  much  routine  administrative 
work.   Only  if  there  were  a  contested  issue  would  a  judicial 
officer  be  needed. 

With  the  transfer  of  the  clerical  and  administrative 
functions  to  the  clerk  of  the  district  court,  the  duties 
remaining  of  a  referee  would  be  primarily  judicial  in  nature 
and  compatible  with  those  of  a  magistrate. 

After  transfer  of  the  administrative  duties  there  would  be 
a  general  reduction  in  the  workload  and  duties  of  referees 
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nationwide.   The  referees  would  then  be  in  a  position  to 
assume  additional  work  for  the  courts,  including  handling 
"plenary"  bankruptcy  suits  and  a  full  range  of  duties  under 
28  U.3.C.  636(b).   A  merger  or  cross-assignment  system  among 
referees  and  magistrates  would  allow  the  courts  to  convert 
several  existing  part-time  referee  positions  to  a  full-time 
basis  and  provide  maximum  flexibility  in  the  allocation  and 
utilization  of  judicial  resources. 

Ill 

Since  the  Magistrates  Act  is  already  based  upon  the 
Bankruptcy  Act,  the  Committee  gave  consideration  to  a  merger 
of  the  two  systems.   We  believe  that  such  a  result  could  be 
accomplished  without  major  statutory  restructuring.   In  both 
systems  the  number  and  location  of  each  individual  position 
within  a  district  is  determined  by  the  Judicial  Conference 
after  a  survey  of  their  pertinent  workload  by  the  Administrative 
Office,  and  after  consideration  of  the  recommendations  of  the 
district  court  and  the  circuit  council.   The  Conference  also 
determines  whether  each  position  will  be  full-time  or  part-time 
and  what  administrative  arrangements  should  apply.   The  power 
to  appoint  individuals  to  office  under  each  system  is  thus 
vested  in  the  judges  of  the  district  courts. 

Complete  consolidation  could  be  achieved  within  the  general 
framework  of  the  current  law  because  the  United  States  Code 
already:   (1)  establishes  jurisdiction  in  the  district  courts 
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over  bankruptcy  proceedings  (28  U.S.C.  1334);  and  (2)  provides 
a  procedural  framework  for  handling  bankruptcy  proceedings 
(Title  11) •   Apart  from  whatever  changes  in  the  substantive 
law  may  be  deemed  desirable,  the  existing  law  could  readily 
be  modified:   (1)  to  delete  all  references  to  referees  in 
bankruptcy  throughout  the  Code ;  (2)  to  provide  that 
magistrates  are  authorized  to  determine  controversies  under 
the  bankruptcy  laws  (Title  11) ;  (3)  to  authorize  the  clerk  of 
court  co  process  administrative  and  uncontested  matters  under 
the  bankruptcy  laws  (Title  11) ;  (4)  to  make  cross-reference 
to  the  new  bankruptcy  jurisdiction  of  magistrates  in  the 
general  jurisdiction  provisions  concerning  magistrates 
(28  U.S.C.  636(a));  (5)  to  authorize  clerks  of  the  district 
courts  to  appoint  and  supervise  bankruptcy  administrators 
(28  U.S.C.  751);  and  (6)  to  make  necessary  conforming  amend- 
ments in  Title  28,  dealing  with  a  variety  of  administrative 
and  technical  matters. 

IV 

There  is  substantial  thought  that  merger  of  the  two  systems 
should  be  considered  by  the  Judicial  Conference  in  achieving 
a  fully  integrated,  unified  Judicial  system.   Actual  merger, 
however,  is  not  essential  at  this  point.   The  Judicial 
Conference  already  has  the  authority  to  create  combination 
positions  in  certain  limited  situations  and  has  requested 
statutory  authority  for  the  last  five  years  that  would  permit 
the  creation  of  an  additional  number  of  combination  referee- 
magistrate  positions. 
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It  is  recommended  that  the  Judicial  Conference  authorize 
the  continued  study,  by  this  Committee,  the  Magistrate 
Committee  and  the  Bankruptcy  Committee,  or  all  of  the  above, 
of  combining  the  offices,  with  the  possibility  of  recommending 
legislation  to  permit  magistrates  and  referees  interchangeably 
to  perform  each  other's  duties  as  the  needs  of  the  courts  and 
fluctuating  caseloads  dictate,  and  thus  provide  the  greatest 
flexibility  in  assigning  subordinate  judicial  officers  to 
handle  all  the  business  of  the  federal  trial  courts.   Such 
interchange  of  duties  should  not  be  mandatory,  but  rest  in 
the  discretion  of  each  district  court. 

There  are  presently  164  full-time  and  323  part-time 
magistrate  positions  authorized.   The  bankruptcy  system  is 
staffed  with  211  full-time  referees  and  26  part-time  officers. 
Together  a  corps  of  379  full-time  officers  and  341  part-time 
officers  would  be  available  to  perform  bankruptcy  and 
magistrate  duties. 

This  result  could  be  accomplished  by  two  basic  changes  in 
the  existing  statutes: 

1)  Amending  section  35  of  the  Bankruptcy  Act  and 
section  631(c)  of  the  Magistrates  Act  to  allow 
the  Judicial  Conference  complete  flexibility 
in  establishing  combination  positions;  and 

2)  Amending  the  jurisdictional  provision  of  the 
Magistrates  Act  to  allow  a  magistrate  to  perform 
all  the  duties  of  a  referee  in  bankruptcy. 

Suggested  statutory  language  is  attached. 
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RECOMMENDATION 

The  Committee  recommends  that  this  report  be  referred 
to  the  appropriate  committee  or  committees  of  the  Judicial 
Conference  for  a  report  to  the  next  session  of  the  Con- 
ference and  that  the  Ad  Hoc  Committee  be  authorized  to 
continue  its  study. 

Respectfully  submitted, 

June  7,  1977  Wesley  E.  Brown,  Chairman 

Ruggero  J.  Aldisert 
Roger  Robb 
Harlington  Wood,  Jr. 
Robert  E.  DeMascio 
Garnett  T.  Eisele 
John  B .  Hannum 
James  Lawrence  King 
Joseph  S.  Lord  III 
Thomas  J.  MacBride 
Raymond  J.  Pettine 
Morey  L.  Sear 
Charles  E.  Simons,  Jr. 
Gordon  Thompson,  Jr. 
Edward  Weinfeld 
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BILL 


To  improve  the  administration  of  the  Federal  Magistrates 
System,  and  for  other  purposes. 


Be  it  enacted  by  the  Senate  and  House  of  Representatives 
of  the  United  States  of  America  in  Congress  assembled,  That 


[Sections  1  and  2  omitted. 
*        *       * 


SEC.  3.   Section  35  of  the  Bankruptcy  Act,  as  amended 
(11  U.S.C.  63)  is  amended:   (1)   by  inserting  in  the  proviso 
to  clause  (2)  thereof,  immediately  preceding  the  words 
"part-time  referees,"  the  words  "full-time  and  part-time 
referees  may,  with  the  approval  of  the  Conference,  serve  as 
United  States  magistrates  and  magistrates  may  serve  as  referees 
and";  and  (2)   by  striking  the  words  "United  States  commissiorers , " 
from  the  proviso. 

SEC.  4.   (a)   Subsection  (c)  of  section  631  of  title  28, 
United  States  Code,  is  amended  by  striking  out  the  word 
"part-time"  wherever  it  appears  therein;  and  (2)  by  inserting 
in  the  first  proviso  thereto,  immediately  following  the  term 
"United  States  magistrate"  the  words  "and  a  United  States 
magistrate  may  be  designated  to  serve  as  a  referee  in  bankruptcy 
or  a  clerk  or  deputy  clerk  of  a  court  of  the  United  States". 


N 


mi 


(b)  Subsection  (e)  of  section  631  of  title  28,  United 
States  Code,  is  amended  by  adding  at  the  end  thereof  the 
following  new  sentence:   "In  the  case  of  an  individual 
appointed  to  serve  both  as  a  referee  in  bankruptcy  and  as 

a  magistrate,  his  term  of  appointment  as  magistrate  shall 
expire  upon  the  expiration  of  his  term  as  referee  in  bank- 
ruptcy, including  any  additional  period  of  service  pending 
appointment  of  a  successor  as  provided  for  in  section  34 
of  the  Bankruptcy  Act." 

(c)  Subsection  (a)  of  section  634  of  title  28,  United 
States  Code,  is  amended  by  inserting,  immediately  following 
the  first  sentence  thereof,  the  following: 

"Provided,  however,  That  the  salary  of  an  individual 
performing  the  duties  of  both  referee  in  bankruptcy  and 
United  States  magistrate  may  be  fixed  at  an  aggregate  amount 
which  does  not  exceed  the  maximum  salary  now  or  hereafter 
provided  for  full-time  referees  in  bankruptcy  referred  to 
in  section  40a  of  the  Bankruptcy  Act,  as  amended  (11  U.S.C. 
68(a)). 

(d)  The  first  sentence  of  subsection  (a)  of  section 
635  of  title  28,  United  States  Code,  is  amended  by  adding 
the  words  "and  individuals  performing  full-time  duties  as 
referee  in  bankruptcy  and  magistrate"  immediately  preceding 
the  words  "shall  be  allowed." 

SEC.  5.  Subsection  636(a)  of  title  28,  United  States 
Code,  is  amended: 


.• 


<• 
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(a)  by  deleting  the  word  "and"  at  the  end  of  paragraph 
(a)(2); 

(b)  by  deleting  the  period  at  the  end  of  paragraph  (a) (3j_ 
and  inserting  in  lieu  thereof  ";and";  and 

(c)  by  adding  at  the  end  of  subsection  (a)   the  following 
new  paragraph: 

"(4)   all  powers  and  duties  conferred  or  imposed  up_on 
referees  in  bankruptcy  under  the  Bankruptcy  Act  of  July  1,  1893, 
ch.  541,  30  Stat.  544,  as  amended  (title  11,  United  States  Code) 
when  and  to  the  extent  specially  designated  to  exercise  such 
jurisdiction  by  the  court  or  courts  the  magistrate  serves. 
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ADMINISTRATIVE  OFFICE  OF  THE 
UNITED   STATES  COURTS 

WASHINGTON,   DC.    20544 
WILLIAM    E.    FOLEY 

°",Etrro«  January  23,  1978 

JOSEPH  F.  SPANIOL,  JR. 

DEPUTY  DIRECTOR 

Honorable  Dennis  DeConcini 

Chairman 

Subcommittee  on  Improvements 

in  Judicial  Machinery 
6306  Dirksen  Senate  Office  Building 
Washington,  D.C.  20510 

Dear  Senator  DeConcini: 

During  your  Subcommittee's  Hearing  of  S.  2266  on  November  28, 
Mr.  Feidler  requested  a  "cost  estimate"  for  the  bankruptcy  administrator 
system  proposed  by  the  Judicial  Conference's  Ad  Hoc  Committee  on  Bankruptcy 
Legislation.  Judge  Aldisert  therefore  requested,  and  received,  your  approval 
for  preparation  of  the  enclosed  document  by  the  Administrative  Office,  to  be 
transmitted  for  inclusion  in  the  Hearings  Record  before  the  end  of  January. 

As  noted  at  page  2,  the  enclosed  cost  estimate  is  premised  upon 
an  assumed  total  of  164  administrator  positions,  an  equal  number  of  secre- 
tarial positions,  and  the  transfer  of  supporting  clerical  personnel  now 
serving  referees  in  bankruptcy  to  the  administrators'  offices.  Therefore, 
the  "total -first-year"  and  "annual  recurring"  costs  figures  presented  in 
the  summary  at  page  4  represent  probable  increases  in  the  costs  of  the  exist- 
ing referee  system.  For  that  reason  we  should  note  the  very  strong  possi- 
bility that  there  may  be  some  offsetting  reduction  in  cost  which  cannot  now 
be  accurately  predicted.  Quite  obviously,  if  the  judicial  and  administrative 
functions  are  separated,  with  duties  now  being  performed  by  referees  in 
bankruptcy  being  transferred  to  the  administrator,  there  may  be  a  need  for 
fewer  referees,  or  bankruptcy  judges,  under  the  new  structure.  Still,  with 
the  increase  in  judicial  duties  contemplated  under  section  1334(b),  an 
evaluation  of  the  extent  to  which  the  number  of  bankruptcy  judges  may  be 
reduced  will  not  be  possible  until  some  experience  has  been  had  with  the 
new  structure. 

If  further  information  is  required  concerning  this  material, 
please  have  a  member  of  your  staff  notify  me. 


Sincerely, 


William  E.  Foley^/ 
Director   / 


Enclosure 
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BUDGETARY  REQUIREMENTS  RELATING  TO  THE 
ESTABLISHMENT  OF  THE  OFFICE  OF  BANKRUPTCY  ADMINISTRATOR 
PURSUANT  TO  THE  PROPOSED  AMENDMENT  OF  S.  2266 


It  is  contemplated  that  the  bankruptcy  administrator,  under 
section  209  of  Title  II  of  S.  2266,  will  perform  the  follow- 
ing functions : 

1.  Establish  and  maintain  panels  of  private  trustees. 

2.  Select  the  trustees  for  each  case  under  Chapter  7. 

3.  Supervise  the  trustees. 

4.  Conduct  first  meetings  of  creditors. 

5.  Allow  or  disallow  claims. 

6.  Determine  priority  of  claims. 

7.  Grant  or  withhold  discharges. 

8.  Allow  or  disallow  exemptions. 

9.  Supervise  the  deposit  and  investment  of  estate  funds. 

10.  Audit  or  cause  accounts  of  trustees  to  be  audited. 

11.  Provide  notice  to  parties  in  interest  of  disallowance 
of  claims,  claimed  exemptions  or  discharges  withheld. 

12.  Perform  other  duties  prescribed  by  regulation  of  the 
Judicial  Conference,  e.g.,  surveillance  over  depository 
bonds . 

Various  portions  of  these  functions  will  be  performed  by 
clerical  personnel,  subject  to  the  general  supervision  of  the 
bankruptcy  administrator. 
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There  are  presently  214  full-time  and  24  part-time  bankruptcy- 
judges  located  and  holding  court  in  151  headquarters'  offices 
and  276  divisional  offices.   This  estimate  is  based  on  an 
assumed  total  of  164  bankruptcy  administrators :   17  at  the 
highest  grade  level,  133  at  the  middle  grade  level,  and  14 
at  the  lowest  grade  level. 

In  determining  both  the  number  of  bankruptcy  administrators 
required,  as  well  as  appropriate  levels  of  compensation, 
consideration  has  been  given  to  the  following  factors: 

1.  The  total  volume  of  bankruptcy  petitions  filed  annually 
in  each  judicial  district. 

2.  The  effect  on  the  requirements  of  those  judicial 
districts  in  which  a  large  part  of  the  total  volume 
of  filings  are  wage  earner  petitions. 

3.  The  general  character  of  cases,  in  terms  of  the 
relationship  of  business-related  cases  to  the  total 
volume  of  cases. 

4.  The  number  of  present  headquarters'  offices  and 
designated  places  for  holding  bankruptcy  court  as 
indicative  of  the  number  of  locations  at  which  bank- 
ruptcy administrators  will  be  headquartered  and  hold 
first  meetings  of  creditors. 

5.  The  number  of  adversary  proceedings  concluded  by 
bankruptcy  judges,  the  number  of  such  proceedings 
involving  objections  to  the  bankrupt's  discharge, 
the  number  of  contested  matters  concluded  in  each 
district,  and  those  specifically  dealing  with  objec- 
tions to  claims  and  exemptions.   Each  of  these  relate 
to  specific  responsibilities  assigned  to  bankruptcy 
administrators . 

The  number  of  bankruptcy  administrators  and  secretarial 
positions  required  are  in  addition  to  personnel  currently 
authorized  for  referees  in  bankruptcy,  who  presumably  will 
be  transferred  to  the  bankruptcy  administrators .   It  is 
contemplated  that  the  services  normally  performed  by  court- 
room deputies  also  will  be  performed  by  personnel  currently 
authorized  for  the  referees.   It  is  not  possible  to  estimate 
at  this  time  what  additional  personnel  may  be  necessary  in 
some  offices  with  respect  to  supervision  of  Chapter  XIII 
trustees'  operations  or  for  supervision  of  the  investment 
of  estate  funds. 
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Travel  costs  have  been  calculated  at  the  rate  of  $2,000  per 
administrator.   It  is  estimated,  generally,  that  75  percent 
of  the  present  travel  costs  of  bankruptcy  judges  can  be 
attributed  to  the  conduct  of  first  meetings  of  creditors. 
However,  both  bankruptcy  administrators  and  bankruptcy 
judges  will  continue  to  travel  to  all  divisional  places  of 
holding  court.   The  bankruptcy  administrators  will  hold  the 
first  meetings  and  the  bankruptcy  judges  will  travel  for 
purposes  of  interim  and  final  meetings  and  for  hearings  on 
adversary  proceedings  and  contested  matters.   Consequently, 
there  will  be  some  savings  on  the  present  level  of  travel  of 
bankruptcy  judges,  but  this  will  be  reduced  to  the  extent 
that  the  bankruptcy  judges  will  no  longer  be  able  to  combine 
first  meetings  with  other  meetings  or  trials. 

The  cost  of  communications,  including  long  distance  telephone 
and  postage,  has  been  calculated  at  an  average  rate  of  $850 
per  position.   This  unit  cost  contemplates  an  increase  of 
220,000  mailings  per  year  for  the  notification  of  interested 
parties  of  disallowance  of  claims,  extensions  and  withheld 
discharges,  and  adverse  determinations  of  priority  claims. 
An  additional  $75,000  was  included  to  cover  increased  postage 
fees  resulting  from  the  increased  jurisdiction  over  plenary 
actions. 

Printing,  other  services,  and  supplies  and  materials  have 
been  estimated  at  an  average  cost  of  $750  per  position. 
Office  equipment  is  estimated  at  $1,600  for  each  bankruptcy 
administrator's  office  as  a  nonrecurring  expenditure  for  the 
first  year  only. 

Nonrecurring  first  year  c6sts  for  purchasing  furniture  and 
furnishings  have  been  calculated  at  the  rate  of  $6,000  for 
the  office  of  the  bankruptcy  administrator  and  his  secretary. 
Office  space  and  facilities  have  been  calculated  at  the  rate 
of  7  50  square  feet,  @  $8.12  per  foot,  for  each  bankruptcy 
administrator  and  his  secretary.   This  will  also  provide 
sufficient  space  for  meetings  and  conferences  held  by  the 
administrator. 


\ 
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Cost  SuTmr.arv 


Personnel  compensation: 

Bankruptcy  Administrators. 


Grade    No. 


Secretaries. 


Total  permanent  positions... 
Less  anticipated  lapses  (2%) 


328 


Net  personnel  compensation. 
Personnel  benefits 


Travel. 


Communications  and  postage. 

Printing 

Other  services . , 

Supplies  and  materials 

Office  equipment 


Furniture  and  furnishings  (first  year) 

(recurring  years) 


Space  and  facilities 

Total  first  year  cost. 
Annual  recurring  cost. 


Comp, 


JSP-16 

17 

$  721,191 

JSP-15 

133 

4,810,743 

JSP-14 

14 

430,500 

JSP-  8 

17 

232,254 

JSP-  7 

133 

1,640,688 

JSP-  6 

14 

155,414 

7,991,000 
-161,000 


$  7,830,000 

783,000 

328,000 

354,000 

66,000 

49,000 

131,000 

262,000  NR 

984,000  NR 
(98,000) 

1,000,000 

11,787,000 

$10,639,000 


NR  -  Nonrecurring 
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DEPARTMENT  OF  HEALTH.  EDUCATION.   AND  WELFARE 


The  Honorable  Dennis  DeConcini 
Chairman,  Subcommittee  on  Improvements 

in  Judicial  Machinery  IAKI  1  fi  1Q7Q 

Committee  on  the  Judiciary  Jnfll  ID  13/0 

United  States  Senate 
Washington,  D.  C.   20510 

Dear  Mr.  Chairman: 

There  is  pending  before  your  subcommittee  S.  2266,  a  bill 
to  establish  a  uniform  law  on  the  subject  of  bankruptcies. 
I  would  like  to  share  with  you  the  Administration's  views 
on  a  provision  of  that  bill  dealing  with  student  loan 
bankruptcies.   Although  we  believe  this  issue  is  adequately 
addressed  through  section  439A  of  the  Higher  Education 
Act  of  1965,  we  recognize  your  desire  to  consolidate  all 
bankruptcy  issues  into  one  statute.   We,  therefore,  support 
section  523(a) (8)  of  S.  2266  which  would  except  student 
loans  from  discharge  in  bankruptcy  for  the  first  five 
years  of  the  repayment  period  of  such  loans. 

As  you  know,  the  report  on  this  issue  submitted  by  the 
Comptroller  General  on  April  15,  1977,  contained  an 
analysis  of  a  nationwide  sample  of  541  bankrupt  holders 
of  Guaranteed  Student  Loans  which  we  believe  supports 
the  need  for  an  exception  to  discharging  student  loans 
through  bankruptcy.   The  findings  of  the  report  included 
the  following: 

(1)  For  over  35  percent  of  these  bankruptcies, 
educational  debt  was  60  percent  or  more  of 
all  nonproprietary,  unsecured  indebtedness. 

(2)  Approximately  64  percent  of  bankruptcies  in 
the  sample  were  filed  by  persons  who  had  been 
students  in  four-year  public,  four-year  private, 
two-year  public,  and  graduate  institutions.   Thus, 
the  bankruptcy  problem  is  not  confined  to  students 
from  proprietary,  vocational/technical  institutions. 

(3)  Seventy-two  percent  of  those  holders  of  student 
loans  who  filed  for  bankruptcy  were  employed  at 
the  time  of  filing.   Under  section  427 (a) (2) (C) (v) 
of  the  Higher  Education  Act  of  1965,  unemployed 
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borrowers  are  entitled  to  a  one-year  deferral 
of  their  loan  obligation,  and  thus  would  not 
have  a  need  to  petition  for  bankruptcy. 

(4)  Approximately  40  percent  of  those  who  filed  for 
bankruptcy  were  in  professional,  administrative/ 
managerial,  paraprofessional  and  other  "white 
collar"  occupations,  including  attorney,  physician, 
psychologist,  dentist,  engineer,  teacher,  manager 
or  assistant  manager,  supervisor,  counselor,  ac- 
countant, nurse,  draftsman,  computer  operator, 
medical  technician,  salesman  and  clerk. 

(5)  In  the  year  prior  to  filing  for  bankruptcy,  over 
20  percent  of  those  who  filed  earned  over  $10,000 
per  year,  and  39  percent  had  incomes  between  $5,000 
and  $10,000. 

(6)  The  average  income  at  the  time  of  filing  for  bank- 
ruptcy was  about  $6,400. 

(7)  For  most  of  those  filing  for  bankruptcy,  earnings 
increased  in  the  period  from  two  years  before 
bankruptcy  to  one  year  before  bankruptcy. 

(8)  For  eight  percent  of  these  bankruptcies,  educational 
debts  were  the  only  ones  listed. 

While  we  agree  that  there  are  a  number  of  legitimate  reasons  for 
bankruptcy,  including  unemployment,  underemployment,  poor 
personal  financial  management,  marital  difficulties,  and  illness, 
the  information  provided  in  the  GAO  report  supports  our  contention 
that,  for  a  growing  number  of  individuals,  filing  for  bankruptcy 
is  a  means  of  taking  the  easy  way  out  of  indebtedness  for  federally 
guaranteed  student  loans.   Unfortunately,  in  the  case  of  these 
educational  loans,  nothing  can  be  repossessed,  leaving  the  tax- 
payer to  bear  the  burden.   In  addition,  the  positive  effects  of 
education  remain  with  the  individual  and  serve  to  enhance  his 
earning  potential  even  after  declaring  bankruptcy.   A  great  many 
graduates  of  American  educational  institutions  leave  school  with 
a  substantial  debt  burden  and  must  begin  their  posteducational 
years  with  meager  incomes.   These  people  find  a  way  to  pay  back 
their  student  loans  which  in  many  cases  made  it  possible  for  them 
to  receive  education  and  training  which  they  could  not  otherwise 
have  afforded.   To  permit  a  significant  number  of  people  in 
similar  circumstances  to  avoid  their  responsibilities  to  repay 
their  loans  by  simply  declaring  bankruptcy  is  certainly  a  dis- 
couragement to  the  many  who  meet  their  obligations.   It  was  for 
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this  reason  that  Section  4  39A  of  the  Higher  Education  Act  was 
enacted  in  September  of  1976.   Section  439A  of  the  Higher 
Education  Act  became  effective  on  October  1,  1977,  and  we  believe 
the  frequency  of  the  use  of  bankruptcy  to  escape  repayment 
responsibility  for  education  loans  will  now  decrease. 

I  would  like  to  emphasize  that,  under  the  provisions  of  both 
Section  439A  of  the  Higher  Education  Act  and  Section  523(a)  (8) 
of  S.  2266,  a  bankruptcy  court  may  still  discharge  student  loan 
debts  in  cases  of  severe  economic  hardship.   In  addition,  other 
provisions  of  the  Higher  Education  Act  provide  for  the  deferment 
of  repayment  for  up  to  one  year  for  unemployed  persons  [Sections 
428(b) (1) (M) (v)  and  427(a) (2) (C) (v) ] ;  permit  the  borrower  and 
lender  to  agree  to  minimum  annual  repayments  less  than  $360 
[Sections  428(b) (1) (L)  and  427(c)];  and  encourage  lenders  to 
exercise  forbearance  in  cases  of  financial  hardship  [Section  430(c) 
Thus  the  debtor  is  afforded  generous  protection  under  existing  law 
in  cases  where  he  legitimately  cannot  afford  to  begin  repayment. 

I  would  like  to  bring  to  your  attention  a  technical  deficiency 
with  the  language  of  Section  523(a) (8),  which  is  the  same  language 
suggested  in  the  July  1973  Report  of  the  Commission  on  the  Bank- 
ruptcy Laws  of  the  United  States.   Our  attorneys  reviewed  that 
language  and  determined  that  it  may  fail  to  cover  the  period  when 
a  student  is  in  school,  or  the  period  after  the  student  has  left 
school  but  before  repayment  begins  (usually  nine  to  twelve  months) . 
The  effect  of  the  language  of  Section  523(a) (8)  may  be  to  allow 
the  student  to  discharge  his  student  loan  in  bankruptcy  while  he 
is  in  school  and  during  the  nine  to  twelve  months  after  he  leaves 
school,  while  not  allowing  discharge  after  the  scheduled  repayment 
date.   I  would  suggest  adopting  language  more  in  line  with  the 
existing  Section  439A  of  the  Higher  Education  Act  of  1965,  which 
covers  the  "in-school"  and  "grace"  periods. 

We  are  advised  by  the  Office  of  Management  and  Budget  that  there 
is  no  objection  to  the  presentation  of  this  report  from  the 
standpoint  of  the  Administration's  program. 
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January  17,  1978 


COMMENTS  FOR  CONS IDERAT ION  PRIOR  TO  ENACTMENT  OF  H.R.  8200 


Following  a  study  made  by  our  General  Counsel  and  other 
Association  members  of  the  lengthy  Committee  Print  of  H.R.  8200, 
we  are  submitting  herewith  a  suggested  change  of  language  in 
the  Committee  bill  dealing  with  the  matter  of  a  priority  to 
brokers  for  duties  paid. 

Please  note  that  Attachment  A  refers  to  a  specific 
provision  of  the  Committee  Print  and  our  proposed  alternative 
lanpuage.   Attachment  B  is  an  earlier  memorandum  setting  forth 
the  legal  arguments  upon  which  our  proposal  is  based. 

I  would  appreciate  it  if  you  would  advise  me  of  your 
reaction.   Should  you  have  a  question  of  law  for  resolution, 
please  contact  our  General  Counsel,  Gerald  H.  Ullnan.   His 
eddress  is  120  Broadwav,  New  York,  N.Y.   10005.   His  phone 
number  is  (212)  732-2570. 

Thank  you  for  your  consideration  of  a  suggestion  which 
we  believe  to  be  of  major  importance  to  our  industry. 


i^t^t^ 


Morris  Victor  Rosenbloom 
Director  of  the  Washington  Office 
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Attachment  A 


Memorandum:   Proposed  Language  for  Inclusion  in  H.  R.  8200 


Page  91  of  the  bill,  subparagraph  </F_/  provides  as  follows: 

"customs  duties  on  a  transaction  occurring  during 
one  year  immediately  preceding  the  date  of  the 
filing  of  the  petition;". 

The  above  clause  is  part  of  §507,  starting  on  page  88  of 
the  bill,  entitled  "Priorities".   As  the  language  indicates,  under 
subparagraph  /  F_/  the  U.  S.  government  would  obtain  a  priority 
for  customs  duties  owed  to  it.   For  the  reasons  set  forth  in 
Attachment  B  hereto  subparagraph  /_  ?_/   should  contain  an  addition 
thereto  that  would  subrogate  a  licensed  customs  broker  to  the 
position  of  the  government  when  he  has  paid  or  incurred  the  obliga- 
tion to  pay  the  duty  on  behalf  of  the  importer.   This  could  be 
accomplished  if  a  change  is  made  in  the  subparagraph  on  the  House 
side,  if  possible,  or  in  the  Senate  Committee,  to  read  as  follows: 

"/_  F_/  customs  duties  - 

(i)  owed  to  the  United  States  by  an  importer 
of  merchandise  into  the  United  States  on  a  trans- 
action occurring  within  one  year  immediately  pre- 
ceding the  date  of  the  filing  of  the  petition;  or 

(ii)  paid  to  the  United  States  by  a  licensed 
customs  broker  on  behalf  of  an  importer  of  merchan- 
dise into  the  United  States  on  a  transaction  oc- 
curring within  one  year  immediately  preceding  the 
date  of  the  filing  of  the  petition;  or 
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(iii)  customs  duties  for  which  a  licensed 
customs  broker  has  incurred  an  obligation  to  pay 
the  United  States,  the  said  obligation  having 
been  incurred  by  the  licensed  customs  broker  at 
the  request  and  on  behalf  of  an  importer  of 
merchandise  into  the  United  States  on  a  transaction 
occurring  within  one  year  immediately  preceding 
the  date  of  the  filing  of  a  petition;  or". 

The  proposed  amendment  would  confer  a  priority  upon  a 
licensed  customs  broker  in  two  situations.   The  first  would  be 
when  the  broker  has  actually  paid  the  duty  to  the  United  States 
on  behalf  of  the  importer  of  the  merchandise.   In  the  second 
situation,  the  broker  may  have  incurred  an  obligation  to  pay  the 
duty  by  reason  of  the  fact  that  he  appears  in  Customs  documents 
as  the  importer  of  record.   In  the  latter  situation,  the  govern- 
ment looks  to  the  broker  as  importer  of  record  for  duty  payment 
even  though  he  has  acted  only  as  agent  for  and  on  behalf  of  the 
true  importer  of  the  merchandise.   In  both  situations,  the  broker 
should  be  placed  in  the  same  priority  status  as  the  government. 

The  limitation  on  a  broker  priority  would  be  for  a  trans- 
action which  occurred  one  year  preceding  the  date  of  the  filing 
of  the  petition  for  bankruptcy.   Other  priorities  in  the  bill  have 
a  similar  time  limitation.   This  time  period  should  cover  most 
situations  for  the  broker;  thus,  we  are  not  attempting  to  extend 
the  time. 

National  Customs  Brokers  &  Forwarders 
Association  of  America,  Inc. 
One  World  Trade  Center 
New  York,  N.  Y.  10048 
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Attachment  B 


Memorandum:  Conferring  a  Priority  Upon  Customs  Brokers  for 
Duties  Paid  to  the  United  States 


A  customs  broker  is  licensed  by  the  U.S.  Treasury 
Department,  pursuant  to  the  provisions  of  19  U.S.C.  1641, 
to  render  services  on  behalf  of  importers  in  arranging  for 
the  customs  entry  and  clearance  of  merchandise  imported  into 
this  country.   On  many  occasions  the  customs  broker  advances 
on  behalf  of  his  importer  customs  duties  on  the  shipment  owed 
to  the  United  States.   In  so  doing,  the  customs  broker  benefits 
our  import  trade.   Recently,  the  House  Committee  on  Small 
Business  noted  that  "Customs  brokers  play  a  very  necessary 
and  key  role  in  facilitating  the  entry,  clearance  and  move- 
ment of  cargo  into  the  United  States".  H.  Report  No.  94-307, 
94th  Cong.,  1st  Sess.   In  Union  Brokerage  Co.  v.  Jensen,  322 
U.S.  202,  the  Supreme  Court  noted  that: 

"The  competence  of  the  broker  also  bears  on 
the  efficient  collection  of  custom  duties  in  that 
the  likelihood  of  additional  assessment  or  a  refund 
after  final  determination  of  the  duty  is  greatly 
lessened  by  accuracy  in  the  tentative  computation." 

The  ability  of  the  customs  broker  to  continue  to  bring 

about  the  "efficient  collection  of  customs  duties"  has  been 

gravely  jeopardized  by  two  decisions  of  the  U.S.  Court  of 
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Appeals  (2d  Cir . ) .  .  In  R.J.  Saunders  &  Co. ,  Inc.  v.  P. 
Vincent,  309  F.  2d  65  (1962)  the  customs  broker  was  the 
nominal  consignee  of  the  import,  but  he  was  acting  on  be- 
half of  his  principal,  the  importer,  when  he  paid  the  customs 
duties.   The  court  held  that  the  broker  was  "discharging 
its  own  debt"  and  was  not  entitled  to  a  priority  claim 
in  the  estate  of  the  bankrupt  importer.   In  Taub,  Hummel  & 
Schnall,  Inc.  v.  I.C.  Herman,  Inc.,  497  F-2d  1301  (1974)  cert. 
den.  (6-3),  95  S.Ct.  153  (1974),  the  merchandise  was  imported 
in  the  name  of  the  importer  and  the  broker  advanced  the  duty 
under  the  importer's  bond.   It  could  not,  thus,  be  said  that 
the  broker  was  "discharging  its  own  debt".   Nevertheless,  in 
a  2  to  1  decision  (Friendly,  J.  dissenting)  the  Second  Cir- 
cuit held  that  the  broker  was  not  entitled  to  a  priority 
for  duties  advanced.   As  a  result  of  these  decisions,  whether 
the  importation  is  in  the  name  of  the  broker  as  the  nominal 
consignee  or  in  the  name  of  the  actual  owner  of  the  goods, 
the  importer  of  record,  the  broker  may  not  obtain  a  priority 
in  the  event  of  the  bankruptcy  of  his  principal.   In  July, 
1975,  a  Justice  of  the  Supreme  Court,  N.Y. ' County,  denied 
to  a  customs  broker  a  preferred  status  under  the  N.Y.  Lien 
Law  for  duties  advanced  to  an  importer  who  had  assigned  for 
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the  benefit  of  creditors.  (N.Y.  Law  Journal,  p. 11,  7/31/75). 
Subparagraph  (a) (4)  of  §64  of  the  Bankruptcy  Act  (11 

U.S.C.  104)  confers  a  priority  for  "taxes  which  became 

legally  due  and  owing  by  the  bankrupt  to  the  United  States". 

Duties  on  goods  imported  by  the  bankrupt  are  a  "tax"  within 

the  meaning  of  this  section.   I_n  re  Rosenthal,  235  F.  315. 
Under  general  equitable  principles,  when  a  broker  advances 

custom  duties  he  should  be  allowed  subrogation  to  the  govern- 
ment's priority  under  §64  (Restatement  of  Restitution,  §162 

(1937)).   Unless  such  a  priority  is  allowed,  the  other  creditors 
of  the  bankrupt  importer  are  being  unjustly  enriched  in  the 
amount  of  the  duty  which  the  government  could  have  claimed 
as  a  priority.   As  Judge  Friendly  put  it  in  his  dissent  in 
the  Taub  case,  "To  allow  priority  here  in  the  interest  of 
facilitating  the  process  of  importation  and  the  collection 
of  import  duties .. .would. . .simply .. .permit  subrogation  to 
an  admitted  priority  of  the  United  States". 

The  refusal  of  the  Second  Circuit  to  confer  a  priority 
on  the  customs  broker  must  necessarily  result  in  impeding 
the  process  of  customs  entry  and  clearance.  As  the  Supreme 
Court  noted  in  the  Union  Brokerage  case,  "Speed  in  making 
entry  is  vital,  because  goods  cannot  proceed  to  their  ul- 
timate destination  until  its  completion".   In  his  dissent, 
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Judge  Friendly  noted  "the  crucial  role  and  extensive  duties 
of  a  custom  broker  in  effecting  the  rapid  entry  of  imports". 
Unless  a  priority  is  conferred,  importations  will  not  be 
expeditiously  cleared  and  the  government  will  not  be  able 
to  promptly  collect  duties  owed.   Instead,  it  will  be  re- 
quired to  .await  payment  by  the  importer,  causing  delays  in 
the  clearance  of  goods  and  additional  overhead  for  U.S.  Customs 
in  the  handling  of  delinquent  payments. 

The  average  customs  broker  is  a  small  business  man  in 
the  sense  that  he  may  employ  10  to  15   people.   Nevertheless, 
the  amount  of  customs  duties  advanced  by  the  brokers  throughout 
the  country  amounts  to  hundreds  of  thousands  of  dollars  a 
month.   If  the  broker  is  not  subrogated  to  the  priority  posi- 
tion of  the  government,  he  can  no  longer  afford  to  take  the 
risks  of  advancing  substantial  duty  money.   The  importation 
process  must  necessarily  suffer. 

The  bill  will  rectify  the  inequitable  result  reached  by 
the  two  Second  Circuit  decisions.   By  giving  a  licensed  customs 
house  broker  a  priority  for  duties  paid  on  merchandise  of  third 
parties  being  imported  into  the  United  States,  the  broker  is 
offered  some  assurance,  but  no  guaranty,  that  in  the  event  of 
an  importer's  bankruptcy  he  may  recover  the  duty  advanced  in 
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whole  or  in  part.   Lacking  such  assurance,  the  broker  is 

not  in  a  position  to  advance  substantial  duties,  causing 

delays  and  additional  expense  to  the  government,  all  to  the 

detriment  of  our  import  commerce. 

National  Customs  Brokers 
&  Forwarders  Association 
of  America,  Inc. 
One  World  Trade  Center 
New  York,  N.Y.   10048 
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Louis  J.  Lefkowitz 

ATTORNEY  GENERAL  T*°  W°RLD  TRADE  CENTER 

STATE  OF  NEW  YORK  NEW  YoRK'  NEW  Y°RK  IOOA7 

January  19,  1978 
Re:   S.  2266 


Dear  Senator  DeConcini: 

I  am  writing  to  express  my  strong  support  for 
enactment  of  a  federal  bankruptcy  bill  which  would  speci- 
fically accord  priority  status  to  consumers  who  have  made 
deposits  to  companies  which  subsequently  file  in  bank- 
ruptcy. 

Over  the  years  the  Bureau  of  Consumer  Frauds 
and  Protection  of  my  office  has  received  a  flood  of  com- 
plaints from  consumers  who  paid  substantial  deposits  for 
goods  or  services  to  companies  which  were  never  delivered. 
When  such  companies  subsequently  went  bankrupt  the  consumers 
involved  were  unable  to  obtain  any  restitution  because  as 
unsecured  general  creditors  they  came  in  at  the  bottom  of 
any  available  distribution  of  bankruptcy  assets.   This  in 
many  instances  has  produced  tragic  results  for  poor  consumers. 

It  is  to  be  noted  that  on  my  recommendation,  New 
York  State  passed  legislation  amending  Debtor  and  Creditor 
Law  Section  22  to  give  consumers  who  give  deposits  certain 
priority  status  in  assignment  for  the  benefit  of  creditors 
proceedings  brought  in  our  state  courts. 

It  is  vital  that  similar  protection  should  be 
accorded  to  consumers  by  Congress  under  the  bankruptcy  law. 
Business  interests  would  be  aided  by  the  confidence  of 
consumers  in  making  substantial  deposits  for  goods  purchased 
but  to  be  delivered  subsequently  which  would  result  from  the 
enactment  of  this  revision  of  the  Bankruptcy  Act. 

The  current  draft  of  S.  2266  ($507)  recognizes 
the  wisdom  of  giving  consumers  a  priority.   However,  I 
am  concerned  that  the  position  of  this  priority  in  sixth 
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rather  than  fifth  place  will  result  in  non-payment  of 
consumer  claims  in  a  number  of  cases  where  a  large  State 
and  federal  tax  bill  will  minimize  the  entire  estate. 
The  House  version  (HR  7330) ,  which  has  the  support  of  the 
National  Association  of  Attorneys  General,  avoids  this 
result  by  placing  consumers  in  fifth  place  ahead  of 
state  and  local  taxes. 

I  urge  your  support  for  this  federal  bankruptcy 
legislation  and  especially  its  very  important  consumer 
priority  provision. 

Best  wishes. 


LOUIS 
Attorn 


Hon.  Dennis  DeConcini 

Senator 

Chairman,  Subcommittee  on 

Improvements  in  Judicial  Machinery 
Committee  on  the  Judiciary 
Washington,  D.C.   20510 


cc:   Hon.  C.  Raymond  Marvin 

Washington  Counsel  to  NAAG 
Hall  of  the  States 
444  North  Capitol  Street 
Washington,  D.C.   20001 
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rporation 


PHILIP  R.  BRINKERHOFF 

President 

Chief  Executive  Officer 


January  24,  1978 


Robert  E.  Fiedler,  Esquire 

Counsel 

Senate  Judiciary  Committee 

Subcommittee  on  Improvements  in 

Judicial  Machinery 
Dirksen  Senate  Office  Euilding 
First  and  C  Streets,  N.W. 
Re  om  63  0  6 
Washington,  D.C.   20510 


Re:   S.  2266 


Dear    Mr .    Fiedler : 


The    Federal    Home   Loan   Mortgage   Corporation   was 
chartered    by   Congress   in    1970    for    the   purpose   of  creating    and 
facilitating    the   creation  of   secondary  markets    in   conventional 
home  mortgages.      The   Corporation   today   is   the   largest   pur- 
chaser   and    seller   of   conventional   mortgages.      In   1977    alone, 
the    Corporation   purchased    over    $4    billion   principal    amount   of 
single    family  mortgages,    representing    an    infusion  of  mortgage 
capital    sufficient   for    the    financing   of   approximately   115,000 
single    family  houses. 

As   explained    in   detail    in    the    enclosed    Memorandum, 
an    essential    element   in    the   creation   and   development   of   the 
secondary  mortgage   market    is   the    fact   that   transactions    in 
that  market   constitute    the    purchase    and    sale   of  mortgages 
("whole   loans")    or    interests   in  mortgages    ("participations"). 
Both   buyer    and    seller    intend    to   engage    in,    and    believe   that 
they   are   engaged    in,    the    purchase    and    sale   of   assets.      It    is 
typical    for    the    purchaser    of   whole   loans   or   participations   to 
agree    that    the    seller    will    act   as   the   purchaser's   agent   to 
manage    the   purchaser's    investment    in    the    whole   loans   or 
participations.      This   agency   arrangement,    known    as    "servicing" 
of   the    purchased   mortgages,    requires   the    seller    to   perform   a 
variety   of  duties   such   as   collection   and    remittance   of  mort- 
gagor  monthly  payments   and    prepayments,    administration   of 
real    property   tax    and    insurance   escrow  accounts,    collection 
of   hazard    or   private   mortgage    insurance   claims,    and,    if 


Federal  Home  Loan  Mortgage  Corporation 

311  First  Street,  N.W.     Washington,  D.  C.  20001      Phone  (202)  624-7015 


1132 


necessary,  decisions  as  to  forbearance  or  foreclosure.   The 
efficient  conduct  of  the  seller's  servicing  duties  typically 
requires  that  the  purchaser  of  the  whole  loans  or  participa- 
tions (1)  permit  the  seller  to  retain  the  original  mortgage 
notes  and  (2)  refrain  from  recording  under  various  state 
recording  statutes  the  purchaser's  ownership  interest  in  the 
whole  loans  or  participations  purchased.   The  purchaser  does 
require  the  seller  to  mark  the  seller's  books  and  records  to 
disclose  the  purchaser's  ownership  of  the  whole  loans  or  par- 
ticipations.  Both  parties  intend  their  transaction  to 
constitute  a  bona  fide  purchase  or  sale  of  assets. 

In  the  event  of  the  seller's  bankruptcy,  the 
purchaser  of  the  whole  loans  or  participations  has  been  able 
to  rely  upon  the  fact  that  the  seller  of  the  whole  loans  or 
participations  holds  these  assets  in  trust  for  the  purchaser 
so  that  the  purchaser  is  entitled  to  these  assets  free  of  any 
claims  of  the  bankruptcy  trustee.  As  the  court  succinctly 
explained  in  American  Service  Co.  v.  Henderson,  120  F.2d  525, 
530  (4th  Cir .  1941)  : 

"The  rule  is  elementary  that  a  trustee 
in  bankruptcy  or  reorganization  succeeds  to 
only  the  title  and  rights  in  property  that 
the  particular  debtor  had  formerly  possessed; 
and  that,  where  the  debtor  had  been  in  the 
possession  of  trust  property,  the  bankruptcy 
or  reorganization  trustee  holds  such  pro- 
perty subject  to  the  outstanding  interest 
of  the  beneficiaries.   Thus,  where  a  cestui 
que  trust  is  able  to  point  to  the  specific 
trust  property  that  is  being  held  by  the 
bankruptcy  or  reorganization  trustee,  he  is 
rightly  entitled  to  claim  this  property  as 
his  own  and  to  withdraw  it  from  the  bank- 
ruptcy or  reorganization  proceeding  free 
from  the  conditions  that  may  have  been 
imposed  upon  the  general  or  secured 
cred  itors. " 

See  also  Todd  v.  Pettit,  108  F . 2d  139  (5th  Cir.  1939).   The 
vast  nationwide  secondary  market  in  mortgages  has  developed 
in  reliance  upon  the  fact  that  sellers  and  servicers  of  mort- 
gages in  possession  of  the  original  mortgage  documents  hold 
those  documents  and  the  assets  they  represent  as  trustees  for 
purchasers  of  the  whole  loans  or  participations  and  that,  in 
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the  event  of  the  seller  or  servicer's  bankruptcy,  the  pur- 
chaser is  entitled  to  the  assets  purchased  free  of  any  claims 
of  the  trustee  in  bankruptcy. 

However,  in  two  recent  cases,  bankruptcy  trustees 
have  argued  that  a  typical  secondary  market  sale  of  mortgage 
participations  constituted  a  borrowing  by  the  seller  and  that 
the  purchasers  of  the  participations  were  in  fact  unsecured, 
general  creditors  of  the  seller.   For  the  reasons  outlined  in 
the  enclosed  Memorandum,  acceptance  of  this  argument  would 
have  a  devastating  impact  upon  the  secondary  mortgage  market. 
Billions  of  dollars  of  transactions  which  both  parties  con- 
sidered to  be  purchases  and  sales  of  assets  would  be  suddenly 
transformed  into  unsecured  borrowings. 

These  two  cases  would  alone  justify  legislative 
confirmation  that  bona  fide  secondary  mortgage  market  sales 
of  whole  loans  or  participations  do  not  constitute  loans  in 
the  event  of  the  seller's  bankruptcy.   Furthermore,  two 
provisions  of  S.  2266,  if  enacted  in  their  present  form, 
might  be  regarded  as  giving  some  support  to  the  type  of 
argument  advanced  in  the  two  cases.   The  first  of  these 
provisions  is  section  541(a)(1)  to  the  extent  that  this 
section  would  permit  a  bankruptcy  trustee  to  argue  that 
the  trustee  had  retained  "legal"  title  to  the  mortgages 
notwithstanding  the  sale  to  the  purchaser  of  the  whole  loans 
or  participations.   The  basis  for  this  argument  would  be  the 
fact  that,  for  purposes  of  servicing,  the  seller's  retention 
of  the  original  mortgage  documents  constituted  the  retention 
of  "legal"  title  to  the  mortgages. 

The  second  of  these  provisions  is  section  544(a)(3), 
which  accords  the  bankruptcy  trustee  the  status  of  a  hypothe- 
tical bona  fide  purchaser  of  real  property  at  the  time  of 
bankruptcy.   Under  some  state  real  property  recording 
statutes,  the  trustee  could  argue  that  the  failure  of  the 
purchaser  of  the  whole  loans  or  participations  to  record  its 
interest  in  the  mortgages  purchased  entitled  the  trustee  to 
possession  of  the  mortgages  sold  as  a  hypothetical  bona  fide 
purchaser . 

The  enclosed  Memorandum  explains  in  detail  the 
business  necessity  which  requires  a  purchaser  of  whole  loans 
or  participations  to  permit  the  seller  to  retain  the  original 
mortgage  documents  for  purposes  of  servicing  and  to  refrain 
from  recording  under  state  recording  statutes  the  purchaser's 
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ownership  of  the  whole  loans  or  participations  purchased. 
Secondary  mortgage  market  transactions,  conducted  almost 
exclusively  among  financial  institutions,  do  not  —  and  have 
never  —  presented  any  possibility  of  a  fraud  upon  general  or 
secured  creditors.   The  Mortgage  Corporation  believes  that 
any  interpretation  of  the  Bankruptcy  Act  which  would  compel  a 
change  in  current,  accepted  secondary  mortgage  market  practices 
would  seriously  affect  the  viability  of  that  market.   The  Cor- 
poration, therefore,  urges  the  Subcommittee  Staff  to  recommend 
that  legislative  confirmation  of  the  asset  sale  nature  of 
secondary  mortgage  market  transactions  is  both  appropriate 
and  necessary. 

The  requested  legislative  confirmation  could  be 
easily  accomplished  by  the  addition  of  subsection  (e)  to 
section  541  of  S.  2266  as  follows: 

"(e)   Nothwithstand ing  the  provisions  of 
subsection  (a)  of  this  section  or  section 
544,  mortgages  secured  by  real  property  or 
interests  in  such  mortgages  sold  by  the 
debtor  but  as  to  which  the  debtor  has 
retained  legal  title  for  the  purposes  of 
servicing,  or  supervising  the  servicing  of, 
the  mortgages  or  interests  therein  shall  be 
deemed  property  held  by  the  debtor  as  agent 
for  the  owners  or  holders  of  such  mortgages 
or  interests  in  mortgages  and  shall  not 
become  property  of  the  estate." 

The  Corporation  emphasizes  that  the  language  suggested  has 
been  narrowly  drafted  to  accomplish  the  single  goal  of 
confirming  the  asset  sale  status  of  secondary  mortgage  market 
transactions.   The  suggested  language  makes  no  change  in 
present  law  and  is  necessary  to  avoid  any  implication  that 
section  541(a)  or  section  544(a)(3)  is  designed  to  change  the 
bankruptcy  status  of  typical  secondary  mortgage  market 
transactions. 

The  Corporation  also  suggests  that  the  following 
language  be  inserted  in  the  Committee  Report  to  explain  the 
purposes  of  section  541(e): 
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"Section  541(e)  confirms  the  current 
status  under  the  Bankruptcy  Act  of  bona 
fide  secondary  mortgage  market  transactions 
as  the  purchase  and  sale  of  assets. 
Mortgages  or  interests  in  mortgages  sold 
in  the  secondary  market  should  not  be 
considered  as  part  of  the  debtor's  estate. 
To  permit  the  efficient  servicing  of 
mortgages  or  interests  in  mortgages  the 
seller  will  often  retain  the  original 
mortgage  notes  and  related  documents,  and 
the  purchaser  will  not  record  under  state 
recording  statutes  the  purchaser's  owner- 
ship of  the  mortgages  or  interests  in 
mortgages  purchased.   Section  541(e)  makes 
clear  that  the  seller's  retention  of  the 
mortgage  documents  and  the  purchaser's 
decision  not  to  record  do  not  impair  the 
asset  sale  character  of  secondary  mortgage 
market  transactions." 

The  interests  of  all  participations  in  the 
secondary  mortgage  market  will  be  fostered  by  the  Corpora- 
tion's proposal.   The  Corporation  would  be  pleased  to  expand 
upon  its  views  and  to  participate  in  any  additional  hearings. 
Please  let  me  know  if  you  wish  to  discuss  this  matter  further 
or  if  you  anticipate  any  difficulty  in  recommending  to  the 
Subcommittee  the  Corporation's  proposal. 

Sincerely  yours, 


Philip  R.  Brinkerhoff 
President 
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SECONDARY  MORTGAGE  MARKET  TRANSACTIONS  IN 
BANKRUPTCY:   THE  NEED  FOR  A  STATUTORY 
CLARIFICATION 


I .   INTRODUCTION 

In  the  past  decade,  the  housing  industry  in  the 
United  States  has  made  remarkable  progress  in  reaching 
capital  markets  previously  unavailable  to  it.   This  progress 
is  the  result  of  the  development  of  a  vigorous,  nationwide 
secondary  mortgage  market.   The  secondary  mortgage  market 
facilitates  the  infusion  of  vast  amounts  of  investment 
capital  into  private  housing  by  generating  commerce  in 
mortgages  ("whole  loans")  and  interests  in  mortgages 
("participations").*   It  is  essential  for  the  continued 
operation  of  the  secondary  mortgage  market  that,  in  the 
event  of  the  bankruptcy  of  the  seller  of  whole  loans  or 
participations,  secondary  mortgage  market  transactions 
be  treated  as  purchases  and  sales,  not  as  loans,  either 
secured  or  unsecured . 

Recently,  the  commercially  accepted  treatment  of 
whole  loans  and  participations  as  assets  which  are  purchased 
and  sold  in  the  secondary  mortgage  market  has  been  attacked 
by  bankruptcy  trustees  in  at  least  two  jurisdictions.** 
Both  trustees  asserted  that  mortgage  participations  sold  by 
mortgage  bankers  were  actually  borrowings  by  the  mortgage 


♦Mortgage  participations  are  undivided  interests 
in  specified  mortgages.   For  a  further  explanation,  see  dis- 
cussion at  Part  11(c)  below. 

**See  In  re  Fidelity  Mortgage  Co.,  Bankruptcy 
No.  J77-00412B  (S.D.Miss.  Oct.  27,  1977);  In  re  Hamilton 
Mortgage  Co.  ,  No.  BK-1-76-264  (E.D.Tenn.,  1976). 
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bankers,  and  that  the  purchasers  of  the  participations  were, 
as  a  matter  of  law,  in  fact  only  unsecured  creditors.   Two 
sections  of  S.  2266  and  H.R.  8200,  as  presently  proposed, 
would  unwittingly  lend  at  least  some  credence  to  the 
positions  advanced  by  the  trustees. 

Acceptance  of  the  trustees'  positions  and  the 
resultant  implications  would  decimate  the  secondary  mortgage 
market.   The  impact  of  that  event  would  be  felt  in  the  entire 
housing  industry  as  decreased  amounts  were  available  for  mort- 
gage lending.   Therefore,  it  is  imperative  that  Congress 
amend  the  Bankruptcy  Act  to  eliminate  any  ambiguity  which  has 
fostered  the  trustees'  misconception  of  the  asset  sale  charac- 
ter of  secondary  mortgage  market  transactions. 

The  Federal  Home  Loan  Mortgage  Corporation  (the 
"Mortgage  Corporation")  is  a  corporate  instrumentality  of  the 
United  States  created  by  an  Act  of  Congress  on  July  24,  1970 
(Title  III  of  the  Emergency  Home  Finance  Act  of  1970,  as 
amended,  12  U.S.C.  §§  1451-1459,  the  "FHLMC  Act").   The 
Mortgage  Corporation  was  established  primarily  for  the 
purpose  of  increasing  the  availability  of  mortgage  credit  for 
financing  of  urgently  needed  housing.   It  seeks  to  provide 
enhanced  liquidity  for  residential  mortgage  investments 
primarily  by  developing  and  assisting  in  the  development  of 
secondary  markets  for  conventional  mortgages. 
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The  Mortgage  Corporation  is  the  largest  purchaser 
and  seller  of  conventional*  mortgages  and  participations  in 
conventional  mortgages  in  the  United  States.   It  has 
considerable  experience  and  perhaps  unique  expertise  in 
secondary  mortgage  market  transactions;  its  own  operations 
have  provided  a  model  for  the  efficient  and  effective 
conduct  of  secondary  mortgage  market  purchases  and  sales. 
The  Mortgage  Corporation  believes  that  all  participants  in 
the  secondary  mortgage  market  —  whether  buyers  or  sellers, 
whether  regulated  financial  institutions,**  Federal  secondary 
mortgage  market  agencies,***  mortgage  bankers  or  private 
investors  —  would  share  its  view  that  legislative  confirma- 
tion of  the  asset  sale  character  of  secondary  mortgage 
market  transactions  is  necessary. 

This  paper  will  discuss  the  nature  of  the  secondary 
mortgage  market,  the  reasons  for  rejecting  the  trustees' 
claims  that  typical  secondary  mortgage  market  purchase  and 
sale  transactions  constitute  unsecured  borrowings,  and  the 
need  for  a  revision  of  the  Bankruptcy  Act  to  codify  the 


*A  conventional  mortgage  is  a  mortgage  which  is 
not  guaranteed  by  the  United  States  or  any  State,  or  any 
agency  or  instrumentality  of  the  United  States  or  any 
State. 

**Many  savings  and  loan  associations  and  commercial 
banks  are  active  in  the  secondary  mortgage  market. 

***In  addition  to  the  Mortgage  Corporation,  the 
Federal  National  Mortgage  Association  and  the  Government 
National  Mortgage  Association  make  extensive  secondary 
mortgage  markets. 
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existing  commercial  usages  and  understandings  regarding 
secondary  mortgage  market  transactions  in  bankruptcy.   It 
will  conclude  with  suggested  language  for  such  a  statutory 
revision . 

II.   THE  SECONDARY  MORTGAGE  MARKET  IN  THE  UNITED  STATES 
It  is  often  stated  that  the  purchase  of  a  home  is 
the  single  most  important  investment  most  Americans  ever 
make.   While  the  impact  of  this  statement  may  have  been 
softened  by  repetition,  the  importance  of  the  phenomenon  it 
represents  should  not  be  underestimated.   Unquestionably,  the 
ability  of  persons  of  moderate  income  and  wealth  to  own 
their  own  homes  has  been  --  and  continues  to  be  —  of  enormous 
significance  in  the  social  and  economic  fabric  of  this  country. 
The  Mortgage  Corporation  well  realizes  that  the  Congress  is  aware 
of  the  many  advantages  of  home  ownership  both  to  the  individual 
and  to  the  nation.   Rather  than  catalog  those  advantages,  the 
Mortgage  Corporation  wishes  instead  to  provide  a  brief  descrip- 
tion of  how  the  successful  operation  of  the  primary  mortgage 
market  depends  in  significant  measure  upon  the  existence  of  a 
widely-accepted,  highly  liquid  national  secondary  mortgage 
market . 

Whether  an  individual  wishing  to  purchase  a  home 
will  be  able  to  do  so  is  controlled  by  a  number  of  factors, 
the  most  important  of  which  is  the  availability  of  "mortgage 
money",  i.e.,  money  which  lending  institutions  such  as  banks, 
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savings  and  loan  associations,  and  mortgage  bankers*  can 
place  in  the  hands  of  the  potential  home  buyer,  secured 
by  a  mortgage  on  the  real  estate  which  is  to  be  purchased.** 
The  relative  abundance  or  shortage  of  mortgage  money  at  a 
given  time  will  determine  mortgage  interest  rates  and  influence 
the  size  of  down  payment  requirements.   As  the  supply  of  mort- 
gage money  shrinks,  the  opportunity  to  purchase  a  home  will 
tend  to  become  restricted  to  persons  of  relatively  higher 
incomes  and  greater  wealth.   Thereafter,  housing  starts  will 
diminish,  and  unemployment  in  the  housing  industry  will  rise. 
Thus,  it  is  clearly  in  the  national  interest  to  maintain  a 
steady  flow  of  capital  into  the  primary  mortgage  market,  a 
goal  which  the  secondary  mortgage  market  seeks  to  foster. 

A.   The  Size  of  the  Secondary  Market 

Before  discussing  the  manner  in  which  the  secondary 
mortgage  market  functions  and  the  goals  it  seeks  to  accomplish, 
the  sheer  size  of  that  market  is  worth  noting.   In  1977,  the 


*A  mortgage  banker  is  typically  a  corporation 
whose  principal  activity  is  originating  and  servicing 
mortgage  loans  for  institutional  investors.   It  is  subject 
to  a  minimum  of  state  and  federal  regulation  and  typically 
has  a  small  equity  investment  relative  to  its  volume  of 
business  and  relies  largely  on  commercial  bank  credit.   It 
usually  holds  loans  in  its  own  portfolio  for  a  very  short 
time  before  selling  them  to  institutional  investors.   See 
Bogen,  Financial  Handbook,  at  26.8  (4th  ed .  1965). 

**The  lending  of  mortgage  money  by  lending 
institutions  to  the  home  buying  public  is  known  as  the 
"primary  mortgage  market."   The  "secondary"  mortgage  market 
consists  of  transactions  in  whole  loans  and  participations 
after  the  initial  loan  to  the  home  buyer  has  been  closed. 
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Corporation    alone   purchased    over    $4    billion   principal    amount 
of    single    family   whole   loans   and    participations.      From    its 
inception    in    1970    through   December    31,    1977,    the    Mortgage 
Corporation   has   purchased    an    aggregate   of   $10.3    billion    in 
single    family   conventional   mortgage   whole    loans   and    participa- 
tions.     These    purchases   represent    in    the    aggregate    financing 
sufficient    for    the    purchase   of    341,800   single    family  dwellings.* 

The    Corporation's   activity    is   but    a    fraction   of   the 
total    secondary  mortgage   market.      Data    are   not   available    to 
permit   a   computation   of   the    aggregate    of   secondary  mortgage 
market    transactions.      The    Government  National    Mortgage   Asso- 
ciation,   however,    has  guaranteed    in    excess   of   $50    billion 
of   secondary  mortgage   market    sales.      The    Federal    National 
Mortgage   Association   has  also   been   responsible   for   at   least 
an    additional    $40    billion   of    secondary  mortgage  market   ac- 
tivity.     Federally   chartered    or    insured    savings   and    loan 
associations   held    as   of   June    30,    1977,    $21    billion   principal 
amount  of   participations,    all   of   which  by  definition   resulted 
from   secondary  mortgage  market   transactions.      All   of   these 
transactions   were    treated    by  all   of   the   participants   as   the 
purchase    and    sale   of   whole    loans   or    participations,    i.e.,    trans- 
actions  which   constitute    the    purchase    and    sale   of   assets.      It 
seems   clear    to    the   Mortgage   Corporation   that  any  construction 


*Based    upon   an    assumed    first  mortgage   of   $30,139 
for    each  dwelling.      This   represents   a   weighted    5    year    average 
of   the    principal    amount   of   each  mortgage   purchased    by   the    Mort- 
gage  Corporation. 
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of  the  Bankruptcy  Act  which  would  jeopardize  a  market  of 
this  magnitude  by  classifying  these  transactions  as  loans 
should  be  considered  a  matter  of  Congressional  interest. 

B.   The  Functions  of  the  Secondary  Market 

The  legislative  history  of  the  FHLMC  Act  describes 
two  ways  in  which  the  secondary  mortgage  market  functions  to 
assure  an  adequate  supply  of  funds  to  the  primary  mortgage 
market.   See  generally  S.  Rep.  No.  91-761,  91st  Cong.,  2d 
Sess.  (1970);  H.R.  Rep.  No.  91-1131,  91st  Cong.,  2d  Sess . 
(1970);  Hearings  on  S.  2958,  S.  3503,  S.  3508,  and  S. 
3442  before  the  Senate  Committee  on  Banking  and  Currency, 
91st  Cong.,  2d  Sess.  (1970);  Message  from  the  President  of 
the  United  States,  Second  Annual  Report  on  National  Housing 
Goals,  H.R.  Doc.  No.  91-292,  91st  Cong.  2d  Sess.  (1970).   The 
first,  and  perhaps  most  important,  function  is  to  increase  the 
attractiveness  of  mortgages  as  an  investment,  especially  with 
respect  to  non-traditional  mortgage  investors,  such  as 
insurance  companies,  pension  funds  and  others  which  have 
traditionally  invested  in  fixed  income  securities.   The 
capital  needs  of  the  mortgage  market  are  vast;  these  needs 
can  be  supplied  only  if  mortgage  investments  can  compete  on 
relatively  equal  terms  with  other  investment  vehicles. 
Effective  competition  requires  a  highly  liquid  secondary 
mortgage  market  composed  of  many  buyers  and  sellers  and 
offering  mortgage  investments  at  attractive  interest  rates. 
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The  second  function  of  the  secondary  market  is  to 
transfer  available  mortgage  capital  from  areas  of  surplus  to 
areas  of  shortage.   These  types  of  transactions  are  usually 
between  two  traditional  mortgage  originators,  such  as  savings 
and  loan  associations,  or  between  an  originator  and  a  federal 
secondary  market  instrumentality,  such  as  the  Mortgage  Corpor- 
ation.  This  process  helps  to  produce  national  equilibrium 
effects  in  the  availability  of  mortgage  funds  and  in  mortgage 
rates,  resulting  in  lower  mortgage  interest  costs  to  the  home 
buyer  . 

Both  the  capital  formation  and  the  capital  transfer 
functions  of  the  secondary  mortgage  market  depend  upon  secon- 
dary mortgage  market  transactions  being  characterized  in 
the  event  of  the  seller's  bankruptcy  as  the  purchase  and  sale 
of  assets,  and  not  as  borrowings,  whether  secured  or  unsecured 
There  are  three  interrelated  reasons  why  secondary  mortgage 
market  transactions  must  be  characterized  as  the  purchase 
and  sale  of  assets. 

First,  many  of  the  participants  in  the  secondary 
mortgage  market  such  as  the  Mortgage  Corporation,  the 
Federal  National  Mortgage  Association  and  regulated  financial 
institutions  such  as  federal  savings  and  loan  asociations 
lack  the  statutory  or  regulatory  authority  to  loan  funds  to 
potential  secondary  mortgage  market  sellers  of  whole  loans 
or  participations.   These  participants  can,  however,  purchase 
whole  loans  or  participations  from  institutions  to  which  they 


22-510  O  -  78  -  73 
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cannot  lend  funds.   Similarly,  federally  chartered  or  insured 
savings  and  loan  associations  are  required  by  regulation  of 
the  Federal  Home  Loan  Bank  Board  to  sell  whole  loans  or 
participations  only  without  recourse.   See  12  C.F.R.  §563.23. 
An  asset  sale  of  whole  loans  or  participations  is  a  sale 
without  recourse;  however,  if  this  sale  were  considered  to  be 
a  borrowing  by  the  seller,  the  sale  would  in  effect  be  with 
recourse  and  thus  in  violation  of  applicable  federal  regula- 
tions.  If  these  transactions  do  not  constitute  asset  sales, 
the  various  major  participants  described  above  will  be 
compelled  to  withdraw  from  the  market.   It  requires  no  great 
economic  analysis  to  demonstrate  that  market  withdrawal  by 
major  participants  will  cause  market  contraction  and  a 
serious,  adverse  impact  upon  the  ability  of  the  secondary 
mortgage  market  to  perform  its  functions. 

Second,  in  other  cases,  participants  in  the 
secondary  mortgage  market  receive  special  government  induce- 
ments such  as  tax  benefits  if  they  purchase  or  hold  mortgage 
assets.*   If  whole  loan  or  participation  purchases  are  deemed 
loans,  these  benefits  would  not  be  available,  thus  substan- 
tially reducing  the  attractiveness  of,  and  causing  a  con- 
traction of,  the  market. 


*Revenue  Ruling  71-399  classifies  certain  types  of 
mortgage  sales  by  the  Mortgage  Corporation  as  interests  in 
mortgages.   The  very  purpose  of  obtaining  this  ruling  was  to 
provide  confirmation  to  purchasers  that  they  were  acquiring 
conventional  mortgage  assets  in  the  form  of  participation 
interests  in  mortgages. 
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Third,  a  purchaser  of  whole  loans  or  participations 
does  not  intend  to  accept  the  credit  risk  associated  with  a 
loan  —  even  if  secured  —  to  the  whole  loan  or  participation 
seller  .   If  purchasers  are  required  to  regard  such  transac- 
tions as  loans,  the  inevitable  result  will  be  a  demand  for  an 
increase  in  the  level  of  their  security  or  a  decrease  in  the 
price  they  are  willing  to  pay.   In  either  case,  the  seller 
will  be  required  to  assemble  a  greater  principal  amount  of 
whole  loans  or  participations  to  receive  the  same  purchase 
consideration.   Mortgages  thus  become  less  liquid  and  less 
attractive  to  purchasers;  the  mortgage  market,  the  construction 
industry  and  the  home  buyer  all  encounter  increased  cost  and 
difficulty;  and  the  Congressional  purpose  to  enhance  cost 
effective  capital  flows  to  the  mortgage  market  is  thwarted. 

C.   The  Mechanics  of  the  Secondary  Market 

A  secondary  mortgage  market  transaction  begins 
with  a  potential  seller  having  assembled  for  sale  a  group  of 
mortgages.   A  buyer  may  be  interested  in  acquiring  the  entire 
group  of  mortgages  (a  purchase  of  whole  loans)  or  only  a 
specified  portion  of  each  mortgage  in  the  group  (a  purchase 
of  a  participation  interest).   The  Mortgage  Corporation 
purchases  both  whole  loans  and  participation  interests. 

Whether  the  sale  is  of  whole  loans  or  participa- 
tions, some  arrangement  must  be  made  for  the  "servicing"  of 
the  seller's  mortgages.   Servicing  of  mortgages  consists  of  a 
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variety  of  duties  necessary  to  manage  an  investment  in 
mortgages.   These  duties  include  collection  and  remittance  of 
mortgagor  monthly  payments  and  prepayments,  administration 
of  real  property  tax  and  insurance  escrow  accounts,  collec- 
tion of  hazard  or  private  mortgage  insurance  claims,  and,  if 
necessary,  decisions  as  to  forbearance  or  foreclosure. 

Given  the  nationwide  nature  of  the  secondary  mort- 
gage market,  it  is  usual  that  the  purchaser  will  be  geograph- 
ically remote  from  the  location  of  real  property  securing 
the  mortgages.   The  purchaser  will  therefore  agree  that  the 
seller  will  act  as  the  purchaser's  agent  for  the  servicing 
of  the  whole  loans  or  participations.*   To  permit  servicing 
to  be  conducted  effectively  and  efficiently,  the  seller  will 
retain  unendorsed  the  original  mortgage  notes  and  the 
purchaser  will  not  record  under  the  various  state  recording 
statutes  the  purchaser's  ownership  interest  in  the  whole 
loans  or  participations  purchased.   The  purchaser  will 
usually  require  that  the  seller/servicer  mark  its  books  and 
records  to  indicate  the  purchaser's  ownership  interest  in 
the  whole  loans  or  participations  purchased.   The  transaction 
is  entered  on  the  books  of  the  seller  and  purchaser  as  a 
sale  and  purchase  of  assets;  neither  party  ever  intends  that 


*Even  in  cases  where  the  purchaser  is  not  geograph- 
ically remote,  the  seller  will  typically  service  the  mortgages 
sold  either  because  the  purchaser  lacks  the  staff  and  exper- 
tise to  service  mortgages  or  because  the  seller  desires  the 
income  which  is  generated  by  servicing  fees. 
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their  transaction  be  considered  a  loan,  either  secured  or 
unsecured  . 

The  above  description  represents  a  relatively 
uncomplicated  secondary  mortgage  market  purchase  and  sale. 
Quite  frequently,  however,  the  whole  loans  or  participations 
purchased  by  the  original  purchaser  are  resold  by  that 
purchaser  to  any  number  of  subsequent  purchasers.   The  sales 
operations  of  the  Mortgage  Corporation  offer  an  excellent 
illustration . 

The  Mortgage  Corporation  sells  the  whole  loans 
or  participations  it  has  acquired  in  the  form  of  Mortgage 
Participation  Certificates  ("PCs")  and  Guaranteed  Mortgage 
Certificates  ("GMCs").   The  Corporation  represents  to  pur- 
chasers of  PCs  and  GMCs  that,  for  bankruptcy  purposes,  the 
purchaser  is  acquiring  an  asset,  not  loaning  money  to  the 
Corporation.*   As  of  December  31,  1977,  the  Corporation  had 
sold  or  had  committed  to  sell  $4.8  billion  principal  amount 
of  PCs  and  an  additional  $1.5  billion  principal  amount  of 
GMCs  had  been  sold.  The  Corporation's  PCs  represent  undivided 
participation  interests  in  groups  of  whole  loans  and  partici- 
pations previously  purchased  by  the  Corporation;  in  short, 
PCs  themselves  are  participations.   Each  PC  represents  an 
undivided  interest  in  mortgage  groups  having  an  aggregate 


*PCs  and  GMCs  differ  chiefly  with  respect  to  the 
timing  of  the  payments  to  PC  and  GMC  holders  of  principal 
and  interest  generated  by  the  whole  loans  or  participations. 
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principal  balance  of  from  $100  to  $200  million  and  com- 
prised of  from  2,000  to  5,000  underlying  residential 
mortgages.   Since  PCs  are  sold  in  minimum  denominations  of 
$100,000,  there  could  be  as  many  as  2,000  different  holders 
of  a  given  issue  of  PCs,  each  holder  having  a  1/2000  partici- 
pation interest  in  the  2,000  to  5,000  underlying  mortgages. 
PCs  are  actively  traded;  accordingly,  the  undivided  partici- 
pation interests  represented  by  the  PCs  will  be  transferred 
from  holder  to  holder  innumberable  times. 

It  bears  repeating  that  the  secondary  mortgage 
market  has  developed  mechanics  which  permit  the  seller/servicer 
to  function  as  agent  and  trustee  for  the  holders  of  the 
whole  loans  and  participations  which  the  seller/servicer  has 
sold.   These  whole  loans  and  participations  may  be  sold  and 
resold  many  times,  which  permits  the  secondary  market  to 
have  the  level  of  depth  and  liquidity  necessary  to  attract 
capital  to  the  primary  mortgage  market. 

III.   SECONDARY  MORTGAGE  MARKET  TRANSACTIONS 
IN  BANKRUPTCY 

As  indicated  above,  two  bankruptcy  trustees  have 
argued  that  the  types  of  secondary  mortgage  market  transaction 
already  discussed  constitute  loans  from  the  whole  loan  or  parti- 
cipation buyer  to  the  seller,  notwithstanding  the  expressed 
intent  of  the  parties  to  the  contrary.   Two  provisions  of  S.2266 
and  H.R.  8200,  if  enacted  in  their  present  form,  might  be  judi- 
cially construed  as  supporting  these  arguments.   These  arguments, 


1149 


the  Corporation  believes,  are  erroneous  as  a  matter  of  current 
law  and,  in  any  event,  should  be  legislatively  eliminated  as  a 
matter  of  public  policy. 

A.   The  Trustee's  Arguments 

In  one  of  the  two  cases,  the  bankruptcy  trustee  has 
argued  that,  under  Article  3  of  the  Uniform  Commercial  Code,  the 
seller's  retention  of  the  unendorsed  mortgage  notes  for  purposes 
of  servicing  placed  the  seller  in  the  position  of  a  holder  and 
owner  of  the  notes.   Therefore,  the  trustee  argued,  title  to  the 
promissory  notes  vested  in  the  trustee  at  the  time  of  the  filing 
of  the  petition  under  section  70(a)(5)  of  the  Bankruptcy  Act,  11 
U.S.C.  §110(a)(5),  and  the  purchasers  had  in  legal  effect  made  a 
loan  to  the  seller.   Furthermore,  according  to  the  trustee,  the 
purchasers'  failure  to  file  a  financing  statement  under  Article 
9  of  the  Uniform  Commercial  Code  reduced  the  purchasers  to  the 
status  of  general  creditors.*   Section  541(a)(1)  of  S.  2266  would 
permit  a  trustee  to  bolster  this  argument  by  the  contention  that 
the  seller's  retention  of  the  notes  constituted  retention  of 
"legal"  title  to  the  mortgages  even  though  the  whole  loans  or 
participations  had  long  ago  been  sold  for  full  consideration 
in  a  routine  secondary  mortgage  market  transaction. 


*These  arguments  were  made  in  Hamilton,  supra.   The 
Corporation,  the  Federal  National  Mortgage  Association  and 
the  Federal  Home  Loan  Bank  Board  filed  requests  to  participate 
as  amicus  curiae  in  opposition  to  the  position  of  the 
Hamilton  bankruptcy  trustee.   The  Corporation's  most  recent 
information  is  that  Hamilton  will  be  settled  without  the 
court  reaching  the  merits  of  the  trustee's  arguments. 
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In  the  second  of  the  two  cases,  the  trustee  argued 
that  the  failure  of  the  participation  purchaser  to  record  his 
ownership  interest  under  the  state  recording  statute  resulted 
in  the  trustee  acquiring  title  to  the  underlying  mortgages  by 
virtue  of  the  "stong  arm  clause"  of  section  70(c)  of  the 
Bankruptcy  Act.*   Section  544(a)(3)  of  S.  2266  lends  some 
support  to  this  argument  by  according  the  bankruptcy  trustee 
the  status  of  a  hypothetical  bona  fide  purchaser  of  real 
property  at  the  time  of  bankruptcy.   Under  some  state  real 
property  recording  statutes,  the  trustee  could  argue  that 
the  failure  of  the  purchaser  of  the  whole  loans  or  participa- 
tions to  record  its  interest  in  the  mortgages  purchased 
entitled  the  trustee  to  possession  of  the  mortgages  sold  as 
a  hypothetical  bona  fide  purchaser. 

B.   The  Current  Law 

The  Corporation  does  not  wish  to  burden  the 
Subcommittee  or  the  Subcommittee  Staff  with  extensive  legal 
argument  demonstrating  that  the  positions  advocated  by  the 
trustees  are  erroneous  as  a  matter  of  law.   While  a  brief 


*This  argument  was  made  in  F  idel ity ,  supra.   The 
argument  was  accepted  by  the  bankruptcy  judge.   Fidelity 
involves  some  $60  million  in  Government  National  Mortgage 
Association  guaranteed  participation  interests.   GNMA 
requested  that  the  bankruptcy  judge  reconsider  his  opinion, 
but  this  request  was  denied  on  January  17,  1978.   Since  the 
bankruptcy  judge  has  not  reversed  his  ruling,  GNMA  has 
informed  the  Corporation  that  GNMA  will  appeal  to  the 
District  Court  and  the  Corporation  has  told  GNMA  that  the 
Corporation  wishes  to  participate  in  Fidelity  as  an  amicus 
curiae  at  the  District  Court  level. 
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version  of  the  arguments  is  given  below,  the  more  important 
concerns  to  the  Corporation  are  that  the  bankruptcy  trustees 
considered  attacking  the  asset  sale  status  of  secondary 
mortgage  market  transactions  and  that  S.  2266  appears 
to  lend  at  least  some  support  to  those  attacks.   A  market  as 
vast  as  the  secondary  mortgage  market  requires  absolute 
assurance  as  to  the  legal  status  of  the  transactions  in 
that  market.   Even  the  assertion  that  secondary  mortgage 
market  asset  sales  constitute  unsecured  borrowings  has  a 
significant,  adverse  impact  upon  the  viability  of  the 
market.  The  Corporation  believes  that  a  revision  of  the 
Bankruptcy  Act  to  eliminate  any  ability  to  make  the  kinds  of 
claims  already  made  is  essential. 

Briefly,  secondary  mortgage  market  sales  have  been 
held  by  federal  courts  to  constitute,  in  the  event  of  the 
seller's  bankruptcy,  a  sale,  and  not  a  borrowing  by  the 
seller.   See,  e.g. ,  In  re  Prudence  Co.  ,  89  F.2d  689  (2d  Cir. 
1937);  In  re;  The  Westover ,  Inc.,  82  F.2d  177  (2d  Cir. 
1936).   At  least  twenty  state  court  decisions  have  also 
taken  the  position  that  secondary  mortgage  market  transactions 
constitute  asset  sales.*   Leading  texts  confirm  these 
federal  and  state  court  decisions.   See,  e.g . ,  Glenn  on 
Mortgages  §317  (1943);  American  Law  of  Property  §16.120 


*The  Corporation  would  be  pleased  to  supply 
these  decisions  to  the  Subcommittee  if  the  Subcommittee 
would  find  the  decisions  helpful. 


1152 


(1952);  Powell,  Real  Property  §456  (1966). 

Once  the  asset  sale  character  of  the  transaction 
is  established,  the  owner  of  the  property  is  entitled  to 
possession  of  the  property  free  of  any  claims  of  the  bank- 
ruptcy trustee.  As  the  court  succinctly  explained  in  American 
Service  Co.  v.  Henderson,  120  F.2d  525,  530  (4th  Cir.  1941): 

"The  rule  is  elementary  that  a 
trustee  in  bankruptcy  or  reorganization 
succeeds  to  only  the  title  and  rights  in 
property  that  the  particular  debtor  had 
formerly  possessed;  and  that,  where  the 
debtor  had  been  in  the  possession  of 
trust  property,  the  bankruptcy  or  reorgan- 
ization trustee  holds  such  property 
subject  to  the  outstanding  interest  of 
the  beneficiaries.   Thus,  where  a  cestui 
que  trust  is  able  to  point  to  the  specific 
trust  property  that  is  being  held  by  the 
bankruptcy  or  reorganization  trustee,  he 
is  rightly  entitled  to  claim  this  property 
as  his  own  and  to  withdraw  it  from  the 
bankruptcy  or  reorganization  proceeding 
free  from  the  conditions  that  may  have 
been  been  imposed  upon  the  general  or 
secured  creditors." 

There  are  numerous  other  decisions  following  the  principles 
of  American  Service  Co.*   In  short,  the  claims  made  by  the 
trustees  should  be  rejected  as  a  matter  of  current  law  and 
the  Corporation's  request  for  legislative  confirmation  of 
the  asset  sale  status  of  secondary  mortgage  market  trans- 
actions is  not  a  request  to  change  the  law. 

The  claim  of  the  trustee  that  secondary  mortgage 
market  purchasers  should  have  filed  financing  statements 


*If  the  Subcommittee  wishes,  these  decisions  will 
be  suppl ied  . 
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under  Article  9  of  the  Uniform  Commercial  Code  is  obviously 
premised  upon  the  argument  that  secondary  mortgage  market 
purchases  and  sales  constitute  a  "transaction  .  .  .  which  is 
intended  to  create  a  security  interest."   U.C.C.  §9-102(1) (a) 
(emphasis  added).   The  purchase  of  whole  loans  or  participa- 
tions in  the  secondary  market  can  be  regarded  as  a  transaction 
intended  to  create  a  security  interest  only  if  the  intention 
of  the  purchaser  were  to  make  a  loan  secured  by  mortgages 
rather  than  to  purchase  the  mortgages  or  interests  therein. 
As  discussed  in  Part  II  above,  none  of  the  participants  in 
the  secondary  mortgage  market  have  at  any  time  considered 
themselves  to  be  obtaining  or  extending  credit  with  mortgages 
as  collateral.   For  many  of  these  participants,  a  loan 
transaction  would  exceed  their  statutory  or  regulatory 
authority.   A  secondary  mortgage  market  purchase  is  reflected 
on  the  books  of  the  purchasing  institution  as  the  acquisition 
of  an  asset.   Similarly,  a  sale  of  whole  loans  or  participa- 
tions is  considered  a  sale  of  an  asset  and  is  so  reflected 
on  the  books  of  the  selling  institution.   The  documents 
typically  used  to  evidence  this  purchase  and  sale  speak 
nowhere  of  debt  creation,  but  contain  explicit  language  to 
the  effect  that  the  purchaser  has  bought  specific  mortgages 
or  an  undivided  interest  in  certain  mortgages  for  full 
consideration.   The  basic  fallacy  in  the  trustee's  argument 
is  the  assumption  that  the  parties  intended  a  loan  trans- 
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action.   No  financing  statement  is  filed  for  the  very  simple 
reason  that  a  loan  is  not  intended  and  is  not  involved. 

C .   Public  Policy  Considerations 

As  discussed  above,  the  entire  basis  for  the 
trustee's  arguments  stems  from  the  fact  that  for  servicing 
purposes  the  seller  retains  the  mortgage  notes  unendorsed 
and  the  purchaser  does  not  record  his  ownership  interest 
under  applicable  state  recording  statutes.   The  seller/ 
servicer  retains  the  notes  unendorsed  because  any  other 
action  would  greatly  increase  the  costs  of  and  complicate 
servicing.   If  the  purchaser  took  possession  of  the  note, 
each  time  a  mortgagor  fully  paid  his  mortgage  the  purchaser 
would  be  compelled  to  return  the  note  to  the  seller  so  that 
the  note  could  be  marked  as  satisfied.   If  the  seller 
endorsed  the  notes  to  the  purchaser  but  retained  possession, 
the  situation  would  be  even  worse.   The  seller  would  be 
required  each  time  a  mortgage  was  satisfied  to  mail  the  note 
to  the  purchaser  for  re-endorsement  back  to  the  seller;  the 
purchaser  would  re-endorse  the  note  and  then  mail  it  back  to 
the  seller.   Both  the  time  involved  and  the  risk  of  mail 
delays  (if  not  loss)  preclude  any  interest  on  the  purchaser's 
part  of  having  possession  of  the  mortgage  notes.*   For 


*By  leaving  the  notes  in  possession  of  the  seller 
the  purchaser  does  run  the  risk  that  the  seller  will  fraudu- 
lently sell  the  same  mortgages  twice.   The  secondary  mortgage 
market  is  an  institutional  market;  the  participants  regard 
this  possible  fraud  risk  as  practically  non-existent. 
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example,  in  the  Mortgage  Corporation's  Los  Angeles  Regional 
Office  over  2,000  mortgagor  payoffs  are  received  each  month. 
The  paperwork  burden  and  the  staff  time  involved  are 
considerable . 

This  simple  example,  however,  significantly  under- 
states the  paperwork  which  would  be  involved  if  the  purchaser 
were  required  for  bankruptcy  purposes  to  take  possession  of 
the  note.   Assume  that  each  purchaser  of  a  PC  issued  by  the 
Corporation  believed  that  the  Bankruptcy  Act  required  that 
the  purchaser  take  possession  of  some  evidence  of  its 
ownership  of  the  participations  it  had  purchased  other  than 
the  PC  Certificate  itself.   The  Corporation  would  be  required 
to  endorse  and  deliver  copies  of  notes  to  perhaps  2,000  pur- 
chasers in  each  PC  offering,  obtain  these  documents  back  each 
time  a  PC  traded,  and  re-issue  similar  documents  to  the  new 
purchaser.   It  would  not  be  long  before  the  Corporation 
drowned  in  paper. 

Similarly,  were  the  Bankruptcy  Act  construed  to  require 
recordation  of  the  purchaser's  interest,  the  paperwork  and  time 
burden  would  be  staggering.   At  the  time  of  the  purchase  of  a 
PC,  the  purchaser  would  be  required  to  record  an  assignment. 
Each  time  the  whole  loans  or  participations  were  traded  in  the 
secondary  market  by  means  of  a  PC  sale,  the  new  purchaser  would 
be  required  to  record  another  assignment.   When  the  mortgage  was 
paid  in  full,  the  then  current  PC  holder  would  be  required  to 
send  to  the  servicer  for  recordation  a  document  stating  that  the 
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holder  had  been  paid  in  full.   Placed  in  the  context  of  the 
sale  of  PCs  by  the  Mortgage  Corporation,  the  paperwork  burden 
would  become  nearly  insurmountable. 

The  filing  of  a  financing  statement  would  be 
equally  burdensome.*   A  typical  offering  of  $200,000,000  in 
PCs  by  the  Mortgage  Corporation  offers  a  dramatic  illustration 
Since  PCs  are  sold  in  minimum  amounts  of  $100,000,  there  are 
a  potential  2,000  purchasers  of  undivided  participation 
interests  and  thus  the  need  to  file  2,000  financing  statements 
Furthermore,  the  typical  mortgage  (and  thus  the  typical  PC) 
has  a  term  of  30  years,  while  a  financing  statement  has  a 
term  of  only  five  years.   U.C.C.  §9-403(2).   Thus,  each  time 
a  PC  was  sold  in  the  secondary  market,  a  purchaser  would  be 
compelled  to  determine  whether  a  financing  statement  had  been 
filed  with  respect  to  this  PC  and,  if  so,  whether  this  state- 
ment had  expired  .   Congress  was  quite  clear  that  the  reason 
for  a  secondary  mortgage  market  was  to  increase  the  liquidity 
of  mortgages  and  that  any  requirements  detracting  from 
liquidity  should  be  avoided.   See,  e.g . ,  116  Cong.  Rec.  H6508 
(Daily  ed .  June  25,  1970)  (remarks  of  Congressman  Annunzio). 
The  need  to  file  and  constantly  update  a  financing  statement 
obviously  detracts  from  the  liquidity  of  secondary  mortgage 
market  transactions.   Indeed,  in  the  Corporation's  case,  the 


*Such  a  filing  would  also  be  inconsistent  with  the 
fact  that  the  parties  intend  an  asset  sale,  not  a  secured 
borrowing  . 
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principal  beneficiary  of  the  resulting  blizzard  of  paperwork 
would  be  the  District  of  Columbia  Recorder  of  Deeds.* 

The  ability  of  secondary  mortgage  market  investments, 
whether  whole  loans  or  participations,  to  compete  in  the 
general  capital  markets  is  quite  obviously  affected  by  the 
yield  offered  to  the  investor.   This  yield,  in  turn,  is 
affected  by  the  costs  of  selling  mortgages  in  the  secondary 
market.   A  significant  element  of  cost  is  influenced  by  the 
degree  of  the  "paperwork"  and  administrative  time  associated 
with  secondary  mortgage  market  purchases  and  sales.   Any 
change  in  secondary  mortgage  market  purchase  and  sale  practices 
which  increases  costs  correspondingly  decreases  the  attractive- 
ness of  mortgages  as  investments.   The  general  capital  market 
is  highly  yield  sensitive  and  changes  in  yield  of  even  a  few 
basis  points**  will  often  cause  investors  to  favor  one  type  of 
investment  over  another .   The  types  of  changes  in  secondary 
mortgage  market  practices  which  would  be  required  by  the 
arguments  advanced  by  the  trustees  in  the  two  cases  would 
considerably  increase  transaction  costs  and  thereby  decrease 
the  ability  of  mortgages  to  compete  as  investments  in  the 
general  capital  market.   Indeed,  the  Corporation  believes 


*U.C.C.  financing  statements  would  be  filed  in  the 
District  of  Columbia,  the  Corporation's  principal  place  of 
business,  with  the  Recorder  of  Deeds.   He  would  surely 
benefit  from  the  substantial  increase  in  filing  fees. 

**A  basis  point  is  1/100  of  a  percent;  an  interest 
rate  of  8.51%  is  one  basis  point  higher  than  an  interest 
rate  of  8.50%. 
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that  acceptance  of  the  trustees'  arguments  would  create  a 
situation  in  which  the  resultant  costs  served  to  make  mort- 
gages a  non-competitive  investment. 

Furthermore,  even  if  the  Corporation  has  overesti- 
mated the  potential  cost  impact,  the  trustees'  positions  would 
unquestionably  make  secondary  mortgage  market  transactions 
extraordinarily  cumbersome.   Mortgage  investments  compete  in 
the  general  capital  market  with  debt  securities  such  as  cor- 
porate bonds.   A  holder  of  a  corporate  bond  does  not  thereby 
acquire  any  obligation  for  significant  paperwork  or  adminis- 
trative time.   As  a  general  rule,  non-traditional  mortgage 
investors  —  the  very  investors  the  secondary  market  is 
designed  to  attract  —  have  been  reluctant  to  invest  in 
mortgages  because  such  investments  were  regarded  as  cumbersome. 
Acceptance  of  the  trustees'  arguments  would  thus  create  precisely 
the  kinds  of  market  impediments  the  Corporation  was  chartered 
to  remove. 
D.   Secret  Liens  and  Fraud  on  Creditors 

The  Bankruptcy  Act  is  correctly  concerned  with 
preventing  the  creation  of  secret  liens  and  frauds  upon 
creditors.   Many  of  the  rules  which  have  been  developed  are 
designed  to  give  creditors  notice  that  property  in  possession 
of  a  debtor  is  not  the  debtor's  property  or  has  previously 
been  pledged  to  secure  a  loan.   Requiring  endorsement  of  or 
transfer  of  physical  possession  of  mortgage  notes  will  not 
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serve  these  purposes,  nor  would  any  requirement  of  recording 
under  state  recording  statutes.* 

Credit  is  extended  to  secondary  mortgage  market 
sellers  based  upon  their  balance  sheets  and  not  upon  a 
physical  inspection  of  mortgage  notes  held  or  state  land 
records.   When  a  seller  engages  in  a  secondary  mortgage 
market  transaction,  it  correctly  removes  the  mortgage  assets 
sold  from  its  balance  sheet.**   To  the  Corporation's  knowledge, 
this  accounting  treatment  is  universal.   Taking  possession  of 
or  endorsement  of  the  mortgage  notes,  recording  in  state  land 
records  or  filing  of  financing  statements  would  provide  no 
notice  to  potential  creditors  not  already  provided  by  the 
seller's  financial  statements.   Secondary  mortgage  market 
transactions  do  not  involve  secret  liens;  the  only  secret 
involved  at  all  would  be  if  routine  secondary  mortgage  market 
transactions  could  be  upset  by  bankruptcy  trustees  as 
unsecured  loans. 

A  fair  assessment  of  the  direct  impact  of  any 
acceptance  of  the  trustees'  position  is  that  it  would  dismantle 
the  established  secondary  mortgage  market.   The  transforma- 
tion of  secondary  market  purchases  and  sales  of  whole  loans 
and  participations  into  unsecured  borrowings  and  lendings 


*In  both  Hamilton  and  Fidelity  this  procedure 
was  followed . 

**Arguably,  filing  of  a  financing  statement  might 
give  notice.   However,  as  previously  explained,  such  a  filing 
would  be  inconsistent  with  the  asset  sale  character  of 
secondary  mortgage  market  transactions. 
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against  the  expressed,  unequivocal  intention  of  secondary 
market  participants  would  frustrate  the  clear  Congressional 
purpose  of  the  creation  of  such  a  market  —  increased  liquidity 
of  mortgages  and  the  attraction  of  capital  to  the  mortgage 
market.   In  the  final  analysis,  it  is  the  American  public  — 
the  potential  purchasers  of  private  homes  --  who  would  absorb 
the  impact  of  the  trustees'  positions. 

IV.   THE  PROPOSED  STATUTOPY  CHANGE 
Both  S.  2266  and  H.R.  8200  present  an  opportunity  to 
obtain  a  legislative  confirmation  of  the  status  of  secondary 
mortgage  market  transactions  in  bankruptcy.   Legislative 
action  could  defuse  the  potentially  devastating  attack  now 
being  carried  on  by  bankruptcy  trustees.* 

Part  III (A)  above  discusses  the  two  provisions  of 
S.2266  of  concern  to  the  Corporation  and  part  III(B)  demon- 
strates why  these  provisions  should  not  be  regarded  as 
applicable  to  secondary  mortgage  market  transactions.   The 
requested  legislative  confirmation  could  be  easily  accomplished 
by  the  addition  of  subsection  (e)  to  section  541  of  S.2266  as 
follows : 

"(e)  Notwithstanding  the  provisions  of 
subsection  (a)  of  this  section  or  section 
544,  mortgages  secured  by  real  property 
or  interests  in  such  mortgages  sold  by 
the  debtor  but  as  to  which  the  debtor  has 
retained  legal  title  for  purposes  of 
servicing,  or  supervising  the  servicing 
of,  the  mortgages  of  interests  therein 


*The  Corporation  also  intends  to  press  its  views  in 
the  House. 
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shall  be  deemed  property  held  by  the 
debtor  as  agent  for  the  owners  or 
holders  of  such  mortgages  or  inter- 
ests in  mortgages  and  shall  not  become 
property  of  the  estate." 

The  Corporation  emphasizes  that  the  language  suggested  has 
been  narrowly  drafted  to  accomplish  the  single  goal  of  con- 
firming the  asset  sale  status  of  secondary  mortgage  market 
transactions.   The  suggested  language  makes  no  change  in 
present  law  and  is  necessary  to  avoid  any  implication  that 
section  541(a)  or  section  544(a)(3)  is  designed  to  change 
the  bankruptcy  status  of  typical  secondary  mortgage  market 
transactions. 

The  Corporation  also  suggests  that  the  following 
language  be  inserted  in  the  Committee  Report  to  explain  the 
purposes  of  section  541(e): 

"Section  541(e)  confirms  the 
current  status  under  the  Bankruptcy  Act 
of  bona  fide  secondary  mortgage  market 
transactions  as  the  purchase  and  sale 
of  assets.   Mortgages  or  interests 
in  mortgages  sold  in  the  secondary 
market  should  not  be  considered  as  part 
of  the  debtor's  estate.   To  permit  the 
efficient  servicing  of  mortgages  or 
interests  in  mortgages  the  seller  will 
often  retain  the  original  mortgage  notes 
and  related  documents,  and  the  purchaser 
will  not  record  under  state  recording 
statutes  the  purchaser's  ownership  of 
the  mortgages  or  interests  in  mortgages 
purchased.   Section  541(e)  makes  clear 
that  the  seller's  retention  of  the 
mortgage  documents  and  the  purchaser's 
decision  not  to  record  do  not  impair  the 
asset  sale  character  of  secondary 
mortgage  market  transactions." 
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V.   CONCLUSION 

The  Mortgage  Corporation  respectfully  urges  tne 
Subcommittee  to  give  serious  consideration  to  the  impact  of 
any  revision  of  the  bankruptcy  laws  on  the  secondary  mortgage 
market.   It  is  clear  that  a  potentially  crippling  problem 
presently  faces  that  market.   The  pending  bankruptcy  legisla- 
tion provides  an  excellent  opportunity  for  legislative 
confirmation  of  the  status  of  these  transactions  in  bankruptcy. 

The  Corporation  believes  that  all  participants  in 
the  market  concur  in  its  views.   While  it  may  appear  attrac- 
tive to  a  bankruptcy  trustee  to  argue  that  purchase  and  sale 
transactions  were  in  fact  loans,  acceptance  of  that  argument 
would  have  precluded  most  transactions  from  happening  in  the 
first  place.   The  trustees'  argument  is  clearly  not  in  the 
interests  of  the  prospective  secondary  mortgage  market 
seller.   The  Corporation's  proposal  thus  favors  neither 
buyers  nor  sellers,  but  rather  is  necessary  for  the  proper 
and  effective  conduct  of  the  entire  market. 


Dated:   January  24,  197( 
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lOUia  POUieR  Lynn  K.  Vorbnch 

666  Grand  Avenue  Associate  General  Counsel 

Des  Moines,  Iowa  50309 
5 15-281  2900 


January  27,  1978 


Senator  Dennis  De  Concini 

The  United  States  Senate 

4104  Dirksen  Senate  Office  Building 

Washington,  D.C.  20510 

Re:   S.  2266 

Dear  Senator  De  Concini: 

A  serious  flaw  in  the  proposed  Bankruptcy  Law  Revision  has  recently  come  to  our 
attention  that  could  have  a  major,  adverse  impact  on  utilities  having  joint 
ownership  interests  in  energy  facilities.  Under  Section  363  of  the  proposed 
modifications  a  trustee  in  bankruptcy  would  have  authority  to  sell  the  interests 
of  all  co-owners  of  a  facility,  if  one  of  them  became  bankrupt.  Although  the 
bill  contains  language  designed  to  protect  co-owners,  such  as  a  right  of  first 
refusal, the  mere  existence  of  the  possibility  of  such  a  loss  will  create  serious 
impediments  to  the  development  of  new  utility  projects. 

We  have  studied  the  bill  and  the  committee  reports  and  have  discussed  the 
problem  with  your  committee  staff  and  others  interested  in  the  bill.  It  is  our 
conclusion  that  the  problem  is  both  real  and  substantial.   In  a  nutshell,  the 
authority  to  seize  and  sell  the  interests  of  all  co-owners  of  a  jointly-owned 
facility  because  only  one  of  them  goes  bankrupt  simply  cannot  co-exist  with 
continued  joint  ownership  of  large  facilities  such  as  electric  generating 
plants,  transmission  lines,  pipelines,  SNG  plants,  etc.  Who  would  buy  bonds 
secured  by  property  subject  to  such  a  lien?  What  utility  would  enter  into  a 
joint  ownership  arrangement  with  the  potential  that  it  could  all  be  taken  away 
someday  and  sold  to  the  highest  bidder? 

In  the  state  of  Iowa  alone  there  are  two  jointly-owned  electric  generating 
facilities  now  in  operation  each  costing  more  than  $200  million.  Two  more  are 
nearing  completion  of  construction  and  two  are  getting  underway.  These  are 
major  plants  of  critical  importance  to  the  joint  owners  who  consist  of  investor- 
owned,  municipal  and  rural  cooperative  utilities.  With  ever  escalating  construction 
costs,  the  replacement  cost  of  such  a  facility  -  once  built  -  is  even  more 
astronomical  than  the  original  cost  and  the  loss  of  such  a  facility  would  be 
catastrophic  to  any  of  the  owners.  While  this  illustration  involves  electric 
utilities,  the  same  situation  would  exist  with  joint  ownership  of  any  major 
facility  -  a  common  occurrence  in  the  capital  intensive  energy  industry  today. 
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As  we  see  it  the  major  impact  of  the  proposed  authority  would  fall  on  newly 
proposed  projects  and  on  small  utilities.   I^rge  utilities  with  the  ability  to 
finance  their  own  large  projects,  would  have  a  strong  reason  to  exclude  smaller 
utilities  from  participation.  Any  utility  participating  in  a  large  joint 
project  will  find  a  new  adverse  factor  working  against  the  sale  of  its  debt  and 
equity  securities.  In  this  time  of  growing  concern  over  energy  problems,  added 
handicaps  such  as  this  bill  presents  are  senseless. 

In  our  discussions  with  persons  involved  in  the  drafting  of  this  bill,  it  is 
clear  that  there  was  never  any  discussion  or  consideration  of  the  effects  on 
utilities,  nor  any  specific  intent  to  cover  our  situations.  We  strongly  recommend 
that  you  act  now  to  remove  this  cloud  from  our  future. 

Enclosed  is  a  letter  from  Mr.  lodd  Vieregg  of  Sidley  &  Austin  analyzing  the 
problem  and  suggesting  corrective  measures.  We  recommend  you  consider  either  a 
specific  exemption  for  energy  facilities  (Exhibit  C  attached  to  the  Sidley  & 
Austin  letter)  or  a  provision  limiting  the  trustee's  powers  to  the  sale  of  a 
debtor's  spouse's  interests  (Exhibit  D  attached  to  the  Sidley  &  Austin  letter). 

The  House  has  completed  comruttee  action  on  HR  8200  and  has  scheduled  floor 
debate  for  January  31,  1978  according  to  our  information.  We  hope  to  delay 
action  there,  but  may  not  succeed.   In  any  event  we  want  to  have  an  opportunity 
to  offer  changes  to  the  Senate  bill,  S.  2266,  and  to  discuss  this  matter  with 
your  subcommittee  or  its  staff.  We  specifically  request  that  you  include  this 
letter  and  its  attachments  in  the  record  of  your  proceedings  on  this  bill. 

Yours  truly, 


o4-,   K-  >'^ '•< 


eb 

Enclosure 


Senator  Robert  Fiedler 

Senate  Judiciary  Committee 

Subcommittee  on  Improvements  in  Judicial  Machinery 
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Sidley     &    Austin 


One  First  National  Plaza 
Chicago,  Illinois  6oso3 

Telephone  312:  329-5400 
Telex  23-4364 


Founded  In  isee  as 
Williams  fit  Thompson 


October    26,    1977 


Washington  Omcr 

1730  Pennsylvania  Avenue.  N.w. 

Washinoton,  n.C.  aoooo 

Telephone  202:  624-0OOO 

Telex  O9-403 


European  OmcE 

o  II..I  i  •,  .  i.  Park 

London,  wi  i  OTH,  Enolano 

Telephone  Ol:  727-1416 

Telex  217B1 


Mr.  Lynn  K.  Vorbrich 
Associate  General  Counsel 
Iowa  Power  and  Light  Company 
P..  0.  Box  657 
Des  Moines,  Iowa   50303 


Re:   Section  363  of  the  Proposed 
Bankruptcy  Act  of  1977 


Dear  Lynn: 

I  have  reviewed  §363  of  the  proposed  Bankruptcy 
Act  of  1977  (H.R.  8200)  (the  "Act"),  which,  if  enacted  into 
law,  would  define: 

(i)  the  rights  and  powers  of  the  bankruptcy 
trustee  to  use,  sell  or  lease  property  (in  the 
ordinary  course  of  business  or  otherwise)  in 
the  liquidation  or  reorganization  of  a  debtor 
("Debtor")  under  the  proposed  Act;  and 

(ii)  the  rights  of  persons  or  entities 
(other  than  the  Debtor)  which  have  interests  in 
such  property. 

Proposed  §363  is  set  forth  on  Exhibit  A  hereto. 


Under  §363  (b)  and  (e) ,  the  court  could,  after 
notice  and  hearing,  permit  the  bankruptcy  trustee  to  use, 
sell  or  lease  property  subject  to  conditions  which  could  be 
imposed  by  the  court  to  adequately  protect  the  interests  of 
persons  or  entities  (other  than  the  Debtor)  in  such  proper- 
ty.  In  addition  to  judicial  protections  which  would  be 
permitted  by  §363  (e) ,  interests  in  property  which  could  be 
sold  under  the  Act  of  persons  or  entities  (other  than  the 
Debtor  or  co-owners  of  such  property)  would  be  provided 
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with  the  statutory  protections  set  forth  in  §363  (f);  how- 
ever, §363  (h)  would  provide  that  the  interests  of  all 
owners  in  property  which  is  jointly-owned  by  the  Debtor  and 
others  as  tenants  in  common,  joint  tenants  or  tenants  by 
the  entirety  could  be  sold  if  (i)  partition  of  the  property 
is  impracticable,  (ii)  sale  of  the  Debtor's  undivided 
interest  in  the  property  would  realize  significantly  less 
for  the  Debtor's  estate  than  sale  of  the  property  free  of 
the  interests  of  the  other  co-owners,  and  (iii)  the  benefit 
to  the  Debtor's  estate  of  the  sale  of  the  property  free 
from  the  interests  of  co-owners  outweighs  the  detriment,  if 
any,  to  such  co-owners.   Proceeds  from  the  sale  of  a  co- 
owner's  interest  in  such  property  would  be  reduced  by  costs 
and  expenses  of  such  sale  and  paid  to  such  co-owners  (§363  (j)) 
and  the  co-owners  would  have  a  right  of  first  refusal  to 
purchase  the  property  at  the  price  at  which  it  could  be 
sold  to  others  (§363  (i) ) .   There  follows  a  description  of 
possible  consequences  on  the  joint  ownership  of  utility  and 
natural  resource  property  of  proposed  §363;  such  description 
does  not  purport  to  describe  or  analyze  all  relevant  legal 
or  economic  issues. 

Right  of  First  Refusal  May  Be  Unexercisable. 

Although  the  application  of  certain  anti-trust  laws 
may  require  that  a  facility  be  owned  jointly,  a  facility  is 
generally  jointly-owned  because  no  single  entity  (i)  has 
sufficient  resources  to  finance  all  of  the  acquisition  and 
construction  costs  of  the  facility;  (ii)  has  the  need  for 
all  of  the  capacity  of  a  facility  which  is  of  sufficient 
size  and  technological  sophistication  to  enable  it  to 
operate  more  efficiently  and  result  in  lower  cost  units  of 
production  than  smaller  facilities;  or  (iii)  may  regard  it 
as  prudent  management  to  invest  alone  in  a  facility  which 
may  use  new  and  relatively  untested  technologies  which 
increase  the  risk  that  the  facility  could  be  unprofitable; 
any  of  such  reasons  could  make  it  impossible  or  inadvisable 
for  a  co-owner  to  exercise  the  right  of  first  refusal  pro- 
vided in  §363  (i) . 

Unavailability  of  Facilities  to  Certain  Entities. 

Entities  which  have  the  least  financial  ability 
to  finance  an  entire  facility  and  thus  the  greatest  need  to 
be  a  co-owner  of  such  a  facility,  would  have  the  highest 
degree  of  probability  of  becoming  subject  to  liquidation  or 
reorganization  under  the  proposed  Act;  entities  with  greater 
financial  strength  would  be  reluctant  to  jointly-own,  and 
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jeopardize  their  interest  in,  a  facility  in  which  other  co- 
owners  were  relatively  weak  financially.   The  consequence 
could  be  that  entities  with  the  greatest  need  to  participate 
in  the  joint  ownership  of  a  facility  could  be  denied  that 
opportunity  and  thus  be  denied  the  production  capacity  of  a 
large  facility  which  would  enable  them  to  efficiently  and 
economically  serve  their  respective  markets. 

Reduced  Marketability  of  Securities;  Higher  Energy  Costs. 

Although  §363  (f)(3)  provides  that  the  lien  of  a 
creditor  of  a  co-owner  on  its  interest  in  a  particular 
jointly-owned  property  may  not  be  divested  unless  the  sale 
price  of  the  property  exceeds  the  value  of  such  lien,  the 
secured  creditor's  position  may  be  worsened  if  the  co- 
owner's  interest  in  such  property  is  sold  in  a  liquidation 
or  reorganization  under  the  Act  of  a  co-owner  of  such 
property. 

Debt  securities  of  an  energy  company  are  generally 
secured  by  a  lien  on  all  of  its  facilities  and  are  acquired 
by  secured  creditors  with  the  expectation  that  such  facili- 
ties will  produce  sufficient  revenues  and  income  to  enable 
the  company  to  pay  when  due  the  interest  on  and  principal 
of  such  securities.   The  totality  of  a  company's  facilities 
are  generally  expected  to  remain  available  to  it  for  such 
purposes  for  reasonably  predictable  durations.   Facilities 
which  are  jointly-owned  are  typically  among  the  newest, 
largest  and  most  efficient  of  those  available  to  energy 
companies  and  are  frequently  facilities  upon  which  such 
companies  are  increasingly  dependent  for  their  revenues  and 
income.   Therefore,  the  loss  by  a  co-owner  of  its  ownership 
and  use  of  its  interest  in  an  important  and  efficient 
facility  could  reduce  its  ability  to  pay  when  due  the 
interest  on  and  principal  of  its  outstanding  debt  securities, 
even  though  the  proceeds  from  the  sale  of  its  interest  in 
such  facilities  could  be  applied  to  purchase  or  redeem  a 
portion  of  such  securities.   In  such  an  event,  the  holders 
of  the  remaining  outstanding  securities  of  such  co-owners 
would  suffer  a  decrease  in  the  probability  that  it  would 
have  sufficient  revenues  and  income  available  to  enable  it 
to  make  payments  when  due  on  such  securities  and  thereby 
increase  the  probability  that  such  holders  might  in  the 
future  have  to  rely  on  the  undesirable  ultimate  remedy  of 
foreclosure  of  their  residual  security  interests  in  the 
property.   Debt  securities  proposed  to  be  issued  by  entities 
which  jointly-own  facilities  may  be  less  marketable  if  the 
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issuer  could  be  deprived  of  the  revenues  and  income  gener- 
ated by  its  ownership  and  use  of  such  interest  through  the 
sale  of  such  interest  in  a  liquidation  or  reorganization  of 
another  co-owner. 

Decreased  marketability  of  debt  securities  would 
result  in  their  bearing  higher  interest  rates  than  more 
marketable  securities  and  would  thereby  directly  increase 
the  expenses  of  their  issuer  and,  in  the  case  of  an  energy 
company  issuer,  indirectly  increase  the  cost  of  energy  to 
its  customers. 

Abandonment  of  Service  Not  Permitted. 

Rules  of  the  Federal  Energy  Regulatory  Commission, 
successor  to  the  Federal  Power  Commission  ("FERC"),  provide 
that  producers  or  transporters  of  natural  gas  may  not 
terminate  sales  under  a  contract,  even  after  its  expiration, 
without  the  approval  of  the  FERC.   The  sale  of  a  co-owner's 
interest  in  a  jointly-owned  gas  well,  coal  gasification 
plant  or  gas  transmission  line  in  accordance  with  §363  of 
the  Act  (whether  pursuant  to  the  exercise  of  the  right  of 
first  refusal  by  a  co-owner  or  by  an  unrelated  party)  could 
result  in  the  new  owner  of  the  sold  interest  being  obliged 
by  the  FERC  to  continue  to  deliver  the  products  and  services 
of  such  interest  to  those  who  previously  received  them, 
perhaps  without  any  benefit  accruing  to  such  new  owner. 
Similarly,  state  regulatory  commissions  could  be  expected 
to  require  new  owners  of  interests  in  jointly-owned  gas 
distribution  or  electric  generating  facilities  to  continue 
to  sell  the  output  of  sold  interests  in  such  facilities  to 
customers  of  the  former  owner  of  the  sold  interest,  also 
perhaps  without  any  benefit  to  such  new  owner. 

Frustrate  National  Energy  Policy. 

Because  joint  ownership  of  major  energy-producing 
facilities  is  frequently  the  only  practical  and  economical 
way  that  such  facilities  can  be  acquired  and  constructed, 
any  legislation,  such  as  the  Act,  which  could  discourage 
the  acquisition  and  construction  of  major  energy  facilities, 
by  increasing  the  risks  of  joint  ownership  of  such  facili- 
ties and  the  costs  of  such  acquisition  and  construction, 
could  frustrate  a  national  energy  policy  designed  to  in- 
crease amounts  of  energy  available  in  the  United  States. 
Furthermore,  energy  is  generally  most  efficiently  and 
economically  produced  by  very  large  and  technologically 
sophisticated  facilities  which  could  not  be  acquired  or 


1169 


constructed  unless  the  investment  and  the  risks  were  shared 
by  co-owners,  who  would  be  discouraged  from  doing  so  if 
retention  of  their  interests  were  subject  to  the  financial 
condition  of  their  otherwise  unrelated  co-owners. 

Alternatives  to  Joint  Ownership. 

Joint  ownership  of  a  facility  through  a  partner- 
ship or  jointly-owned  corporation  would  prevent  such  facil- 
ity from  being  sold  if  one  of  the  partners  or  co-owners  of 
the  corporation  which  owns  the  facility  became  subject  to 
liquidation  or  reorganization  under  the  proposed  Act;  only 
the  interest  of  such  co-owner  in  such  partnership  or  cor- 
poration would  be  subject  to  sale  in  such  event.   However, 
co-owners'  interests  in  partnerships  and  corporations  do 
not  constitute  "bondable  property"  or  "property  additions" 
for  purposes  of  most  indentures  under  which  a  co-owner's 
debt  securities  may  be  issued;  therefore,  no  debt  securities 
could  be  issued  under  such  indentures  on  the  basis  of  the 
underlying  facility  (in  which  the  issuers'  interests  were 
indirect)  to  finance  the  acquisition  and  construction  of 
additional  property,  including  such  a  facility. 


***** 


The  bankruptcy  trustee's  right  to  sell  jointly- 
owned  property,  as  described  above,  is  a  significant  ad- 
dition to  the  proposals  contained  in  two  proposed  Bankruptcy 
Acts  of  1975.   Those  Acts  would  have  permitted  the  bank- 
ruptcy trustee,  under  certain  conditions,  to  sell  both  the 
Debtor's  interest  and  the  Debtor's  spouse's  interest  in 
non-exempt  property  which  the  Debtor  and  Debtor's  spouse 
owned  as  tenants  in  common,  tenants  by  the  entirety  or 
joint  tenants.   This  proposed  substantial  change  from 
existing  law  was  expanded  in  the  proposed  Act  to  permit  the 
bankruptcy  trustee  to  sell  property  which  was  jointly-owned 
by  the  Debtor  and  other  persons  or  entities  in  addition  to 
the  Debtor's  spouse. 

Proposed  §363 (h)  in  the  Act  is  a  radical  departure 
from  the  present  Bankruptcy  Act  which  permits  a  bankruptcy 
trustee  to  sell  only  the  Debtor's  interest  in  jointly-owned 
property,  but  not  the  interests  of  other  co-owners  in  such 
property.   However,  §363  would  not  authorize  the  bankruptcy 
trustee  to  use  or  lease  co-owners'  interests  in  property 
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which  is  jointly-owned  with  the  Debtor;  §363 (b)  and  (c) 
expressly  authorize  the  bankruptcy  trustee  to  use  or  lease 
only  "property  of  the  estate". 

I  suggest  that  industry  trade  associations,  in- 
cluding the  American  Gas  Association  and  the  Edison  Electric 
Institute,  undertake  lobbying  efforts  in  the  Congress  and 
should  seek  the  support  of  the  Federal  Department  of  Energy, 
to  effect  one  of  the  modifications  of  proposed  §363  which 
are  set  forth  below. 

Proposed  Modifications  of  §363 (h). 

At  the  very  least,  an  ambiguity  between  §363 (b) 
and  §363 (h)  should  be  resolved  because  §363 (b)  permits  the 
use,  sale  or  lease  of  "property  of  the  estate"  which,  by 
definition,  does  not  include  the  interests  of  co-owners  in 
jointly-owned  property,  and  §363  (h)  states  that  a  bankruptcy 
trustee  may  sell  a  co-owner's  interest  in  jointly  owned 
property  under  §363 (b),  which  apparently  means  that  the 
sale  should  be  held  in  accordance  with  the  procedures  set 
forth  in  §363 (b).   This  ambiguity  may  be  removed  by  amend- 
ing §363  (h)  as  described  in  Exhibit  B. 

One  possible  alternative  to  the  language  of 
§363 (h)  would  be  the  addition  of  a  special  interest  exemp- 
tion for  the  natural  gas,  oil  and  electric  industries  as 
set  forth  on  Exhibit  C.   We  believe  that  the  House  of 
Representatives  Committee  on  the  Judiciary  might  oppose 
such  an  exemption  based  on  past  responses  to  similar  requests 
to  the  Committee,  which  expressly  considered  issues  described 
herein  in  the  context  of  real  estate  developments,  but 
rejected  changes  because  it  felt  that  §363  adequately 
protected  co-owners'  interests  in  jointly-owned  property. 
However,  the  Committee  might  be  persuaded  that  significant 
public  policy  considerations  exist  for  energy  companies 
which  do  not  exist  for  real  estate  developments.   Such 
considerations  include  the  need  to  remove  even  remotely 
possible  impediments  to  the  development  of  new  sources  of 
energy  and  the  desirability  of  keeping  energy  costs  to 
consumers  from  increasing  because  of  risks  which  might 
increase  interest  rates  on  debt  of  energy  companies. 

Another  possibility  would  be  to  revert  to  the 
proposed  Bankruptcy  Acts  of  1975  to  limit  the  ambit  of 
§363 (h)  to  the  sale  of  the  only  Debtor's  spouse's  interests 
in  jointly-owned  property  as  described  on  Exhibit  D. 
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In  any  event,  the  natural  gas,  oil  and  electric 
industries  will  have  to  move  rapidly  as  it  is  now  antici- 
pated that  H.R.  8200  will  soon  be  approved  by  the  House  of 
Representatives.   A  comparable  bill  has  not  yet  been  intro- 
duced into  the  Senate. 


Very  truly  yours, 


RTV/ja 
Enclosures 
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Exhibit  ? 


§363.   Use,  sale,  or  lease  of  property 

(a)  In  this  section,  "soft  collateral"  means 
inventory,  farm  products,  accounts,  contract  rights, 
general  intangibles,  cash,  negotiable  instruments, 
documents  of  title,  securities,  or  chattel  paper  in 
which  the  estate  and  an  entity  other  than  the  estate 
have  an  interest. 

(b)  The  trustee,  after  notice  and  a  hearing,  may 
use,  sell,  or  lease,  other  than  in  the  ordinary  course 
of  business,  property  of  the  estate. 

(c)  (1)  If  the  business  of  the  debtor  is  au- 
thorized to  be  operated  under  section  721,  1108,  or 
1304  of  this  title  and  unless  the  court  orders  other- 
wise, the  trustee  may  enter  into  transactions,  in- 
cluding the  sale  or  lease  of  property  of  the  estate, 
in  the  ordinary  course  of  business,  without  notice  or 
a  hearing,  and  may  use  property  of  the  estate  in  the 
ordinary  course  of  business  without  notice  or  a 
hearing. 

(2)   Before  the  trustee  may  use,  sell,  or  lease 
soft  collateral  under  paragraph  (1)  of  this  subsec- 
tion, the  trustee  shall  notify  each  entity  that  has  an 
interest  in  such  soft  collateral  of  such  use,  sale,  or 
lease.   The  trustee  may  not  so  use,  sell,  or  lease 
such  soft  collateral  more  than  five  days  after  such 
notif iciation,  unless  the  court,  after  notice  and  a 
hearing,  authorizes  such  use,  sale,  or  lease  in 
accordance  with  the  provisions  of  this  section.   A 
hearing  under  this  paragraph  may  be  a  preliminary 
hearing,  or  may  be  consolidated  with  a  hearing  under 
subsection  (e)  of  this  section.   If  the  hearing  under 
this  paragraph  is  a  preliminary  hearing,  the  court  may 
authorize  such  use,  sale,  or  .lease  only  if  there  is  a 
reasonable  likelihood  that  the  trustee  will  prevail  at 
the  final  hearing  under  subsection  (e)  of  this  section. 

(d)  The  trustee  may  use,  sell,  or  lease  property 
under  subsection  (b)  or  (c)  of  this  section  only  to 
the  extent  not  inconsistent  with  any  relief  granted 
under  section  362(c),  362(d),  362(e),  or  362(f)  of 
this  title. 

(e)  Notwithstanding  any  other  provision  of  this 
section,  at  any  time,  on  request  of  an  entity  that  has 
an  interest  in  property  used,  sold,  or  leased,  or 
proposed  to  be  used,  sold,  or  leased,  by  the  trustee, 
the  court  shall  prohibit  or  condition  such  use,  sale. 
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or  lease  as  is  necessary  to  provide  adequate  pro- 
tection of  such  interest.   In  any  hearing  under 
this  section,  the  trustee  has  the  burden  of  proof 
on  the  issue  of  adequate  protection. 

(f)  The  trustee  may  sell  property  under 
subsection  (b)  or  (c)  of  this  section  free  and 
clear  of  any  interest  in  such  property  of  an 
entity  other  than  the  estate,  only  if  -- 

(1)  applicable  nonbankruptcy  law  per- 
mits sale  of  such  property  free  and  clear 
of  such  interest; 

(2)  such  entity  consents; 

(3)  such  interest  is  a  lien  and  the 
price  at  which  such  property  is  to  be  sold 
is  greater  than  the  aggregate  value  of  such 
interest; 

(4)  such  interest  is  in  bona  fide 
dispute;  or 

(5)  such  entity  could  be  compelled, 
in  a  legal  or  equitable  proceeding,  to 
accept  a  money  satisfaction  of  such  inter- 
est. 

(g)  Notwithstanding  subsection  (f)  of  this 
section,  the  trustee  may  sell  property  under  sub- 
section (b)  or  (c)  of  this  section  free  and  clear  of 
any  vested  or  contingent  right  in  the  nature  of 
dower  or  curtesy. 

(h)   Notwithstanding  subsection  (f)  of  this 
section,  the  trustee  may  sell  under  subsection  (b) 
or  (c)  of  this  section,  both  the  estate's  interest 
and  the  interest  of  any  co-owner  in  property  in 
which  the  debtor  had,  immediately  before  the  com- 
mencement of  the  case,  an  undivided  interest  as  a 
tenant  in  common,  joint  tenant,  or  tenant  by  the 
entirety,  only  if  — 

(1)  partition  in  kind  of  such  property 
among  the  estate  and  such  co-owners  is"  im- 
practicable; 

(2)  sale  of  the  estate's  undivided  inter- 
est in  such  property  would  realize  signifi- 
cantly less  for  the  estate  than  sale  of  such 
property  free  of  the  interests  of  such  co- 
owners;  and 
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(3)  the  benefit  to  the  estate  of  a 
sale  of  such  property  free  of  the  interests 
of  co-owners  outweighs  the  detriment,  if 
any,  to  such  co-owners. 


(i)   Before  the  consummation  of  a  sale  of 
property  to  which  subsection  (g)  or  (h)  of  this  section 
applies,  or  of  property  of  the  estate  that  was  commun- 
ity property  of  the  debtor  and  the  debtor ' s  spouse 
immediately  before  the  commencement  of  the  case,  the 
debtor's  spouse,  or  a  co-owner  of  such  property,  as 
the  case  may  be,  may  purchase  such  property  at  the 
price  at  which  such  sale  is  to  be  consummated. 

(j)   After  a  sale  of  property  to  which  subsection 
(g)  or  (h)  of  this  section  applies,  the  trustee  shall 
distribute  to  the  debtor's  spouse  or  the  co-owners  of 
such  property,  as  the  case  may  be,  and  to  the  estate, 
the  proceeds  of  such  sale,  less  the  costs  and  ex- 
penses, not  including  any  compensation  of  the  trustee, 
of  such  sale,  according  to  the  interests  of  such 
spouse  or  co-owners,  and  of  the  estate. 

(k)   The  trustee  may  use,  sell,  or  lease  property 
under  subsection  (b)  or  (c)  of  this  section,  and  a 
plan  under  chapter  11  or  13  of  this  title  may  provide 
for  the  use,  sale,  or  lease  of  property,  notwith- 
standing any  provision  in  a  contract,  a  lease,  or 
applicable  law  that  is  conditioned  on  the  insolvency 
or  financial  condition  of  the  debtor,  on  the  commence- 
ment of  a  case  under  this  title  concerning  the  debtor, 
or  on  the  appointment  of  or  taking  possession  by  a 
trustee  in  a  case  under  this  title  or  a  custodian,  and 
that  effects,  or  gives  an  option  to  effect,  a  for- 
feiture, modification,  or  termination  of  the  debtor's 
interest  in  such  property. 

(1)   The  reversal  or  modification  on  appeal  of  an 
authorization  under  subsection  (b)  or  (c)  of  this 
section  of  a  sale  or  lease  of  property  does  not 
affect  the  validity  of  a  sale  or  lease  under  such 
authorization  to  an  entity  that  purchased  or  leased 
such  property  in  good  faith,  whether  or  not  such 
entity  knew  of  the  pendency  of  the  appeal,  unless  such 
authorization  and  such  sale  or  lease  were  stayed 
pending  appeal. 
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(m)   The  trustee  may  void  a  sale  under  this 
section  if  the  sale  price  was  controlled  by  an  agree- 
greement  among  potential  bidders  at  such  sale,  or  may 
recover  from  a  party  to  such  agreement  any  amount  by 
which  the  value  of  the  property  sold  exceeds  the  price 
at  which  such  sale  was  consummated,  and  may  recover 
any  costs,  attorney's  fees,  or  expenses  incurred  in 
voiding  such  sale  or  recovering  such  amount.   The 
court  may  grant  judgment  in  favor  of  the  estate  and 
against  any  such  party  that  entered  into  such  agree- 
ment in  willful  disregard  of  this  subsection  for 
punitive  damages  in  addition  to  any  recovery  under  the 
preceding  sentence. 


22-510  O  -  78  -  75 
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(h)   Notwithstanding  subsection  (f)  of  this 
section,  the  trustee  may  sell  in  accordance  with  the 
procedures  set  forth  in Asubsection  (b)  or  (c)  of  this 
section,  both  the  estate's  interest  and  the  interest 
of  any  co-owner  in  property  in  which  the  debtor  had, 
immediately  before  the  commencement  of  the  case,  an 
undivided  interest  as  a  tenant  in  common,  joint 
tenant,  or  tenant  by  the  entirety,  only  if  — 

(1)  partition  in  kind  of  such  property 
among  the  estate  and  such  co-owners  is 
impracticable ; 

(2)  sale  of  the  estate's  undivided 
interest  in  such  property  would  realize 
significantly  less  for  the  estate  than 
sale  of  such  property  free  of  the  interests 
of  such  co-owners;  and 

(3)  the  benefit  to  the  estate  of  a 
sale  of  such  property  free  of  the  interests 
of  co-owners  outweighs  the  detriment,  if 
any,  to  such  co-owners. 


Note:   Proposed  amendment  underlined. 


1177 


Exhibit  C 


(h)   Notwithstanding  subsection  (f)  of 
this  section,  the  trustee  may  sell  in  accordance 
with  the  prodecures  set  forth  iiy\  subsection  (b) 
or  (c)  of  this  section,  both  the  estate's  interest 
and  the  interest  of  any  co-owner  in  property  in 
which  the  debtor  had,  immediately  before  the 
commencement  of  the  case,  an  undivided  interest 
as  a  tenant  in  common,  joint  tenant,  or  tenant  by 
the  entirety,  only  if  — 

(1)  partition  in  kind  of  such 
property  among  the  estate  and  such  co- 
owners  is  impracticable; 

(2)  sale  of  the  estate's  undivided 
interest  in  such  property  would  realize 
significantly  less  for  the  estate  than 
sale  of  such  property  free  of  the 
interests  of  such  co-owners; 

(3)  the  benefit  to  the  estate  of  a 
sale  of  such  property  free  of  the 
interests  of  co-owners  outweighs  the 
detriment,  if  any,  to  such  co-owners; 
and 


(4)  such  property  does  not  constitute 
property  engaged  in  the  generation,  trans- 
mission, or  distribution  of  electricity  or 
the  production,  manufacture,  storage, 
transmission  or  distribution  of  oil  or 
natural  gas. 


Note:   Proposed  amendments  underlined. 
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Exhibit  D 


(h)   Notwithstanding  subsection  (f)  of  this 
section,  the  Trustee  may  sell,  in  accordance  with  the 
procedures  set  forth  in  subsection  (b)  or  (c)  of  this 
section,  both  the  debtor's  interest  and  his  spouse's 
interest  in  nonexempt  property  which  the  debtor  and 
his  spouse  own  as  tenants  in  common,  tenants  by  the 
entirety,  or  joint  tenants.   The  portion  of  the  net 
proceeds  of  the  sale  (after  all  direct  expenses  of 
sale  exclusive  of  any  compensation  to  the  trustee) 
attributable  to  the  spouse's  interest  shall  be  dis- 
bursed to  the  spouse,  and  the  balance  shall  con- 
stitute property  of  the  estate.   The  debtor's  spouse 
shall  be  given  notice  of  the  sale  of  his  interest, 
but  no  order  of  the  court  is  required  unless  the 
spouse  files  a  complaint  to  prevent  the  sale. 
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American  Retail  Federation 

1616    H    STREET      N     W  WASHINGTON,    D     C      20006  (202)     783-7971 


Loyd   Hackler 

PRESIDENT 


January  27,  1978 

The  Honorable  Dennis  DeConcini 
Chairman,  Subcommittee  on  Improvements 

in  Judicial  Machinery 
Committee  on  the  Judiciary 
U.  S.  Senate 
Washington,  D.  C.  20510 

Dear  Mr.  Chairman: 

The  American  Retail  Federation  (ARF)  takes  this  opportunity 
to  offer  for  the  record  its  comments  on  the  provisions  of  S.2266, 
a  bill  to  establish  a  uniform  law  on  the  subject  of  bankruptcies. 
Membership  in  ARF  is  composed  primarily  of  state  and  national 
retail  trade  associations  which,  through  their  members,  represent 
over  one  million  retail  establishments.   Most  retailers  extend 
credit  in  some  form  and  are  thus  vitally  interested  in  their 
rights  and  obligations  as  creditors  in  bankruptcy  proceedings. 

While  S.2266  would  substantially  revise  many  provisions  of 
the  existing  bankruptcy  act  and  would  codify  a  wide  range  of 
existing  case  law  in  the  area  of  bankruptcy,  our  comments  are 
limited  to  those  aspects  of  the  proposed  legislation  which  would 
impact  upon  consumer  credit  extended  by  retailers  and  the  rights 
and  obligations  of  retailers  as  creditors  in  consumer  bankruptcies, 

Retailers  depend  heavily  on  their  extensions  of  consumer 
credit  to  support  sales.   In  1976,  total  retail  sales  amounted 
to  more  than  $526  billion,  and  credit  sales  accounted  for  more 
than  53%  of  that  total.   Accordingly,  retailers  have  a  vital 
interest  in  the  continued  availability  of  consumer  credit.   Any 
decrease  in  the  availability  of  consumer  credit  will  adversely 
affect  all  consumers  in  general  and,  we  believe,  marginally 
creditworthy,  low  income  consumers  in  particular. 

Bad  debt  losses  are  nothing  more  than  operating  expenses, 
and  all  operating  expenses  are  passed  on  to  consumers  in  one 
form  or  another.   Any  increase  in  bad  debt  losses  as  a  result 
of  reduced  recoveries  in  bankruptcies  will  manifest  itself  in 
the  form  of  increased  charges  for,  or  reduced  availability  of, 
consumer  credit  —  or  both. 
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Where  existing  state  rate  ceiling  laws  do  not  permit  an 
increase  in  finance  charges  to  cover  increased  costs,  retailers  — 
indeed,  all  creditors  —  will  be  forced  to  seek  other  ways  to 
offset  those  increased  costs,  and  a  reduction  in  bad  debt  losses 
and  collection  expenses  is  the  most  likely  place  to  start.   Thus, 
retailers  may  choose  (or  be  forced)  to  become  more  selective  in 
extending  credit  by  raising  the  standards  of  creditworthiness 
necessary  to  qualify  for  credit.   And  this  reduction  in  availa- 
bility will  not  be  random  in  the  population  of  consumers  but  will 
fall  primarily  on  low  income  or  otherwise  disadvantaged  consumers, 
where  bad  debt  losses  are  now  highest. 

We  would  urge,  therefore,  that  the  subcommittee  consider 
very  carefully  the  impact  of  the  following  provisions  of  S.226  6 
on  the  availability  of  consumer  credit. 

Reaffirmation.   Section  254(b)  of  S.2266  would  permit  a 
revival  or  reaffirmation  of  a  debt  rendered  unenforceable  by 
discharge.  However,  under  this  provision,  any  debtor  who  reaffirmed 
a  debt  would  be  permitted  to  rescind  that  reaffirmation  by  written 
notice  within  30  days.   On  the  other  hand,  H.R.  8200  would  limit 
reaffirmations  to  circumstances  involving  the  settlement  of  liti- 
gation under  §523  (Exceptions  to  Discharge)  or  an  agreement  pro- 
viding for  redemption.   The  retail  industry  strongly  supports 
the  freedom  of  consumers  to  enter  into  voluntary  reaffirmations 
of  debt.   A  consumer  may  elect  to  reaffirm  a  debt  in  order  to 
retain  non-exempt  property  for  which  partial  payment  has  been 
made,  or  to  reestablish  a  credit  rating,  or  for  any  number  of 
other  reasons.   Severe  restrictions  on  voluntary  reaffirmation 
as  provided  in  H.R.  8200  seems  to  us  contrary,  at  least  in  part, 
to  the  goal  of  bankruptcy  —  that  is,  to  give  the  debtor  a  fresh 
start  as  soon  as  possible.   Accordingly,  we  favor  the  provisions 
of  §524  (b)  of  S.  2266  which  permits  reaffirmation,  subject  only 
to  a  30-day  right  of  rescission.   We  believe  that  such  a  right 
is  beneficial  both  to  debtors  and  to  creditors. 

We  do  note,  however,  that  §524 (b)  of  S.  2266  does  not 
appear  explicitly  to  permit  a  reaffirmation  prior  to  the  time  it 
is  extinguished  by  discharge.   While  the  absence  of  a  prohibition 
could  be  read  implicitly  to  permit  a  reaffirmation  during  the 
pendency  of  the  proceeding,  we  urge  that  the  language  of  this 
section  be  clarified  expressly  to  permit  a  reaffirmation  prior 
to  actual  discharge. 
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Redemption.   Section  722  of  S.  2266  provides  that  a  debtor 
may  redeem  tangible  personal  property  intended  primarily  for 
personal,  family  or  household  use  from  a  lien  securing  a  dis- 
chargeable consumer  debt,  except  purchase  money  agreements,  if 
such  property  is  exempt  under  §522  or  has  been  abandoned  under 
§554.   Under  §722,  the  debtor  may  take  advantage  of  this  right 
of  redemption  by  paying  the  holder  of  the  lien  the  fair  market 
value  of  the  household  goods  or,  if  less,  the  amount  of  the 
holder's  claim.   The  burden  of  proving  the  fair  market  value 
would  be  on  the  debtor. 

Retailers  typically  take  only  a  purchase  money  security 
interest  in  goods  sold.   For  that  reason,  it  would  appear  that 
this  section  would  not  impact  adversely  on  the  retail  industry. 
However,  we  feel  it  important  to  go  on  record  expressing  our 
concern  over  the  alternative  redemption  values.   Household  goods 
depreciate  rapidly,  and,  absent  a  workable  method  of  determining 
the  "fair  market  value,"  creditors  may  find  themselves  in  endless 
litigation  contesting  highly  subjective  representations  of  such 
value. 

We  note  that  the  parallel  provision  in  H.R.  8200  would  not 
exempt  purchase  money  agreements  from  coverage.   However,  we  also 
note  that  those  same  provisions  of  H.R.  8200  would  permit 
redemption  only  upon  payment  of  the  allowed  secured  claim  of  the 
holder.   Since  we  feel  that  the  introduction  of  the  concept  of 
"fair  market  value"  for  redemption  purposes  would  interject 
unnecessary  uncertainty  in  the  act,  we  urge  the  subcommittee  to 
adopt  the  provisions  of  §722  as  set  out  in  H.R.  8200. 

Preferences.   Section  547(b)  permits  a  trustee  to  avoid  any 
transfer  of  property  of  the  debtor  to  a  creditor  made  within  90 
days  before  the  date  of  filing  of  the  petition.   The  American 
Retail  Federation  strenuously  objects  to  this  provision.   Many 
retailers  extend  open  end  credit  under  the  terms  of  which  the 
debtor/consumer  is  permitted  to  make  purchases  from  time  to  time 
and  pay  in  full  or  in  instalments.   Once  an  account  is  opened 
and  the  revolving  line  of  credit  is  established,  a  retailer  may  — 
or  may  not  —  periodically  review  and  reevaluate  the  debtor's 
creditworthiness.   Thus,  many  retailers  do  not  continually  reassess 
a  debtor's  financial  condition  under  an  open  end  credit  plan  so 
long  as  required  minimum  payments  are  being  maintained  by  the 
debtor.   This  differs  substantially  from  business  credit  relation- 
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ships  in  which  the  creditworthiness  of  debtors  in  commercial 
transactions  are  periodically  reviewed. 

In  fact,  open  end  consumer  credit  plans  are  designed  to 
accomplish  just  the  reverse  —  the  elimination  of  continual 
reevaluation  of  a  customer's  creditworthiness.   So  long  as  the 
customer  complies  with  the  minimum  payment  requirements  of  the 
plan,  a  creditor  may  reevaluate  creditworthiness  only  rarely, 
if  at  all.   And  all  the  while  the  customer  has  the  privilege  of 
making  additional  purchases. 

Thus,  the  provisions  of  §547 Cb)  impose  an  unfair  burden  on 
retailers.   Payments  made  in  the  ordinary  course  of  the  financial 
affairs  of  the  debtor  would  be  subject  to  avoidance  and  return  to 
the  estate,  even  though  the  retailer  accepted  them  in  good  faith 
and  without  knowledge  or  reason  to  know  of  the  financial  diffi- 
culties of  the  debtor.   Under  these  circumstances,  a  retailer 
would  be  faced  not  only  with  the  loss  of  the  balance  due  on  the 
account  (including  extensions  of  credit  made  within  90  days  of 
the  filing  of  the  petition) ,  but  also  restitution  to  the  estate 
of  payments  received  within  90  days  of  the  filing  of  the  petition. 

If  a  consumer  maintains  minimum  payments  under  an  open  end 
credit  plan,  that  consumer  retains  an  "open  to  buy"  on  the  account 
up  to  the  credit  limit  for  the  account.   Thus,  a  consumer  would 
be  permitted  to  make  minimum  payments  of,  say,  $10.00  per  month 
during  the  90  day  period  preceding  the  filing  of  the  petition, 
purchase  several  hundred  dollars  worth  of  goods  and  services  under 
the  plan  during  that  time,  and  then  be  discharged  and  still  have 
the  minimum  payments  restored  to  the  estate.   This  would  be  unfair, 
if  not  downright  fraudulent,  and  ARF  opposes  it.   Accordingly, 
we  urge  the  subcommittee  to  exempt  consumer  credit  from  the  pro- 
visions of  §547 Cb)  or,  in  the  alternative,  exempt  a  given  dollar 
amount,  such  as  $500,  paid  on  each  consumer  debt  to  each  creditor 
during  the  90-day  period. 

Discharge.   Section  523 (d)  of  S.  2266  permits  a  court  to 
award  to  the  debtor  the  costs  of,  and  reasonable  attorney's  fees 
for,  a  proceeding  to  determine  dischargeability  of  a  consumer 
debt  if  it  finds  that  the  proceeding  was  frivolous  or  not  brought 
by  the  creditor  in  good  faith.   That  same  section  of  H.R.  8200, 
on  the  other  hand,  would  make  the  award  of  attorney's  fees  and 
costs  mandatory.   This  provision  in  H.R.  8200  is  apparently  based 
on  the  presumption  that  such  a  proceeding  was,  in  fact,  frivolous 
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or  brought  in  bad  faith  if  the  discharge  is  permitted,  and  the 
retail  industry  strongly  disagrees  with  any  such  presumption. 
The  mere  failure  to  prevail  in  a  contested  legal  proceeding  is 
certainly  no  basis  for  a  presumption  that  the  action  was  frivolous 
or  that  it  was  brought  in  bad  faith.   It  is  not  uncommon  for  a 
creditor  seeking  to  challenge  the  discharge  of  a  debt  in  all  good 
faith  to  fail  to  meet  some  evidentiary  or  other  burden,  resulting 
in  a  determination  that  the  debt  should  be  discharged.   This  should 
not  result  in  the  mandatory  award  of  attorney's  fees;  accordingly, 
we  support  this  provision  in  S.  2266. 

Chapter  XIII  Proceedings.   ARF  generally  supports  the  changes 
in  Chapter  XIII  which  would  be  effected  by  S.  2266.   We  believe 
that  those  changes  will  be  mutually  beneficial  both  to  debtors 
and  to  creditors.   However,  we  offer  two  comments  regarding  the 
Chapter  XIII  provisions  of  S.  2266. 

Section  1301  would  permit  a  creditor,  after  the  order  of 
relief,  to  act,  commence  or  continue  a  civil  action  to  collect 
all  or  part  of  a  consumer  debt  of  the  debtor  from  any  co-debtor. 
This  is  in  marked  contrast  to  the  parallel  provision  of  H.R.  8200 
which  would  severely  limit  a  creditor's  ability  to  take  action 
against  a  co-debtor  under  Chapter  XIII.   The  elimination  or  limi- 
tation of  the  right  to  proceed  against  a  co-debtor  will  materially 
reduce  the  utility  of  co-signers  for  consumer  credit. 

Retailers  typically  do  not  request  or  accept  co-signers. 
However,  when  they  are  used,  it  is  because  they  are  essential 
to  support  the  extension  of  credit.   Thus,  any  limitation  on  the 
ability  to  proceed  against  a  co-debtor  will  effectively  reduce 
or  destroy  the  value  of  obtaining  a  co-signer  and  will  deprive 
marginally  creditworthy  consumers  for  whom  a  co-signer  is  necessary 
of  access  to  the  consumer  credit  market.   For  that  reason,  we 
support  the  provisions  of  §1301  of  S.  2266. 

However,  we  note  that  any  such  action  can  only  be  taken  after 
an  order  for  relief.   We  believe  that  a  moratorium  on  the  ability 
of  a  creditor  to  seek  payment  from  a  co-debtor  is  unjustified. 
Presumably,  the  co-signer  is  aware  of  his  or  her  responsibility, 
and  in  many  cases  the  co-signer  is  the  indirect  beneficiary  of 
the  goods  or  services  purchased  and  would  otherwise  enjoy  their 
use  during  the  pendency  of  the  proceeding.   Accordingly,  we  believe 
that  no  moratorium  is  appropriate  and  that  the  creditor  should 
be  permitted  to  proceed  against  a  co-debtor  at  any  time. 
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We  are  also  concerned  about  the  permissible  latitude  of  a 
plan  under  Section  1322(b)(2)  which  authorizes  the  modification 
of  rights  of  holders  of  secured  or  unsecured  claims  other  than 
real  property  mortgages.   While  a  creditor  adversely  affected 
by  the  provision  in  the  plan  could  object  to  confirmation,  we 
believe  that  the  better  choice  would  be  to  clarify  this  provision 
so  that  the  ability  to  collect  a  secured  claim  would  not  be  jeop- 
ardized by  an  extension  of  the  repayment  period  beyond  the  eco- 
nomic life  of  the  collateral.   This  could  be  accomplished  by  further 
limiting  the  maximum  payment  period  prescribed  in  §1322 (c)  to 
four  years  or  the  economic  life  of  the  collateral,  whichever  is 
shorter. 

The  American  Retail  Federation  appreciates  this  opportunity 
to  express  the  views  of  the  retail  industry. 


s   very   truly, 

fUjL 


Loyd  Hackler 
President 
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Mr.  Chairman  and  Members  of  the  Subcommittee: 

The  American  Bar  Association  appreciates  this  opportunity 
to  present  its  views  on  S.2266.   I  am  L.  Stanley  Chauvin,  Jr., 
Chairman  of  the  Association's  Task  Force  on  Revision  of  Bank- 
ruptcy Laws  and  I  am  pleased  to  outline  the  ABA's  views  for 
your  consideration.   This  statement  was  developed  by  the  Task 
Force  with  special  assistance  from  the  Business  Bankruptcy 
Committee  of  the  Section  of  Corporation,  Banking  and  Business 
Law. 

In  February,  1976,  the  ABA  House  of  Delegates  adopted  a 
resolution  pertinent  to  S.2266.   That  resolution  is  attached 
as  Exhibit  A.   On  December  2  of  1977,  the  ABA  Board  of 
Governors  adopted  a  second  resolution  pertinent  in  principle 
to  S.2266.   That  resolution  is  attached  as  Exhibit  B. 

Our  first  set  of  comments  concerns  Title  II  of  S.2266. 
The  American  Bar  Association  has  a  number  of  recommendations 
to  make  regarding  the  court  structure  for  bankruptcy  courts. 

First,  we  recommend  that  Congress  not  at  this  time  decide 
on  the  final  court  structure  for  handling  bankruptcy  matters. 
However*,  for  the  time  being,  and  as  soon  as  possible,  we 
recommend  that  the  existing  bankruptcy  judges  be  given  the 
enlarged  jurisdiction  provided  for  in  S.2266. 

Next,  we  strongly  recommend  that  a  judicial  planning 
agency,  as  proposed  by  Chief  Justice  Burger  (1970)  and  the 
Justice  Department  Bork  Committee  (1977) ,  be  established  by 
the  pending  legislation  to  provide  a  judicial  planning  capa- 
bility for  the  entire  federal  judicial  system.   We  recommend 
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that  this  agency  study,  analyze,  evaluate  and  recommend  changes, 
if  any,  in  the  federal  judicial  system. 

Our  recommendation  is  grounded  on  our  belief  that  a  planning 
capability  through  a  judicial  planning  agency  for  the  entire 
federal  court  system  is  seriously  and  critically  overdue.   The 
crisis  in  the  federal  courts  has  been  fully  documented  many 
times.   Chief  Justice  Burger  in  1970  proposed  a  Judiciary  Coun- 
cil; the  Justice  Department  Bork  Committee  in  1977  proposed  a 
Council  on  Federal  Courts,  following  a  similar  proposal  by  the 
Commission  on  Revision  of  the  Federal  Court  Appellate  System 
in  1975.   Each  of  these  proposals  basically  and  essentially 
suggested  a  permanent  agency  responsible  for  ongoing  studies 
of  the  needs,  functions  and  structures  of  the  federal  courts, 
with  the  responsibility  for  proposing  plans  for  improvement 
and  implementation  to  the  Congress,  the  President  and  the  Judicial 
Conference.   In  order  to  achieve  legislative  progress  and  the 
desired  goals,  the  modern  legislative  process  requires  contin- 
uous audit,  study,  planning  and  documentation.   A  judicial 
planning  agency  would  give  a  vital  and  authoritative  voice 
and  direction  to  the  cause  of  maintaining  the  historic  excellence 
of  our  federal  judicial  system. 

We  believe  that  the  current  circumstances  precipitate 
the  need  for  an  agency  to  study  and  propose  solutions  on  the 
bankruptcy  court  structure  question,  and  that  additionally 
such  an  agency  is  called  for  on  a  permanent  basis  to  provide 
planning  capability  for  the  federal  judicial  system. 
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In  general,  we  believe  that  bankruptcy  courts  should  be 
an  integral  part  of  the  federal  judicial  system  and  part  of  an 
overall  comprehensive  plan  to  process  fairly  and  effectively 
all  necessary  federal  judicial  business  at  reasonable  cost. 

We  recommend  that  S.2266  establish  a  transition  period 
of  seven  years  during  which  appropriate  contingency  planning 
could  go  forward  for  the  eventual  handling  of  bankruptcy  cases 
either  by  separate  bankruptcy  courts,  by  bankruptcy  divisions 
of  the  district  courts,  or  by  the  district  courts  themselves. 
After  the  planning  period  and  judicial  planning  studies  have 
been  completed  and  reported,  we  believe  that  Congress  should 
at  that  time  decide  what  kind  of  courts  should  handle  bank- 
ruptcy cases  and  should  create  any  necessary  and  appropriate 
additional  judgeships,  with  such  status  and  tenure  as  Congress 
then  determines  appropriate.   After  that  decision  is  made,  any 
additional  judges  should  be  appointed  in  accordance  with 
existing  procedures  for  appointing  district  court  judges. 

We  note  in  passing  that  there  is  currently  pending  before 
Congress  legislation  to  create  a  substantial  number  of  addi- 
tional federal  judgeships. 

When  legislation  to  create  these  judgeships  is  enacted, 
we  believe  there  will  be  substantial  impact  on  the  federal 
judicial  system.   We  believe  that  this  impact  should  be  studied 
by  the  judicial  planning  agency  that  we  propose  should  be 
established. 

The  American  Bar  Association  has  one  recommendation  to 
make  regarding  a  United  States  Trustee  System. 
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We  recommend  that  a  United  States  Trustee  System  for 
professional  salaried  trustees  should  be  inaugurated,  and 
placed  in  the  Administrative  Office  of  the  U.S.  Courts  for 
selection,  supervision  and  control  rather  than  in  the  Justice 
Department  as  provided  for  in  H.R.  8200,  as  reported  by  the 
House  Judiciary  Committee  on  September  8;  and  we  believe  that 
additional  provisions  should  clarify  that  the  United  States 
trustee  should,  among  other  administrative  duties,  both 
appoint  and  supervise  the  private  trustees. 

On  the  subject  of  appeals  from  decisions  of  bankruptcy 
judges,  the  American  Bar  Association  takes  the  position  that 
appeals  from  decisions  of  bankruptcy  judges  should  be  taken 
directly  to  the  courts  of  appeals. 

Our  next  set  of  comments  concerns  the  remaining  titles 
of  S.2266. 

As  noted  earlier,  the  American  Bar  Association  adopted 
a  resolution  setting  forth  a  number  of  principles  which  we 
would  like  you  to  be  aware  of  in  your  consideration  of  S.2266. 
(See  Exhibit  A) . 

In  particular,  we  would  like  to  call  your  attention  to 
two  of  those  principles.   The  first  relates  to  the  subject 
of  reorganization.   We  believe  that  the  provisions  of 
Chapters  10  and  11  of  the  present  Bankruptcy  Law  should  be 
consolidated  and  the  simplified  procedure  associated  with 
the  present  Chapter  11  should  be  available  even  though  there 
are  public  holders  of  equity  securities  or  junior  debt,  unless 
a  plan  is  proposed  which  adversely  affects  such  public  holders. 
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Thus,  the  ABA  favors  the  use  of  one  reorganization 
chapter  as  contemplated  by  S.2266.   However,  we  believe 
that  the  Senate  bill  is  less  than  progressive  in  that  it 
provides  for  a  two-track  system,  one  for  public  companies  and 
one  for  nonpublic  companies.   Thus,  under  S.2266,  the  treatment 
for  public  companies  would  not  be  the  same  as  that  provided 
for  nonpublic  companies  under  the  present  Chapter  11. 

On  the  subject  of  secured  creditors,  we  would  like  to 
stress  our  concern  that  there  be  adequate  safeguards  for 
the  property  rights  of  secured  creditors. 

The  achievement  of  such  protection  depends  to  a  great 
extent  on  what  is  meant  by  "adequate  protection"  and  upon 
the  standards  used  to  value  collateral.   We  believe  that 
the  term  "value,"  in  §361  of  S.2266,  should  be  defined  in 
a  manner  that  is  equitable  to  secured  creditors.   For  example, 
fair  value  is  not  necessarily  liquidation  value.   As  such,  if 
a  secured  creditor  is  compelled  to  forego  enforcement  of  his 
rights  in  order  to  preserve  "going  concern  value,"  that  value 
should  enter  into  the  calculation. 

In  addition,  we  see  a  potential  problem  in  §363(c)(2) 
insofar  as  it  allows  the  use  of  "soft  collateral"  without 
either  the  consent  of  the  secured  party  or  the  "adequate 
protection"  of  §363 (e).   Allowing  use  for  even  five  days 
represents  a  major  change  in  the  law.   This  use  is  proposed  to  be 
allowed  in  straight  bankruptcy  as  well  as  reorganization  cases. 
Such  use  is  best  handled  by  agreement  between  the  debtor  and 
the  secured  party  or  after  notice  and  a  hearing  by  the  court. 
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It  is  difficult  to  imagine  how  a  debtor  could  be  "adequately 
protected"  under  §363 (e)  if  the  court  allows  use  of  cash 
proceeds  let  alone  the  discretionary  use  of  all  "soft  collateral" 
by  the  trustee  for  five  days.   If  this  provision  was  meant  to 
cover  only  situations  where  use  will  enhance  the  estate  as  in 
the  completion  of  unfinished  goods  or  the  consummation  of  a 
profitable  transaction,  it  is  unnecessary.   Generally,  the 
inventory  lender  or  accounts  financier  is  already  well  aware 
of  the  debtor's  problems  before  bankruptcy  and  will  acquiesce 
to  use  of  his  collateral  when  appropriate. 

On  behalf  of  the  Association,  I  thank  the  Chairman  and 
the  Subcommittee  for  permitting  us  to  present  these  views. 


22-510  O  -  78  -  76 
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EXHIBIT  A 
RESOLUTION  OF  THE  HOUSE  OF  DELEGATES 

OF  THE 

AMERICAN  BAR  ASSOCIATION 

ADOPTED  FEBRUARY,  1976 


Resolved.  That  the  American  Bar  Association  urges  the  enactment 
by  the  Congress  of  the  United  States  of  a  new  Bankruptcy  Act 
substantially  in  the  form  proposed  in  H.R.  31  and  32  and  S.  235  and  236, 
94th  Cong..  1st  Sess.  (1975).  with  appropriate  changes  to  reconcile  those 
proposals,  to  correct  defects,  and  to  carry  out  the  following  principles 
to  be  followed  in  perfecting  the  proposed  new  Bankruptcy  Act: 

1.  The  American  Bar  Association  favors  incorporation  of  provi- 
sions in  any  bankruptcy  legislation  affecting  consumer  bankrupts  to  be 
adopted  by  the  Congress  that  would:  (1)  retain  a  court-supervised 
judicial  proceeding  for  consumer  bankruptcies:  (2)  continue  the  system 
of  private  legal  representation  of  consumer  bankrupts;  (3)  establish  an 
Administrative  Office  of  the  U.S.  Bankruptcy  Courts  to  provide  neces- 
sary independent  administrative  support  and  support  systems:  and  (4) 
provide  for  court  appointment  of  legal  counsel  for  assistance  to  indigent 
consumer  bankrupts. 

2.  To  insure  continuity  of  operation,  present  personnel  should  be 
carried  into  the  new  system  at  least  for  a  limited  period. 

3.  Appeals  from  decisions  of  bankruptcy  judges  should  be  taken 
directly  to  the  courts  of  appeals. 

4.  The  reorganization  functions  of  the  Securities  and  Exchange 
Commission  should  not  be  transferred  to  the  new  administrator. 

5.  Trustees  in  bankruptcy  should  be  appointed  by  the  administra- 
tor from  a  panel  including  salaried  government  employees,  but  in  asset 
cases  creditors  should  have  the  right  to  elect  a  trustee  superseding  the 
the  trustee  appointed  by  the  administrator:  provided  however,  that  the 
trustee  shall  continue  to  be  accountable  to  the  bankruptcy  judge  having 
jurisdiction  of  the  case. 

6.  The  administration  of  consumer  or  no-asset  cases  should  be 
made  more  efficient,  and  rehabilitation  plans  should  be  encouraged. 

7.  There  should  be  adequate  safeguards  for  the  property  rights  of 
secured  creditors. 

8.  The  provisions  of  chapters  10  and  1 1  of  the  present  Bankruptcy 
Act  should  be  consolidated,  and  the  simplified  procedure  of  chapter  1 1 
should  be  made  available  even  though  there  are  public  holders  of  equity 
securities  or  junior  debt,  unless  a  plan  is  proposed  which  adversely 
affects  them. 

9.  The  American  Bar  Association  reserves  its  position  on  the  tax 
problems  raised  in  H.R.  31  and  32  and  S.  235  and  236. 

Resolved,  That  the  President  of  the  Association  or  his  designee 
may  present  the  views  of  the  Association  on  this  proposal  to  the 
appropriate  committees  of  the  Congress  and  to  other  appropriate 
government  officials. 
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EXHIBIT  B 

RESOLUTION  OF  THE  BOARD  OF  GOVERNORS 

OF  THE 

AMERICAN  BAR  ASSOCIATION 

ADOPTED  DECEMBER  2,  1977 


RESOLVED,  that  the  American  Bar  Association  supports,  in 
principle,  enactment  by  Congress  of  appropriate  new  compre- 
hensive bankruptcy  legislation  to  provide  a  modern  bankruptcy 
law  and  an  effective  bankruptcy  system,  which  legislation  is 
represented  generally  by  H.R.  8200,  as  reported  by  the  House 
Judiciary  Committee  on  September  8,  1977,  provided  that  H.R. 
8200  is  amended  to  carry  out  the  following  principles: 

1.  A  judicial  planning  agency,  as  proposed  by  Chief 
Justice  Burger  (1970)  and  the  Justice  Department 
Bork  Committee  (1977)  ,  should  be  established  to 
provide  judicial  planning  capability  for  the  entire 
federal  judicial  system  and  the  agency  should  study, 
analyze,  evaluate  and  recommend  changes,  if  any,  in 
the  federal  judicial  system. 

2.  The  final  court  structure  should  include  bankruptcy 
courts  as  an  integral  part  of  the  federal  judicial 
system  and  should  be  part  of  an  overall  comprehen- 
sive plan  to  process  fairly  and  effectively  all 
necessary  federal  judicial  business  at  reasonable 
cost. 

3.  A  transition  period  from  the  present  to  the  new 
bankruptcy  system  should  be  provided  for  in  the 
legislation,  but  the  period  should  be  extended  to 
seven  years  rather  than  five  years  as  now  provided 
in  H.R.  8200,  as  reported  by  the  House  Judiciary 
Committee  on  September  8. 

4.  During  the  transition  period,  the  existing  bankruptcy 
judges  should  be  recognized  as  an  important  part  of 
the  federal  judicial  system,  with  the  enlarged  juris- 
diction provided  for  in  the  legislation.   However,  a 
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decision  of  the  bankruptcy  court  "not  to  abstain" 
from  hearing  a  natter  within  the  enlarged  juris- 
diction should  be  appealable. 

5.  Separate  bankruptcy  courts,  as  provided  for  in 
H.R.  8200,  as  reported  by  the  House  Judiciary 
Committee  on  September  8,  1977,  should  not  be 
established  now,  but  during  the  transition  period 
appropriate  contingency  planning  should  go  for- 
ward for  the  eventual  handling  of  bankruptcy  cases 
either  by  separate  bankruptcy  courts,  by  bankruptcy 
divisions  of  the  district  courts,  or  by  the  district 
courts  themselves.   After  the  transition  period  and 
judicial  planning  studies  have  been  completed  and 
reported,  Congress  should  establish  the  final  courts 
for  bankruptcy  cases  and  create  the  necessary  addi- 
tional judgeships,  to  take  effect  at  the  end  of  the 
transition  period,  and  with  such  status  and  tenure 
as  Congress  then  determines  appropriate,  but  in  any 
event  any  additional  judges  should  be  appointed  in 
accordance  with  existing  procedures  for  appointing 
district  court  judges. 

6.  A  U.S.  trustee  system  for  professional  salaried 
trustees  should  be  inaugurated,  and  should  be 
placed  in  the  Administrative  Office  of  the  U.S. 
Courts  for  selection,  supervision  and  control 
rather  than  in  the  Justice  Department  as  provided 
for  in  H.R.  8200,  as  reported  on  September  8;  and 
additional  provisions  should  clarify  that  the  U.S. 
trustee  should,  among  other  administrative  duties, 
both  appoint  and  supervise  the  private  trustees. 

7.  The  foregoing  is  consistent  with  the  previous  policies 
of  the  ABA  except  that  the  possible  establishment  of 
separate  bankruptcy  courts  may  not  be  consistent  with 
the  ABA  court  organization  standards. 

FURTHER  RESOLVED,  that  the  President  of  this  Association 
or  his  designee  is  authorized  to  present  and  publicize  these 
views  to  the  appropriate  committees  and  members  of  the  Congress 
and  other  government  officials. 
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January    30,    1978 


DAVID  J.  WALSH 
ASSISTANT  SECRETARY 


Senator  Dennis  DeConcini,  Chairman 
Subcommittee  on  Improvements  in  Judicial 

Machinery 
Committee  on  the  Judiciary  United  States 

Senate 
6306  Dirksen  Senate  Office  Building 
Washington,  D.C.  20510 

Dear  Senator  DeConcini: 

The  Association  of  American  Railroads  Special  Subcommittee 
on  Revision  of  Bankruptcy  Laws  has  commented  on  the  proposed 
Bankruptcy  Act,  H.R.  8200,  and  has,  among  other  things,  requested 
amendments  to  Sections  116  4  and  1170  to  protect  certain  interests 
of  interline  rail  carriers.   On  behalf  of  Trailer  Train  Company 
("Trailer  Train")  and  American  Rail  Box  Car  Company  ("RAILBOX"), 
I  would  like  to  propose  additional  related  changes  based  upon 
policy  considerations  which  closely  parallel  those  expressed  on 
behalf  of  the  railroad  industry. 

Trailer  Train  and  RAILBOX  are  commonly  identified  as  "private 
car  lines".   They  maintain  large  fleets  of  flatcars  and  boxcars, 
respectively,  which  are  used  by  the  Nation's  railroads.   Although 
neither  company  is  a  carrier,  both  play  an  important  role  in  filling 
the  needs  of  the  railroad  industry  and  the  shipping  public  for  an 
adequate  supply  of  cars. 


A  principal  policy  objective  of  Trailer  Train  and  RAILBOX  is 
to  make  rail  cars  available  to  participating  railroads  at  the  lowest 
possible  cost  consistent  with  maintaining  the  financial  integrity 
of  both  companies.   So  that  we  will  continue  to  have  ready  access 
to  credit  markets  as  necessary  to  finance  car  acquisitions,  the 
importance  of  maintaining  financial  soundness  cannot  be  overly 
stressed,  particularly  considering  the  financial  difficulties 
experienced  in  many  segments  of  the  railroad  industry.   No  less 
than  interline  rail  carriers,  we  have  been  concerned  with  the  large 
number  of  railroad  bankruptcies  in  recent  years  and  the  impediments 
these  bankruptcies  have  presented  to  collection  of  our  car  hire 
charges. 
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Congress,  of  course,  has  frequently  evidenced  its  concern 
that  an  adequate  car  supply  be  provided,  and  has  encouraged 
investment  in  rail  cars,  as  in  Section  77 (j)  of  the  Bankruptcy 
Act,  and  more  recently  in  amending  Section  1(14) (a)  of  the 
Interstate  Commerce  Act.   For  this  reason,  we  think  it  important 
that  the  car  hire  and  other  charges  of  Trailer  Train  and  RAILBOX 
be  paid  in  a  timely  fashion  notwithstanding  the  bankruptcy  of  a 
railroad  user.   With  exhibits  to  this  letter,  therefore,  we  have 
suggested  changes  in  Sections  1164  and  1170  which  would  provide 
essentially  the  same  protection  to  private  carlines  as  would  be 
provided  to  rail  carriers  if  the  changes  proposed  by  the  railroad 
industry  are  adopted. 

For  your  personal  reference  enclosed  please  find  a  copy  of 
the  Trailer  Train  Annual  Report,  the  Interstate  Commerce  Commission 
approved  pooling  agreements  governing  the  use  of  RAILBOX  and  Trailer 
Train  cars  and  Trailer  Train's  most  recent  prospectus. 

Trailer  Train  and  RAILBOX  appreciate  the  opportunity  of 
expressing  these  views.   If  any  additional  information  is  required, 
I  will  be  more  than  happy  to  furnish  it  for  you. 


Very  truly  yours, 


GJB:gk 
Enclosures 
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EXHIBIT  A 


§1164.   Effect  of  Interstate  Commerce  Act 


Except  with  respect  to  abandonment  under  Section  1169  of 
this  title,  or  merger,  modification  of  the  financial  structure  of 
the  debtor,  or  issuance  or  sale  of  securities  under  a  plan,  the 
debtor  is  subject  to  the  provisions  of  the  Interstate  Commerce 
Act  (49  U.S.C.  1  et  seq.)  that  are  applicable  to  railroads,  and 
the  Trustee  is  subject  to  orders  of  the  Interstate  Commerce 
Commission  to  the  same  extent  as  the  debtor  would  be  if  a  petition 
commencing  the  case  under  this  chapter  had  not  been  filed,  except 
that — 

(1)  any  such  order  that  would  require  the  expenditure, 
or  the  incurring  of  an  obligation  for  the  expenditure,  of 
money  from  the  estate  is  not  effective  unless  approved  by 
the  court;  provided,  however,  that  the  payment  pursuant  to 
statutory,  ICC  or  AAR  settlement  procedures,  or  obligations 
otherwise  presented  for  settlement  in  accordance  with  the  rail 
carrier's  ordinary  business  practice,  of  the  net  balances  owed 
by  the  debtor  to  other  carriers  and  private  cariines,  on  its 
interline  accounts  (including,  but  not  limited  to,  its  freight; 
passenger;  per  diem;  mileage ;  over-charge  and  loss  and  damage; 
car  repair;  and  switching  accounts) ,  or  pursuant  to  ICC 
orders  of  general  applicability  shall  not  require  the  approval 
of  the  court;  and 

(2)  the  provisions  of  this  chapter  are  subject  to 
Section  601(b)  of  the  Regional  Rail  Reorganization  Act  of 

••;    1973  (45  U.S.C.  791(b)  )  . 

1 

NOTE:   Per  diem  charges  of  railroads  cover  both  time  used 
and  mileage  operated.   Private  carlines  often  express  the 
time  a nd  mileage  components  separately  as  "per  diem"  and 
"inilejge".   "Car  hire"  is  a  term  which  would  embrace  both 
time  and  mileage. 


Amendments  to  AAR  suggested  language  are  underlined  for  your 
convenience. 
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EXHIBIT    B 


§1170.   Priority  claims 


(a)  There  shall  be  paid  as  an  expense  of  administration  any 
claim  of  an  individual  or  of  the  personal  representative  of  a 
deceased  individual,  against  the  debtor  or  the  estate,  ::or  per- 
sonal injury  to  or  death  of  such  individual  arising  out  ot  the 
operation  of  the  debtor  or  the  estate,  whether  such  claim  arose 
before  or  after  the  commencement  of  the  caso. 

(b)  Any  unsecured  claim  against  the  debtor  that  would  have 
been  entitled  to  priority  if  a  receiver  in  equity  of  the  property 
of  the  debtor  had  been  appointed  by  a  Federal  court  on  the  date 
of  the  order  for  relief  under  this  title  shall  be  entitled  to 
such  priority  in  the  case  under  this  chapter. 

(c)  The  debtor  shall  pay,  when  due,  in  accordance  with 
statutory,  ICC  or  AAR  settlement  procedures,  or  obligations 
otherwise  presented  for  settlement  in  accordance  with  the  rail 
carrier 's  ordinary  business  practice  then  in  effect ,  all  net- 
balances  in  its  interline  accounts  owed  by  it  to  other  carriers 
and  private  car lines. 


Amendments  to  AAR  suggested  language  are  underlined  for  your 
convenience. 
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NEW  YORK  COFFEE  AND  SUGAR  CLEARING  ASSOCIATION,  INC. 

SWHtE  730OA  •  FOUH  WOFM>TO*OfcCB#TER  •  MEW  YOBK.N.Y.  10048  .  (212)  775-0520/0521/0582 


harry  j.R»£y  January   31,    1978 

.,OK»«E.Hr2tS£W*r> 

Bscaury 


The  Sanorable   Dennis  ©aCssssciai 
Cbalraan,    Subcomaittee  on   Improve- 
ments  in  Judicial.  iUcfetaecy 
Senate  Conaittee  on  the  Juo-iciary 

\DfrRsen-  Of  fice'  Butldiitu. 

RaoQ  6306 


Washington,   D.C.    20.510 

Be j      S.    22**   <frrs5»sea  Hew  Bankruptcy  Law) 

Beat  Senator   DeConcifli-c 

This  Assoc ia-4.i«wj  -clears  ail  contracts  tot   the 
fotere  delivery  of  ©off**  -stead  sugar    traded  on  Hew  York 
Coffee  and  Sugar  Sxc&ess^a,   Joe.     As  a  result,  we  stand   to 
S*  ss<g»if icantly  affect**  Sej  the  Bill,   particularly  the 
provisions  of   Subchapter  1Y  of  Chapter    ?,   dealing   with 
cojBBodity  broker  Irqaidacrb-jrs. 

1,      Introductory  £>tateaent 

There  are   ten  commodity  exchanges  in  the  United 
States  trading   futures  extracts  on  over   fifty  different 
cosBwvdities.      The   syefce*  of  clearing  and  settling  those 
cc<»*rsets    is  substaotiAllj?  £3w  saae   for   all   of  the  clear- 
i»g  organ  i  Eat  ions  aff  iiiatsd  with  those  exchanges. 


When  a   futures  transaction   is  effected  on  the 
fioox  of  an  exchange,  <»  coatrxt  is  entered  into  between 
***  «tchange  aeraber  who   is  or  represents  the  buyer  of  the 
eojsandity  and  another  -eire&KHge  member  vho  is  or  represents 
tfee  seller.      At   the  e»a  *£  the  day,   all  contracts  transacted 
on   the   floor   of   the  exchange   are   submitted   to   the   clearing 
«r^aaixation   through  cl&atiog  serabers.      The   clearing   or- 
ganization becoioe6   the  Cramer   to  each   seller  and  the   seller 
to  each  buyer   under  tte  c*»tracts  that  are  cleared.      In 
this  way,    the  clearing  organization   in  effect  guarantees 
perferaance  of  contracts  traded  on  the  exchange. 
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Each   of    the   clearing  members    is  required  to 
sake  a  deposit   with    the   clearing  organization  of  "original 
aargin,*    which   serves   as  a   security  deposit   to  guarantee 
perfonaance   by   the    clearing   rceniber   of   his  obligations   to 
the  clearing   organization  under   his   contracts. 

In   addition,    eacn  day  all   outstanding"  contracts 
ggt*  "sacked   to   the   market, a     This  oeans   that  a  determina- 
tion is  made  as   to  whether   the  price  of  outstanding  futures 
contracts   has    increased   since   the   close   of   trading  on   the 
previous  day   {in   which  case  the   buyers,    or   "longs,"  have 
nade  a  profit,    and    the   sellers,   or    "shorts,"   have   incurred 
a  loss)   or   have  decrease^-f i«-whieh-~o»s-e  -the-  shorts  have  .-~_ ,.^ 
g'.ade  a  profit   and    the   longs  have    incurred   a  loss).     Any  net 
loss   incurred   by   a    clearing  raeraber   must   be   paid  by   that 
Tne-jfrDer    in  cash    to    fch-e  cl**c«  i?ig  organ izat ion  by  the   next 
rooming.      Any  net  profit  accruing   to  a   clearing  member   will 
b<e  ipaid   to  hira  t>Y   i&a  ^itasfiog  organization  i&e  aext  morning. 
These   payments   to   ana  tros  the  clearing  organization  are 
referred    to  as    "vac  iatic-n  margin  -a 

Under    this.  p5^f£.<fc&&E<e  f    all    persons  on.  6.0th   sides 
of  the  Barker,  daily  receive   their   profits  and  pay  out  their 
Tosses.      The  clearing  organisation   in  effect  serves  as  a 
conduit   to   transmit   the  profits  and   losses   in  cash,     This 
principle    is   estreraely    important    to    the    financial    integrity 
of   the   systera,    because  commodity  prices    tend    to  be  volatile 
az?d  leverage    is   very  high,   so  that  large  suras  can  be  jsade 
or    lost   in   one   day.      In   l477,    the   total    amount  of  variation 
s%a&$J3   that   flowed   through   this  Association  was  somewhat 
in  ^scess  of   $1,5  biljjo.o.. 

An   essential    ingredient    in    the   proper    function- 
ing of  the   system   is   that  if  a  clearing  aeaber  defaults   in 
aa&£B3  any  payments  vhen  duef    the   clearing   organization 
can   iisssediataly   close  out  his  position   and  apply  any 
original   margin   on  deposit  against   any   sums  owing.      In 
i&is  >*ay,    the  raarfcet^lsroe  is  reasonably  well   protected 
against    the   effects  of  clearing  saesber    insolvencies. 

2«      Concerns  of  the  Association 

Our    Association    is  particularly  concerned  with 
two   facets   of   S,    2266.      One    is   the   ability  of   a   trustee 
to   avoid   margin    payments  or   deposits   by   an    insolvent 
clearing  jseraber    to  a  cL&ssi$ag  orga^is^t ion.      The  other    is 
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£se-  continued  ability  &?  45s?  clearing  organisation  to 
liquidate  the  open  positions  of  clearing  aeabers  that 
?5era«it  on  their  obligations* 

(a)      Avoiding  tBargin  payaents. 

The   concern  aisosit  avoiding  aa-srgin  payaents  steas 
is  25*fticuiar   froa  laogt&4$*   in  a  decision  entitled  Seligson 
»,.  jfce<*  York   Produce   S ns&asvge ,    394   F.Supp,    125    <3.0.S.r\ 
29~?§T~,      That   language  ^ii^fiests   that  variation  «argin  pay- 
aests  sade  by  an   insolvent  clearing  aeaber   to  a  clearing 
organisation  sight  fee-  »s&^ect   to  being  set  a&id&  as  a 
£$S*edH$e$t  conveyance  under  the  provisions  of  the  On  if  or  s  __ 
Frsisssfeslent  Conveyances  .&ct  as   in  effect    in  .Sew  lork   State 
vw&icft  are   substantially  identical    to   the   fraudulent  con- 
veyance provisions    in  S6?£d}  of   the  ejsistir.c  Bankruptcy 
Act; .   1/ 

The   effect  vsf  permitting    variation  sargin  pay- 
jsesvts  to  be   set   aside  co-aid  he  devastating   to  the  entire 
cs&sss&aity    industry,      Tr«te  aaount  of  variation  payaents  aade 
each  day  are  very  substantial.      For   exaaple,   during   1977, 
v&c lotion  aargins   paid  ■£*?  -tsis  Association  on  any  one  day 
ranged   froa  SI  gill  ion  to  315  sill  ion,      In  the  case  of   sose 
at  c<cr   larger    clearing  seabers,    it    is  not  uncosasson   for 
payaents    to  be  aade  by  a   single  clearing  aeaber    in   asounts 
of   S2  to  $3   aillion. 

It  would  be  5tf53S.iSs.Ie   for  a  clearing  Berber    to 
ssSiS  «  series  of  paysents  in  the  millions  of  dollars  be- 
fore going    into  baT>Vj\iiA,c*i? ,      If    those  payaer»ts  could  be 
se.t  aside,    the  suas   to  be  rec-oveced  would  be  astronomical. 
Sis^-s*   as  was  pointed.  o-«it  above,    the  Association  pays  out 
a*  ;sascs  variation  sarqis  as  it  receives  each  day,    it  would 
be.  unable    to   repay  t?K>«*  ssrosats,   and  any  recover  ies 
ssitsisstely  would   have  to  cs^e  izom  the  recipient  clearing 
Sres&e-rs.      The    result  co^sld  &©  a  dosino  effect,   whereby   the 
issss'ks'ency  of  one  aaj.ot  cleaning  sesber  could  result   in 


1/        It   is  our   vndezstamSxnq    that   the  only  reason    the 
trustee   attacked   tbe  particular   variation  aargin 
paysents   under    state  law    instead  of   the   Federal    Bank' 
raptcy  Act   vas    that  a   iiaitatioas   period  had  run 
under    the   Federal  fcct  but  not   under   the   state  law- 
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the    insolvency  of  sany  sore  and   the   total   deaise  of  the 
futures  aarket. 

We   therefer-e  respectfully  urge   that  S.   2266   ex- 
pCicitly  provide   that  no  paysents  of  original  or  variation 
iargjn   to  a  cleat  ing  organisation  say  be  set  aside  on  be- 
half of  an   insolvent  clearing  sesber  ,   as  fraudulent  con- 
sr«$owces,   preferences  or  otherwise » 

It   is   also   important  for    the  Bill   to  provide 
s^licitl'/  that   federal   i«*  will  govern   in   this  area. 
As  was  pointed  out  above,   the  Sel igson  case   involved   the 
validity  of   variation  aargin  payments   under   state  law* 
Jt  *ould  make   no   sense   to  provide   protection   for  clearing 
organizations   under    federal   law,    if   trustees   in  bankruptcy 
could  evade   federal  policy  fey  the  sissple    technigue  of    in- 
voking  state    insolvency  law. 

<b)      Liquidation  on  Default. 

Clearing  organisations  sust  have   the  right  to 
liquidate   the   positions  of  any  clearing  aeaber    that   fails 
ts*  .sake   a  paysenl   -*hes  &a£«    irrespective  of   the  juridical 
status  of   the   clearing  seaber   at  the   tise. 

As    indicated  sbo^e*    it   is  not   nneosson  for   large 
clewing  aesbers   to   incur  daily  obligations  to  pay  varia- 
&4&a  margins   in  asounts  ruaniag   into  the  millions  of 
dollars.      If   a   clearing  seaber  were   to  be   unable  to  seet 
those  obligations,    the  Association  would    incur   sill  ions 
of  dollars  of  obligations  toward  the  other   clearing  eesbers 
ia  whose   favor    the  aarker  bad  soved,    which   it  would  not  be 
if*  a  position   to  meet,      &geif?,   the  result  could  be   to  set 
off  a  chain   reaction  of  insolvencies.      In  order   to  avoid 
that  effect,    it   is    isperative   that  clearing  organizations 
retain  the   unfettered   right  to  close  out   the  open  positions 
of  any  clearing   aaesber  who  fails  to  sake  any  payaents  when 
s2ge,   regardless  of  whether  t&at  clearing  ss-esber  has  coae 
«2^*c  the  provisions  of  the  Bankruptcy  Act, 

3.      Conclusions 

We   respectfully  ssc<ge  favorable  consideration  of 
t&£  sacoBsesdations  aads" is  this  letter.     We  would  be  pleased 
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*e«  is-rnish  your   staff  <*i£3t5  any  information  that  aay  prove 
ks«£»1  or   necessary   in  3*s*5ly3ing   the  probleas  presented. 


( 


Very  truly  yo 


e 


oars, 


r      iie^etary 

(Join** .  frtZflfr* 
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STATEMENT  OF 
BENEFICIAL  CORPORATION  AND  ITS  SUBSIDIARY  CORPORATIONS 
ON  S.  2266 

The  Beneficial  Corporation  which  through  its  sub- 
sidiary corporations  extends  consumer  credit  in  more  than  1700 
offices  and  48  states  is  vitally  interested  in  reform  of  the 
Bankruptcy  Act.   As  a  major  component  of  .the  consumer  credit 
industry,  the  subsidiary  corporations  of  the  Beneficial  Corpora- 
tion have  consistently  advocated  streamlining  bankruptcy  adminis- 
tration as  it  relates  to  consumer  bankrupts.   The  Subcommittee 
on  Improvements  in  Judicial  Machinery  should  bear  in  mind  as 
it  embarks  on  its  consideration  of  this  issue  that  the  basic 
philosophy  of  a  modern  bankruptcy  code  calls  for  a  balanced 
approach  that  deals  fairly  and  equitably  with  the  legitimate 
rights  and  Interests  of  bankrupts,  creditors,  and  the  non-bankrupt 
American  consumer  who  must  bear  the  ultimate  costs  of  bankruptcy. 

S.  2266  sponsored  by  Chairman  DeConcini  and  co-sponsored 
by  Senator  Wallop  contains  a  number  of  desirable  features  which 
ameliorate  unsound  provisions  in  the  House  version,  H.R.  8200: 

A.  Voluntary  Reaffirmation.  For  example,  S.  2266 
recognizes  the  important  role  that  voluntary  reaffirmation  plays 
in  consumer  bankruptcies*  We  endorse  the  improvement  offered 
by  the  30-day  cooling  off  period  proposed  in  section  524(b)  in 
affording  protection  for  both  the  bankrupt  and  the  affected 
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creditor  and  yet  avoiding  the  necessary  Increase  in  cost  of 
consumer  credit  which  would  be  the  inevitable  result  of  a  ban 
on  reaffirmation. 

B.  Solvent  Co-Makers.   Similarly,  S.  2266  wisely 
acknowledges  that  solvent  co-makers  and  co-debtors  should  not 
be  immune  from  liability  when  a  debtor  elects  a  wage-earner 
plan  under  Chapter  XIII.   The  Senate  bill,  we  believe,  correctly 
permits  the  creditor  to  look  to  the  security  of  a  co-maker 

upon  which  he  reasonably  relied  in  extending  credit. 

C.  Court  Discretion  in  Awarding  Attorney  Fees.  Pro- 
visions of  section  523(d)  of  S.  2266  also  contain  important 
improvements  over  the  provisions  of  the  companion  House  bill. 
The  Senate  language  recognizes  that  a  federal  court  should  re- 
tain discretion  in  awarding  costs  and  reasonable  attorney's 
fees.   We  believe  such  awards  should  be  discretionary  with  the 
court  rather  than  mandated  by  law  as  the  House  bill  provides. 

D.  Redemption  of  Collateral.   With  respect  to  re- 
demption of  collateral,  S.  2266  expressly  provides  that  the 
burden  of  proving  fair  market  value  is  upon  the  debtor  who 
elects  redemption  of  personal,  family  or  household  property. 
Although  we  would  prefer  that  the  real  value  of  personal, 
family  and  household  property  as  security  be  recognized,  S.  2266 
quite  properly,  we  believe,  exempts  purchase  money  security  and 
indicates  who  shall  bear  the  costs  of  appraisal. 
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Despite  these  Important  improvements,  S.  2266  pro- 
poses far-reaching,  radical  changes  in  the  bankruptcy  law: 

A.  Presumption  of  Insolvency;  Forced  Disgorgement 
of  Payments.   We  respectfully,  but  fervently,  urge  the  Com- 
mittee to  reexamine  the  section  5^7(f)  of  S.  2266  which  estab- 
lishes a  presumption  of  insolvency.   This  provision  radically 
changes  existing  law  by  shifting  to  the  creditor  the  burden 
of  proving  the  solvency  of  a  debtor  at  the  time  of  receipt  of  a 
payment  within  a  3  month  period  prior  to  the  filing  of  a 
petition  in  bankruptcy.   It  is  a  burden  which  will  be  impossible 
to  meet.   The  effect  of  this  presumption  when  viewed  in  terms 
of  the  exceptions  provided  in  section  5^7  is  to  seriously  under- 
mine the  position  of  the  consumer  lender  who  makes  loans  on  an 
unsecured  basis.   Today,  to  avoid  a  transfer,  the  debtor  or 
trustee  must  demonstrate  both  the  insolvency  of  the  debtor  and 
facts  sufficient  to  establish  that  the  creditor  receiving  the 
transfer  had  reasonable  cause  to  believe  that  the  debtor  was 
insolvent  at  the  time  the  transfer  was  received.   Under  S.  2266, 
section  5^7  prejudices  any  lender  who  receives  a  transfer 
within  3  months  of  bankruptcy  in  good  faith,  without  knowledge  of, 
or  reason  to  believe  that,  the  debtor  is  insolvent.   Forcing  a 
creditor  to  disgorge  payments  so  received  is  unfair,  disruptive 
and  a  vehicle  for  hardship  unjustified  by  the  circumstances. 
Moreover,  forcing  disgorgement  of  payments  will  not  benefit  the 
bankrupt.   In  most  cases,  the  proceeds  will  not  even  be  distri- 
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buted  to  creditors.   They  will,  Instead,  pay  the  expenses  of 
administration.   Indeed,  S.  2266  is  more  liberal  in  compensating 
trustees  in  consumer  cases  than  is  H.R.  8200  (compare  section 
326(a)).   Armed  with  a  presumption  of  insolvency,  the  trustee 
could  wreak  havoc  on  those  who,  without  knowledge  or  reason  to 
know  of  a  debtor's  insolvency,  have  received  payments  in  the 
normal  course  of  business.   Existing  law  is  far  better  policy. 
Presumptions  are  generally  in  disfavor  in  the  law;  this  presumption 
with  its  far-reaching  consequences  is  certainly  improper  in  the 
preference  section  of  the  Act. 

B.  Security  Interests  in  Personal  Property  Unenforce- 
able.  Section  522(e)  of  new  Title  11  would  render  unenforceable 
any  non-purchase  money  security  interest  in  household  goods, 
appliances  or  jewelry  to  the  extent  of  a  bankrupt's  exemptions. 
In  practical  terms,  this  would  mean  that  consumer  lenders  could 
no  longer  rely  on  security  interests  in  various  household  goods 
and  furnishings  as  collateral  for  their  loans  in  the  event  of 
bankruptcy. 

We  submit  that  the  language  of  section  522(e)(2)(A) 
is  so  broad  and  uncertain  as  to  invite  abuse.   It  will  operate 
to  deny  credit  to  those  very  groups  who  often  need  it  most. 
As  presently  drafted,  "household  furnishings,  household  goods, 
wearing  apparel,  appliances,  books,  animals,  crops,  musical 
instruments,  or  jewelry  that  are  held  primarily  for  the  per- 
sonal, family  or  household  use  of  the  debtor  or  a  dependent  of 
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the  debtor",  would  encompass  almost  all  personal  property. 
Clearly,  jewelry,  musical  Instruments,  certain  luxury  appli- 
ances, and  luxury  items  of  wearing  apparel  are  not  "necessities" 
or  "essentials"  of  life.   This  provision  will  permit  certain 
individuals  to  maintain  a  self-indulgent  life  style  and  yet 
disregard  their  proper  role  as  responsible  members  of  society. 
While  we  would  prefer  that  this  prohibition  be  entirely  stricken 
from  the  bill,  we  urge,  at  a  minimum,  that  it  be  narrowed  to 
apply  only  to  items  which  are,  in  fact,  necessities  or  essentials 
of  life. 

It  is  our  belief  that  the  economic  and  social  con- 
sequences of  bankruptcy  are  far  more  important  than  many 
observers  realize.   We  pledge  to  work  for  a  new  Code  which  assures 
meaningful  debtor  rehabilitation  and  strikes  a  fair  balance 
between  the  legitimate  interests  of  the  bankrupt,  the  economic 
and  social  interests  of  society  and  the  substantial  interest 
of  the  non-bankrupt  American  consumer  who  pays  the  costs  of  con- 
sumer credit. 
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AMERICAN  ASSOCIATION  OF  EQUIPMENT  LESSORS 


January  31,  1978 


The  Honorable  Dennis  DeConcini 
Chairman,  Subcommittee  for  Improvement 

of  Judicial  Machinery 
Committee  on  the  Judiciary 
United  States  Senate 
Washington,  D.  C.  20510 

Re:   S.2266:   A  Bill  To  Establish  A  Uniform 
Law  On  The  Subject  Of  Bankruptcies 

Dear  Senator  DeConcini: 

This  is  a  statement  of  the  views  of  the  American  Associa- 
tion of  Equipment  Lessors,  Inc.  ("AAEL"),  on  S.2266,  the  pro- 
posed Bankruptcy  Act  which  is  now  being  considered  by  your 
Subcommittee.   Before  S.2266  was  introduced,  AAEL  submitted 
comments  relating  to  the  treatment  of  equipment  leasing  under 
the  then-pending  bills.   To  supplement  our  earlier  views,  we 
have  the  following  comments  and  suggestions  on  some  of  the 
new  provisions  which  appeared  for  the  first  time  in  S.2266. 

1.    §365(b)(3):   The  Lessor's  Contractual  Right  To 
Terminate  A  Lease  And  Repossess  The  Leased 
Assets  In  Bankruptcy 

The  major  issues  which  have  concerned  AAEL  relate  to  the 
contractual  right  of  a  lessor  to  terminate  a  lease  in  the 
event  of  a  bankruptcy  and  to  the  trustee's  use  of  leased 
property.   We  have  urged  that  the  new  bankruptcy  legislation 
should  recognize  the  lessor's  contractual  right  to  terminate 
a  lease,  and  repossess  the  leased  assets  in  liquidation  or 
reorganization,  as  is  the  case  under  existing  law.i/  See 


1/   Traditionally,  existing  bankruptcy  law  often  permits  a 
lessor  to  enforce  a  contractual  right  to  terminate  a  lease  and 
repossess  his  leased  assets  in  liquidation  and  certain  reorgani- 
zation proceedings.   See  Finn  v.  Meighan,  325  U.S.  300  (1945); 

(footnote  continued  on  next  page) 
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11  U.S.C.  110;  Finn  v.  Meiqhan,  325  U.S.  300  (1945). 

We  were  very  pleased  to  see  that  S.2266  adopts  the  thrust 
of  our  suggestion  in  a  new  §365(b) (3).   This  new  section, 
which  is  not  contained  in  the  House  Bill  (H.R.8200) ,  does  much 
to  protect  the  rights  of  a  lessor  to  terminate  a  lease  and 
repossess  his  own  leased  assets  in  bankruptcy.   AAEL  recom- 
mends that  §365(b)(3)  should  be  retained  and  included  in  the 
final  bankruptcy  law.   This  new  section  would  generally  pro- 
mote fair  treatment  of  leasing  companies  without  unfairly 
affecting  the  debtor  or  other  creditors. 

(a)  §365 (b) (3) (A)  preserves  the  lessor's  existing 
right  under  11  U.S.C.  110(b)  to  enforce  a  contractual 
right  of  termination  in  liquidation  cases.   This  pro- 
vision is  important  because,  if  the  debtor  is  to 
terminate  operations  and  undergo  liquidation,  there  is 
little  justification  for  the  debtor's  continued  use  of 
leased  property.   Yet  the  risks  for  the  lessor  are  sub- 
stantially increased  in  liquidation  because,  for  example, 
the  trustee  may  have  less  incentive  to  expend  money  to 
properly  maintain  the  lessor's  equipment.   Moreover,  in 

a  liquidation,  it  is  less  likely  that  the  trustee  will 
be  able  to  pay  rent  for  the  use  of  the  lessor's  property 
during  the  period  from  the  filing  of  the  bankruptcy 
petition  to  the  termination  of  the  lessee's  operations. 

(b)  §365 (b) (3) (B)  preserves  currently  existing 
contract  rights  of  termination,  which  may  have  been 
relied  upon  by  lessors  in  the  negotiation  of  existing 
lease  transactions.   Without  subsection  (B) ,  S.2266 
might  cause  a  material  alteration  in  one  of  the  basic 
terms  of  existing  commercial  leases  negotiated  at  arm's 


1/    (footnote  continued  from  page  1) 

In  re  D.  H.  Overmyer  Co.,  Inc.,  510  F.2d  329  (2d  Cir.  1975). 
There  are  some  court  decisions  which  indicate,  however,  that 
a  lessor  may  not  be  able  to  terminate  the  lease  where  the 
leased  property  is  essential  to  the  successful  reorganization 
of  the  debtor-lessee's  business.   See  In  re  Fountainebleau 
Hotel  Corp.,  515  F.2d  913  (5th  Cir.  1975). 
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length.   There  is  no  warrant  for  such  a  result.   Pre- 
serving the  essential  terms  of  existing  lease  trans- 
actions is  important  to  the  stability  of  the  leasing 
industry  and  the  many  businesses  it  serves. 

(c)  §365 (b) (3) (C)  parallels  existing  law  which 
allows  a  lessor  to  enforce  a  contractual  right  to 
terminate  a  lease,  and  repossess  the  leased  assets  in 
liquidation  or  reorganization  proceedings,  "where  the 
property  leased  thereunder  is  not  essential  to  the 
debtor's  business".   See  Finn  v.  Meighan,  325  U.S. 
300  (1945);  In  re  P.  H.  Overmyer  Co.,  Inc.,  510  F.2d 
329  (2d  Cir.  1975) .   If  an  equipment  lease  does  not 
substantially  contribute  to  survival  of  the  debtor, 
the  lessor  should  have  the  benefit  of  a  contract  right 
to  withdraw  equipment. 

(d)  §365(b) (3) (D)  allows  a  lessor  to  terminate  a 
lease  where  the  flow  of  rent  to  the  lessor  is  "sub- 
stantially less  than  the  fair  rental  value  of  the  prop- 
erty leased".   This  subsection  prevents  the  trustee 
from  assigning  or  subleasing  equipment  to  a  third-party 
lessee,  at  a  higher  rate  than  the  contract  rental  price, 
and  then  capturing  for  the  debtor ' s  estate  the  incremental 
difference  between  the  market  value  and  the  contract 
rental.   While  §365 (b) (3) (C)  seems  to  provide  a  lessor 
with  this  protection,  since  leased  equipment  could  not 

be  "essential  to  the  debtor's  business"  if  the  trustee 
assigns  the  lease  or  subleases  the  equipment  to  another, 
§365 (b) (3) (D)  eliminates  any  doubt  about  the  matter. 
This  is  important  because  a  lessor  and  lessee  consider 
possible  fluctuations  in  the  market  value  of  the  leased 
asset,  when  they  negotiate  and  agree  upon  a  contract 
rental  rate  for  a  certain  term.   When  a  lease  is  concluded, 
the  lessee  expects  to  make  fixed  rental  payments,  while 
the  lessor  has  sacrificed  any  upside  potential  in  the 
market  value  of  the  equipment  in  return  for  protection 
against  any  downside  potential  during  the  term  of  the 
lease.   In  the  event  of  the  lessee's  insolvency,  however, 
the  leased  asset  is  often  returned  to  the  lessor  who 
must  then  rely  upon  the  value  of  his  equipment  for  release 
or  sale  in  the  marketplace  at  the  time  of  the  insolvency. 


1212 


Where  the  insolvency  occurs  at  a  time  when  the  equip- 
ment is  more  valuable  in  the  marketplace  than  would  be 
indicated  by  the  contract  rental  rate,  the  lessor  should 
have  the  benefit  of  this  increased  market  value,  since 
he  also  bears  the  risk  of  having  a  default  or  insolvency 
occur  when  he  would  be  unable  to  release  the  equipment 
at  the  contract  rental  rate  in  the  open  market. 

We  think  that  §365 (b) (3)  is  an  important  addition  to  the 
bankruptcy  bill.   While  §365 (b) (3)  seems  to  apply  in  all  cases 
where  there  is  a  default  of  any  kind,  and  one  of  the  conditions 
in  (A) -(D)  applies,  the  language  is  not  as  clear  as  it  might 
be.   AAEL  suggests  that  the  scope  of  §365 (b) (3)  could  be  made 
clearer  if  it  were  amended  to  read  as  follows: 

§365(b)(3)   "The  provisions  of  [paraga?aph--fif-e#-fehie 
eabeeetieH]  this  section  365  shall  not  prevent  termination 
of  a  lease  pursuant  to  provisions  contained  therein —  *  *  *" 
[New  material  emphasized,  deleted  matter  in  brackets]. 

This  would  simplify  the  language  of  §365 (b) (3)  and  help  to 
clarify  its  coverage. 

The  only  point  worth  final  emphasis  here  is  the  extreme 
importance  of  termination  agreements  to  the  commercial  leasing 
industry  and  the  many  businesses  it  serves  with  many  billions 
of  dollars  in  leased  equipment.   There  are  critical  differences 
between  a  lease  transaction,  on  the  one  hand,  and  a  secured 
sale  of  equipment,  on  the  other  hand.   The  lessor  is  unlike 
the  secured  seller  in  that  the  lessor  retains  ownership  of  the 
leased  property  and  is  entitled  to  its  return  on  the  expiration 
of  the  lease.   As  explained  in  AAEL's  earlier  comments  and  in 
the  testimony  of  E.  Lowell  Dinius  during  the  Senate  Subcommittee 
Hearings  on  December  1,  1977,  commercial  lessors  in  making  the 
decision  to  lease  often  rely  very  heavily  on  termination  clauses 
and  their  ability  to  secure  the  return  of  the  equipment  promptly 
in  the  event  the  lessee  defaults  in  its  obligations  under  the 
lease. 

The  commercial  leasing  industry  works  well  under  existing 
law,  which  recognizes  the  validity  and  enforceability  of 
termination  agreements.   Eliminating  the  lessor's  right  to 
terminate  would  have  injurious  commercial  consequences:   A 
principal  result  might  well  be  that  weaker  credit  risks — such 
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as  minority-owned  and  small  businesses  which  lack  the 
financial  resources  to  purchase  major  capital  assets — would 
be  denied  the  low-cost  use  of  such  capital  assets  through 
leasing  arrangements.   We  believe  there  is  no  sound  justifi- 
cation for  triggering  such  consequences,  particularly  in  these 
times  when  there  is  a  need  to  increase  capital  expenditures. 
Your  Subcommittee's  new  §365(b)(3)  generally  serves  the  public 
interest  by  assuring  lessors  of  the  security  needed  to  lease 
assets  to  other  than  the  strongest  credit  risks. 

2 .    §361;   "Adequate  protection" 

There  will  be  some  situations  under  S.2266  where  the  lessor 
will  not  be  able  to  enforce  a  contractual  right  of  termination 
under  §365 (b) (3),  and  the  trustee  in  bankruptcy  may  use  the 
leased  property  after  the  filing  of  a  bankruptcy  proceeding. 
Where  this  is  so,  S.2266  attempts  in  §§361-365  to  provide 
various  protections  for  the  lessor's  interests.   These  safe- 
guards include  the  important  provisions  in  §363 (e)  and  §361 
for  "adequate  protection". 

The  terms  of  §361  of  S.2266  set  forth  two  options — periodic 
cash  payments  (§361(1)),  or  an  additional  or  replacement  lien 
(§361(2)) — to  protect  a  lessor  against  "a  decrease  in  the  value 
of  such  entity's  interest  in  such  property".   The  House  Report 
indicates  that  "the  value  of  the  protected  entity's  interest  in 
the  property"  is  to  be  defined  on  a  case-by-case  basis,  "in 
light  of  facts  of  each  case  and  general  equitable  principles." 
H.R.  Rept.  95-595,  95th  Cong.,  1st  Sess.  339  (1977).   Through 
what  appears  to  be  inadvertence,  subparagraphs  (3)  and  (4)  of 
§361  of  H.R. 8200  have  been  deleted  in  S.2266' s  version  of  §361. 

AAEL  urges  the  Subcommittee  to  incorporate  subparagraphs  (3) 
and  (4)  of  §361  into  S.2266.   What  would  be  particularly  helpful 
is  the  inclusion  of  a  provision  like  §361(4)  of  H.R. 8200,  which 
defines  "adequate  protection"  to  include: 

granting  such  other  relief  as  will  result  in  the 
realization  by  such  entity  of  the  value  of  such  entity's 
interest  in  such  property  [emphasis  added] . 

The  words  "other  relief"  should  be  interpreted,  in  the  case  of 
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a  commercial  lease  transaction,  to  mean  performance  of  all 
obligations  of  the  debtor  under  the  lease  contract.   We  also 
suggest  that  the  language  or  legislative  history  of  §361 
should  make  it  clear  that,  for  commercial  lease  transactions 
the  phrase  "the  value  of  such  entity's  interest  in  such 
property"  in  §361  should  be  interpreted  to  mean  the  full 
economic  value  of  the  overall  lease  transaction. 

These  clarifications  would  help  to  ensure  that  lessors 
receive  §361  protection  which  is  in  fact  "adequate".   The 
meaning  of  §361  is  important  to  lessors  particularly  in  the 
time  period  after  bankruptcy  is  filed  and  before  the  trustee 
must  elect  to  assume  or  reject  a  lease  under  §365 (d)    m 
this  interim  time  period,  the  lessor's  interests  will  often 
extend  far  beyond  preserving  the  market  value  of  the  leased 
asset.   Moreover,  neither  periodic  cash  payments  (§361(1))  nor 
an  additional  or  replacement  lien  (§361(2))  may  suffice  to 
protect  the  full  range  of  a  lessor's  interests  in  some  cases. 

Two  examples  will  illustrate  the  point.   (1)  where  the 
trustee  is  authorized  to  use  leased  property  pending  his 
election  whether  to  assume  or  reject  the  lease  under  §365 (d) 
the  concept  of  "adequate  protection"  should  enable  a  lessor 
to  compel  the  trustee  to  make  current  lease  rental  payments 
and  to  honor  the  other  obligations  of  the  lease  (such  as  those 
requiring  the  lessee  to  maintain  and  repair  the  leased  property 
and  to  pay  taxes  and  insurance  premiums) .   This  only  seems 
fair.   Yet  §361  is  not  as  clear  as  it  might  be  that  "adequate 
protection"  requires  compliance  with  the  basic  obligations  of 
the  lease.   (2)  There  are  many  tax-sensitive  leases  where  the 
lessor's  tax  incentives  (e.2. ,  investment  tax  credit,  depre- 
ciation allowance)  are  passed  on  to  the  lessee  in  the  form  of 
lower  rental  charges  to  the  lessee.   Operation  of  leased 
equipment  such  as  over-the-road  trucks  outside  the  continental 
United  States  (into  Canada  or  Mexico)  could  cause  a  loss  of  tax 
incentives  to  the  lessor  without  a  diminution  of  the  "market 
value"  of  the  property.   This  loss  of  tax  incentives  would  be 
a  material  injury  to  the  lessor,  who  should  be  "adequately 
protected"  against  such  loss  by  §361.   Yet  neither  periodic 
cash  payments  (§361(1))  nor  an  additional  or  replacement  lien 
(§361(2))  could  wholly  compensate  for  such  loss  or  "adequately 
protect"  against  it. 
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These  sorts  of  considerations  may  underlie  the  inclusion 
of  an  important  new  sentence  in  §362 (d)  of  S.2266:   "The  court 
shall  grant  relief  from  the  [automatic  stay  of  §362 (a) ]  if  the 
court  finds  that  the  debtor  has  no  equity  in  the  property  sub- 
ject of  the  stay."   The  meaning  of  the  word  "equity"  in  this 
context  should  be  clarified.   If  "equity"  means  a  right  to 
some  portion  of  the  value  of  the  property  in  the  event  of  a 
liquidation  sale,  then  a  true  lease  would  always  meet  the 
requirement  that  the  debtor-lessee  "has  no  equity  in  the 
property" .   Lessors  under  a  true  lease  would  then  be  able  to 
obtain  relief  pursuant  to  the  new  sentence  in  §362 (d) .   How- 
ever, if  "equity"  includes  a  contractual  right  to  use  the 
property,  then  a  debtor-lessee  would  have  "equity"  and  the 
lessor  could  not  obtain  relief  under  the  new  sentence  in 
§362 (d) . 

In  order  to  adequately  protect  the  legitimate  interests 
of  lessors,  we  suggest  that  the  committee  report  accompanying 
S.2266  specify  that  the  §362 (d)  phrase  "no  equity  in  the 
property"  covers  those  situations  where  the  debtor  has  no 
investment  at  risk  and  that  a  lessee  has  no  "equity"  interest 
under  this  definition.   In  the  alternative,  §361  should  be 
clarified  to  provide  that  "adequate  protection"  in  the  case 
of  a  commercial  lease  means  performance  of  all  obligations  of 
the  debtor  under  the  lease  contract. 

3.    <>S365(b)  and  365(e):   Lease  Commitments 

AAEL  supports  the  concept  of  recommendation  #3  of  the 
American  Council  of  Life  insurance,  which  urges  that  §365  be 
clarified  to  leave  no  doubt  that  loan  commitments  may  be  ter- 
minated in  the  event  of  a  prospective  borrower's  bankruptcy. 
[See  pp.  11-12  of  Council  Statement  to  the  Senate  Subcommittee, 
which  is  reproduced  at  page  208  of  the  original  transcript  of 
the  Senate  Hearings  of  December  1,  1977.]   This  matter  concerns 
the  leasing  industry,  which  frequently  makes  commitments  to 
lease  property  that  will  not  be  available  for  lease  until  some 
time  in  the  future  or  which  will  be  put  on  lease  a  few  units 
at  a  time  over  an  extended  period  of  time.   Lessors  will  also 
at  times  make  progress  payments  on  equipment  being  constructed 
for  lease  to  a  particular  customer  at  some  future  date  under  a 
lease  contract  already  agreed  to  and  signed.   Such  contracts 
are  analogous  to  loan  commitments  of  the  lender.   The  comments 
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of  the  American  Council  of  Life  Insurance  in  their  recom- 
mendation #3  are  thus  equally  applicable  to  leasing,  and  the 
AAEL  urges  that  S.2266  be  amended  to  explicitly  provide  for 
termination  of  these  types  of  lease  commitment  contracts. 

To  achieve  this  end,  AAEL  recommends  that  §365  (e)  of 
S.2266  be  amended  by  adding  "(1)"  immediately  after  the 
designation  "(e)"  and  by  adding  a  new  §365(e) (2)  to  read  as 
follows: 

"Nothing  in  this  section  365  shall  prevent  ter- 
mination of  a  contract  to  make  a  loan  to,  or  purchase 
a  security  of,  or  to  place  new  items  on  lease  to,  the 
debtor  pursuant  to  the  provisions  of  such  a  contract." 

We  wish  to  express  our  sincere  appreciation  and  admiration 
for  the  Subcommittee's  work.   S.2266  contains  many  significant 
improvements  which  reflect  a  thorough  and  sensitive  understand- 
ing of  the  very  complex  field  of  bankruptcy  law.   Thank  you 
for  this  opportunity  to  submit  our  comments  on  S.2266  for  the 
Subcommittee's  consideration  and  for  the  record. 

Sincerely, 

Bacon  Collamore,  Jr.,  President 
American  Association  of 

Equipment  Lessors 
37  Lewis  Street 
Hartford,  Connecticut  06103 
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COMMODITY  FUTURES  TRADING  COMMISSION 
f&O&V.  WASHINGTON.  D   C   20581 


January  31,   1978 


OFFICE  OF 
THE  CHAIRMAN 

Senator  Dennis  DeConcini 
Subcommittee  on  Improvements 

in  Judicial  Machinery 
Senate  Judiciary  Committee 
United  States  Senate 
6306  Dirksen  Building 
Washington,  D.C. 

Re:  S.  2266 

Dear   Senator  DeConcini: 

Set  forth  below  are  the  comments  of  the  Commodity  Futures  Trading 
Commission  on  S.  2266,  which  would  amend  the  federal  bankruptcy  law  and, 
2TK  emission  recommended  in  1976,  establish  a  specific  subchapter 
for  commodity  broker  bankruptcies.     The  Commission  wishes  to  thank  the 
Subcommittee for  the  opportunity  to  present  its  views  on  this  subchapter, 
whdcTwUl  establish  needed  protections  for  the  customers  of  financially- 
filing  and  bankrupt  commodity  firms  and  benefit  the  commodity  industry, 
we  are  simultaneously  transmitting  our  comments  on  H.R.  8200,  thebank 
ruDtcv  bill  pending  in  the  House  of  Representatives,  to  the  Subcommittee 
olfcivil  and^onstitutional  Rights  of  the  House  Committee  on  the  Judiciary. 

*  *  * 

1.       Recovery  of  Fraudulent  Margin  Transfers  Made  by  Commodity  Brokers 
and  Non-broker  Customers. 

The  Commission  recommends  two  amendments  to  the  Bill  regarding  the 
"avoidance"   (recovery)  by  trustees  of  commodity  margin  payments: 

(a)  An  amendment  to  make  explicit  that  the  trustee  of  a  bankrupt 
commodity  broker  may  not  avoid  fraudulent  margin  payments  —  i^. ,  payments 
oTorlginal  or  variation  margin  that  were  made  by  the  bankrupt  broker  to 
another  commodity  broker  within  the  year  preceding  bankruptcy  to  defraud 
S2  bankrupt's  creditors  -  unless  the  transferee  broker  or  clearing  house 
colluded  with  the  bankrupt  in  this  regard. 

(b)  An  amendment  similarly  to  prohibit  the  avoidance  of  fraudulent 
marqin  payments  made  by  bankrupt  customers  (who  are  not  themselves  commodity 
brokers)  To  Sir  commodity  brokers  unless  the  transferee  broker  colluded 
with  the  bankrupt  customer  in  his  efforts  to  defraud  his  creditors. 

These  recommendations  are  discussed  separately  below. 
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(a)  Margin  Payments  Made  by  Commodity  Brokers. 

In  its  1976  submission  to  the  Committee,  1/  the  Commission  recommended 
the  establishment  of  a  collusion  requirement  for  the  avoidance  of  fraudulent 
margin  payments,  and  —  as  explained  below  —  the  wording  of  §101  of  the 
Bill  indicates  that  the  Committee  intended  to  effectuate  the  Commission's 
recommendation.  2/  However,  as  also  explained  below,  the  Bill  as  worded 
might  not  accomplish  this  result.  The  Bill  should  therefore  be  revised  to 
make  the  collusion  requirement  explicit. 

Specifically,  the  Bill  provides  that  the  trustee  may  not  avoid 
a  transfer  that  is  a  "margin  payment  to  or  deposit  with  a  commodity  broker, 
except  under  section  548(a)(1)  of  this  title."  3/  S.2266  §101  (proposed  11 
U.S.C.  764(c)).  Proposed  section  548(a)(1)  basically  authorizes  the 
trustee  to  avoid  transfers  made  within  one  year  before  the  date  of  the  filing 
of  the  bankruptcy  petition  if  the  debtor  made  the  transfer  "with  actual  intent 
to  hinder,  delay,  or  defraud"  a  past  or  future  creditor.  This  provision  seems 
to  be  qualified,  however,  by  paragraph  (c)  of  proposed  11  U.S.C.  548,  which 
grants  the  transferee  a  lien  on  the  fraudulently-transferred  property  "if  he 
takes  for  value  and  in  good  faith."  4/ 

Paragraph  (c)  was  apparently  intended  to  prevent  the  avoidance  of 
non-collusive  transfers,  but  it  might  not  have  this  effect,  as  margin  payments 
might  not  be  viewed  as  being  taken  for  "value."  This  term  is  defined  in  the 


1/  Hearings  on  H.R.  31  and  32  before  the  Subcommittee  on  Civil  and  Consti- 
tutional Rights  of  the  House  Committee  on  the  Judiciary,  94th  Cong.,  1st 
and  2d  Sess.  (1975-1976),  pt.  4,  at  2377-2426. 

2/  See  also  H.  Rep.  No  95-595,  95th  Cong.,  1st  Sess.  (1977),  p.  271: 

"The  content  of  the  provisions  [of  H.R. 
8200,  which  is  virtually  identical  to  S. 
2266]  is  derived  largely  from  testimony 
of  Chairman  Bagley."  (Footnote  omitted.) 

3/  We  assume  that  the  margin  payments  and  deposits  referred  to  in 
section  548(a)(1)  would  include  payments  and  deposits  on  a 
broker's  proprietary  (house)  position  as  well  as  the  positions 
maintained  by  the  broker  for  its  customers.  For  the  sake  of 
convenience,  we  will  use  the  term  margin  payments  to  refer 
to  margin  "deposits"  (original  margin)  as  well  as  payments 
(variation  margin) . 

4/  H.  Rep.  NO.  95-595,  supra,  at  p.  375. 
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Bill  as  "property"  or  the  "satisfaction  or  securing  of  a  present  or 
antecedent  debt  of  the  debtor."  5/  While  the  payment  of  margin  would 
appear  to  satisfy  the  broker's  antecedent  debt  to  its  carrying  broker 
or  to  the  clearing  house  to  make  such  margin  payments  as  would  be  required 
to  maintain  its  positions,  the  opinion  in  Seligson  v.  New  York  Produce 
Exchange ,  378  F.  Supp.  1076  (S.D.N.Y.  1974),  indicates  otherwise.  An  issue 
in  that  case  was  whether  the  bankrupt  commodity  broker  had  received  "fair 
consideration"  —  a  phrase  that  might  be  construed  as  analogous  to  the  word 
"value"  as  used  in  section  548(c)  —  for  a  large  variation  margin  payment 
it  had  made  to  a  clearing  house  just  before  bankruptcy.  6/  The  clearing 
house  moved  for  summary  judgment  on  this  issue,  arguing  that  the  broker  had 
received  fair  consideration  because  the  payment  (1)  enabled  the  broker  to 
maintain  its  potentially  profitable  positions,  and  (2)  satisfied  the 
broker's  contractual  obligation  to  make  such  variation  margin  payments  to 
the  clearing  house  as  it  demanded  on  the  broker's  positions.   The  court 
denied  the  motion. 

Accordingly,  the  Bill  as  worded  might  permit  the  avoidance  of  margin 
payments  that  were  made  by  the  bankrupt  to  defraud  its  creditors  even  though 
the  transferee  had  not  colluded  with  the  bankrupt. 

The  danger  of  avoidance  in  this  situation  is  as  follows:  During 
the  course  of  the  year  preceding  bankruptcy,  a  bankrupt  may  have  made 
millions  of  dollars  in  margin  payments  with  the  intent  —  unbeknownst 
to  the  transferee  —  to  defraud  its  creditors.  If  these  payments  could  be 
recovered  from  the  transferee  broker  (which  would  probably  be  a  clearing 
member  of  a  commodity  exchange),  the  financial  stability  of  that  firm 
could  be  threatened.  And,  the  failure  of  a  clearing  broker  could  in  turn 
jeopardize  the  stability  of  the  clearing  house.  As  the  Commission  explained 
in  its  1976  submission,  since  the  clearing  house  basically  guarantees  each 
trade,  it  is  liable  —  at  the  end  of  each  trading  day  —  for  the  variation 
margin  payments  owed  to  clearing  members  with  a  net  credit  position.  The 
funds  for  these  margin  payments  are  of  course  owed  to  the  clearing  house 
by  members  with  a  net  debit  position.  If  a  clearing  member  with  a  net 
debit  position  becomes  insolvent,  the  clearing  house  will,  in  effect,  have 
to  assume  the  member's  margin  payment  obligations.  If  those  obligations 
are  substantial  —  as  they  could  be  if  the  member's  house  and  customer 
positions  were  large  and  the  market  prices  of  commodities  were  moving 
rapidly  —  the  financial  stability  of  the  clearing  house  could  perhaps  be 
threatened. 

Another  reason  for  limiting  the  avoidance  of  margin  payments 
to  cases  of  collusion  is  that  it  would  be  unfair  to  permit  recovery  from 


5/  Proposed  11  U.S.C.  548(d)(2). 


6/  The  term  "fair  consideration"  was  used  in  a  section  of  the  New  York 
Debtor  and  Creditor  Law  that  was  similar  to  section  67(d)(2)  of  the 
Bankruptcy  Act. 
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an  innocent  broker  or  clearinghouse  since  they  basically  are,  for  the 
most  part,  simply  conduits  for  margin  payments  and  do  not  retain  margin 
for  use  in  their  operations.  As  indicated  above,  when  a  clearing  broker 
receives  a  margin  payment  from  a  broker  for  which  it  clears  trades,  it 
must  in  effect  forward  most  of  the  payment  to  the  clearing  house. 

(b)  Customer-broker  payments. 

The  same  factors  that  necessitate  a  collusion  requirement  for 
the  avoidance  of  broker-broker  and  broker-clearing  house  margin  payments 
militate  in  favor  of  that  requirement  in  the  avoidance  of  customer-broker 
margin  payments.  First,  if  trustees  for  bankrupt  customers  could  recover 
margin  payments  made  by  the  customer  to  defraud  its  creditors  even  though 
the  broker  had  not  colluded  with  the  customer,  commodity  brokers  could  be 
too  easily  subject  to  the  repayment  of  large  sums,  thus  endangering  their 
financial  stability.  Second,  since  a  commodity  broker  is  essentially  a 
conduit  for  or  safekeeper  of  margin  payments  received  from  customers,  and 
cannot  use  those  payments  in  its  operations,  it  seems  unfair  to  subject  the 
broker  to  the  risk  of  recovery  unless  it  has  colluded  with  the  customer. 
Accordingly,  the  Bill  should  be  amended  to  prohibit  the  avoidance  of 
fraudulent  margin  payments  made  by  a  customer  to  his  commodity  broker 
unless  the  broker  colluded  with  the  customer.  Under  present  law,  1/  non- 
collusive  fraudulent  margin  payments  could  perhaps  be  recovered  by  a 
customer's  trustee. 

2.  Liquidation  of  Open  Contractual  Commitments  of  Bankrupt  Customers 
and  Brokers. 

In  addition  to  the  avoidance  of  margin  payments,  another  issue  that 
arises  in  both  customer  bankruptcies  and  broker  bankruptcies  is  whether 
the  bankruptcy  should  operate  as  a  stay  of  any  right  possessed  by  the 
bankrupt's  broker  to  close  out  the  bankrupt's  positions.  We  understand 
that  commodity  brokers  (by  which  we  mean  to  include  clearing  houses) 
commonly  have  the  right  pursuant  to  contractual  agreement  to  close  out 
the  positions  of  a  customer  (by  which  we  mean  to  include  a  customer  that 
is  itself  a  broker)  8/  upon  the  customer's  bankruptcy.  According  to  a 


7/  See  Seligson  v.  New  York  Produce  Exchange,  supra. 

8/  Futures  commission  merchants  ("FCMs")  that  are  not  members  of  a 
contract  market  must  deal  through  a  member  FCM  in  order  to 
establish  positions  for  their  customers  on  that  market.  To 
this  end,  non-members  often  maintain  an  "omnibus"  account  with 
a  member  firm  in  which  their  customers'  orders  are  placed. 
The  non-member  thus  becomes  the  member's  customer  in  very  much 
the  sense  that  individual  traders  who  deal  directly  with  the 
member  firm  are  its  customers. 
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commentator  on  the  Bill,  however,   it  is  possible  that  under  proposed 
11  U.S.C.  365(e)   the  filing  of  a  bankruptcy  petition  would  operate  as 
a  stay  of  a  broker's  enforcement  of  a  close-out  provision.     9/ 

Since  the  stay  of  a  close-out  provision  could  cause  substantial 
financial  harm  to  a  commodity  broker,  section  365(e)   should  be  amended  to 
make  it  clear  that  bankruptcy  does  not  operate  as  such  a  stay.  10/ 

The  danger  of  a  stay  is  that  if  the  market  moves  against  the  "frozen" 
positions  of  the  bankrupt  customer,  the  broker  must  use  its  own  funds  to 
make  the  variation  margin  payments  on  those  positions  that  are  owing  to 
its  carrying  broker  or  the  clearing  house;   if  the  bankrupt  customer's 
positions  are  large  and  the  adverse  market  movement  quite  sharp,   the 
financial  stability  of  the  broker  could  be  endangered  by  its  obligation 
to  make  large  variation  payments  that  it  may  never  recover.     Moreover  as 
discussed  above,  the  sudden  collapse  of  a  commodity  broker  could  have 


9/    Report  on  and  Suggested  Amendments  to  H.R.  8200  as  it  Relates  to 
Commodity  Transactions  ("Report"),  submitted  by  Messrs.  Cadwalader, 
Wickersham  &  Taft,  December  15,  1977.     While  the  Report  refers  only 
to  the  close-out  of  positions  maintained  by  non-broker  customers, 
if  section  365(e)   has  the  effect  suggested  by  the  Report,   it  would 
also  operate  as  a  stay  of  the  close-out  of  the  positions  maintained 
by  a  commodity  broker  with  another  broker.     Accordingly,  our 
comments  are  directed  to  both  the  customer-broker  and  broker-broker 
situation. 

10/  Section  365(e)   basically  prohibits  the  termination  or  modification 
of  an  "executory  contract,"  or  any  right  thereunder,  solely  because 
of  the  commencement  of  the  bankruptcy  case.     It  seems  doubtful 
that  section  365(e)  was  intended   (or  would  be  interpreted)   to 
require  a  broker  to  maintain  a  bankrupt's  positions  in  the  commodity 
market,  particularly  in  view  of  the  volatility  of  commodity  prices. 
Nevertheless,   in  order  to  avoid  the  possibility  of  any  misinterpretation, 
amendment  of  the  Bill  appears  advisable. 

Section  365(e)   should  also  be  amended  expressly  to  provide  that 
bankruptcy  will  not  operate  as  a  stay  of  any  contractual  right 
that  a  commodity  broker  may  have  to  transfer  a  bankrupt's  open 
contractual  commitments.     This  amendment  is  necessary  to  effectuate 
fully  proposed  11  U.S.C.   764(b)(1),  which  contemplates  that 
clearing  houses  will  be  able  to  transfer  a  broker's  accounts 
up  to  five  days  after  the  date  of  bankruptcy. 
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a  domino  effect  on  other  brokers  and  exchange  clearing  houses.  11/ 

An  important  collateral  benefit  of  permitting  brokers  to  close 
out  the  positions  of  customers  who  are  also  brokers  is  that  it  will 
alleviate  some  of  the  difficulties  that  may  be  experienced  by  the  trustee 
in  the  early  stages  of  his  administration  of  a  broker's  estate.     The  close- 
outs  will  reduce  the  number  of  positions  that  the  trustee  must  transfer  or 
liquidate,  thus  enabling  him  to  concentrate  on  a  prompt  distribution  of 
funds  to  customers. 

In  its  submission  to  the  Subcommittee  of  December  15,  1977, 
Messrs.  Cadwalader,  Wickersham  &  Taft  take  the  position  that  the 
Commission  should  be  authorized  to  adopt  rules  prohibiting  close-outs 
where  immediate  liquidation  of  the  bankrupt  customer's  position  "may 
not  best  serve  the  public  interest."  12/  The  Commmission  does  not  believe 
the  Bill  should  be  amended  in  this  regard.       First,   it  would  be  difficult 
for  the  Commission  to  fashion  rules  in  this  area  because  of  the  wide 
variety  of  situations  that  could  be  presented  in  a  commodity  customer 
bankruptcy  and  the  problems  of  determining  in  advance  how  the  public 
interest  would  best  be  served  in  these  situations.     Second,   if  the 
trustee  of  a  bankrupt  customer  decides  that  continuation  of  the  customer's 
position  would  benefit  the  bankrupt's  estate — for  example,  because  the 
position  is  a  hedge  position  that  will  help  to  preserve  the  estate — the 
trustee  may  be  able  to  provide  adequate  financial  assurance  to  the  broker 
so  that  the  position  will  not  be  closed  out.  13/ 


11/  For  example,  suppose  the  bankrupt  customer's  broker  is  not  a  member 
of  a  commodity  exchange  and  carries  its  customers'  positions  in  an 
account  or  accounts  that  it  maintains  with  a  clearing  member  of  a 
commodity  exchange.     If  the  customer's  broker  no  longer  has  the  funds 
to  make  the  variation  margin  payments  on  the  customer's  frozen  position 
that  are  demanded  by  the  clearing  member,  the  clearing  firm  will  be 
obligated  to  continue  making  those  payments  to  the  clearing  house.     The 
clearing  broker  will  probably  make  these  payments  from  the  funds  in  the 
omnibus  account.     If  these  funds  are  depleted,  the  clearing  broker  will 
then  have  to  use  its  own  funds,  a  situation  that  could  endanger  the 
solvency  of  the  clearing  firm.     The  bankruptcy  of  a  clearing  firm  could 
possibly  threaten  the  solvency  of  the  clearing  house  since,  as  the 
entity  that  becomes  buyer  and  seller  in  all  contracts,  the  clearing 
house  would  be  obligated  to  use  its  own  funds  to  fulfill  the  clearing 
firm's  obligations  to  make  variation  margin  payments. 

12/  Report,  supra,  p.  4. 

13/  Under  proposed  11  U.S.C.  768(c),  the  trustee  of  a  bankrupt  broker 
can  answer  margin  calls  with  respect  to  specifically  identifiable 
contractual  commitments.  With  the  permission  of  the  court,  the  trustee 
of  a  bankrupt  who  is  not  a  broker  can  "operate  the  business"  of  the 
bankrupt  where  such  operation  is  "in  the  best  interest"  of  the  estate 
and  consistent  with  its  "orderly  liquidation."  Proposed  11  U.S.C. 
721. 
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3.     Payment  of  Trustee's  Fees  and  Expenses  and  other  Costs  of 
Administering  the  Bankrupt's  Estate. 

The  Bill  should  be  amended  to  provide  that  the  costs  of  administering 
the  bankrupt  broker's  estate  may  not  be  paid  out  of  the  "customer  property" 
portion  of  the  estate. 

The  Bill  calls  for  the  distribution  to  customers  of  all  "customer 
property"  held  by  or  for  the  bankrupt  commodity  broker.     Proposed  11  U.S.C. 
767.  14/  The  distribution  of  this  property  to  customers  is  in  priority  to 
all  other  claims,  except  claims  for  the  compensation  and  reimbursement  of 
the  trustee  and  any  professionals  he  retains  (principally,   attorneys  and 
accountants),  and  certain  other  claims.   Id.;  proposed  11  U.S.C.   507(1), 
503(b)   and  330.     In  short,  administration  claims  receive  first  priority 
in  the  distribution  of  customer  property. 

There  are  two  reasons  why  administration  costs  should  not  be 
payable  from  the  customer  property  portion  of  a  bankrupt  broker's  estate. 
First,  because  of  the  way  in  which  the  Bill  defines  the  term  "customer 
property,"  15/  this  portion  of  the  estate  will  consist  largely  of  the  cash, 
securities  and  other  property  that  the  broker  is  required  by  the  segregation 
provisions  of  the  Commodity  Exchange  Act  and  CFTC  regulations  to  treat 
"as  belonging  to  customers."     Section  4d(2)  of  the  Commodity  Exchange  Act 
(7  U.S.C.   6d(2))  and  CFTC  regulation  32.6  (17  CFR  32.6).     A  fundamental 
purpose  of  these  provisions  is  to  ensure  that  the  funds,  securities  and 
other  property  entrusted  by  customers  to  their  brokers  will  not  be  subject 
to  the  risks  of  the  broker's  business  and  will  be  available  for  disbursement 
to  customers  if  the  broker  becomes  bankrupt.     Indeed,  because  of  the  segre- 
gation requirements,  customer  property  may  well  be  the  only  (or  predominant) 
assets  found  in  a  bankrupt  broker's  estate.     It  would  be  contrary  to  the 
purposes  of  the  Commodity  Exchange  Act  if  the  segregation  provisions,  which 
are  intended  to  protect  customers  in  the  event  of  bankruptcy,  served  to  pro- 
vide the  main  source  of  the  assets  that  were  used  to  pay  a  non-customer  such 
as  the  trustee.     Accordingly,  customers  should  have  first  priority  in  the 
distribution  of  customer  property. 


14/  This  distribution  is  made  on  a  pro-rata  basis,  according  to  the  net 
equity  in  the  customer's  account.   Id. 

15/  See,  proposed  11  U.S.C.   761   (10) (A) (iii) ,    (iv)  and   (vi). 


22-510   O  -  78  -  78 
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Second,  because  the  segregation  provisions  perform  a  vital  function 
in  the  protection  of  commodity  customers,  it  seems  unwise  to  permit  segregated 
funds,  securities  and  other  property  to  be  used  for  any  purpose  other  than 
to  satisfy  the  claims  of  customers.  Creating  an  exception  to  the  segregation 
principle  in  the  case  of  bankruptcy  could  perhaps  lead  to  other  exceptions 
and,  ultimately,  a  harmful  erosion  of  this  essential  principle. 

If  the  Bill  is  not  amended  to  prohibit  the  use  of  customer  property 
to  pay  administration  costs,  the  Bill  should  at  least  be  amended  to  provide 
that:  (1)  The  bankrupt's  general  estate  should  be  exhausted  before  admini- 
stration costs  are  paid  out  of  customer  property;  and  (2)  once  the  general 
estate  has  been  exhausted,  only  those  administration  costs  attributable  to 
the  liquidation  of  the  customer  property  portion  of  the  bankrupt's  estate 
may  be  paid  out  of  customer  property. 

As  to  recommendation  (1),  because  customer  property  consists  of  funds, 
securities  and  other  property  that  the  broker  is  required  to  treat  "as  belonging 
to  customers,"  customer  property  should  be  distributed  to  customers  to  the 
greatest  extent  possible.  Thus,  administration  claims  should  be  paid  out  of 
the  general  estate  before  being  paid  out  of  customer  property. 

As  to  recommendation  (2),  because  customers'  funds,  securities 
and  other  property  are  required  to  be  segregated,  the  bankrupt's  estate 
—  as  noted  above  —  may  consist  entirely  or  largely  of  customer  property. 
However,  although  the  general  estate  may  have  few  assets,  the  costs 
of  administering  that  portion  of  the  bankrupt's  estate  could  be  considerable. 
It  would  be  unfair  if  customers  were  in  effect  required  to  finance  these 
administration  services. 

4.  CFTC-Approved  Transfers  of  Customer  Accounts;  Excess  Margin. 

Proposed  11  U.S.C.  764(b)(1),  which  deals  with  CFTC-approved  transfers 
of  customer  accounts,  should  be  expanded  to  cover  the  transfer  of  the  excess 
margin  in  those  accounts. 

Section  764(b)(1)  is  designed  to  promote  efforts  by  the  commodity 
exchanges  and  their  clearing  houses  to  transfer  customer  accounts  maintained 
with  failing  or  bankrupt  brokers  to  other  brokers.  16/  The  provision  accomplishes 


16/  Hearings  on  H.R.  31  and  32  Before  the  Subcomittee  on  Civil  and  Constitutional 
Rights  of  the  House  Committee  on  the  Judiciary,  94th  Cong.,  1st  and  2d  Sess. 
(1975-1976),  pt.  4  at  24,411: 

"The  exchanges  .  .  .  have  demonstrated 
their  ability  to  act  responsibly  and 
promptly  to  protect  the  interests  of 
the  customers  of  a  failing  futures 
commission  merchant  by  transferring 
customers'  trades  or  contracts  and 
margin  deposits  to  another  futures 
commission  merchant." 
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this  by  prohibiting  trustees  from  avoiding  CFTC-approved  transfers  of  (i) 
customer  positions  maintained  with  the  bankrupt  broker  and   (ii)    "any  cash, 
securities,  or  other  property  margining  or  securing"  those  positions.   17/ 
However,  since  the  above-quoted  language  does  not  appear  to  cover  excess 
margin  funds  —  namely,  money  or  property  in  the  customer's  account  in 
excess  of  the  amount  required  to  margin  the  customer's  open  positions  18/ 
— the  exchanges  and  clearing  houses  may  have  difficulty  in  finding  brokers 
to  accept  transfers  of  these  funds  and  property.     Since  section  764(b)(1) 
was  obviously  intended  to  facilitate  the  transfer  of  the  customer's  entire 
account,   it  should  be  amended  to  include  the  transfer  of  the  excess  margin 
in  the  account. 

5.  "Return"  of  Open  Contractual  Commitments  to  Customers. 

The  references  in  the  Bill  to  the  "return"  to  customers  of  "open 
contractual  commitments"  19/  should  be  deleted  since  commodity  futures  contracts 
are  not  capable  of  being  ^Teturned"  in  the  ordinary  sense  of  that  term. 

Futures  contracts  —  unlike  most  securities  —  are  not  represented 
by  a  certificate  of  ownership  nor  are  they  negotiable.  They  are  obligations 
that  are  created  by  and  embodied  in  the  rules  of  the  commodity  exchanges  and 
their  clearing  houses;  specific  futures  contracts  are  evidenced  merely  by 
entries  on  the  books  of  those  entities.  Customers  themselves  are  not  parties 
to  these  contracts  but  rather  must  engage  a  clearing  member  of  a  commodity 
exchange  (either  directly  or  through  a  non-clearing  broker)  to  purchase  or 
sell  contracts  on  their  behalf. 

Since  the  phrase,  "return  .  .  .  [of]  open  contractual  commitments," 
was  evidently  intended  to  refer  to  the  liquidation  of  specifically  identifiable 
contractual  commitments  and  the  return  to  the  customer  of  the  funds,  securities 


17/  The  tranfers  must  also  have  been  made  before  five  days  after  the  filing 
of  the  bankruptcy  petition  (which  would  of  course  include  transfers 
made  before  the  filing  of  the  petition).  Section  764(b).  The  CFTC- 
approved  liquidation  of  customer  accounts  is  covered  in  paragraph  (2) 
of  section  764(b) . 

18/  Perhaps  the  clearest  example  of  a  customer  account  with  excess  margin 
is  a  newly-opened  account  in  which  the  customer  has  deposited  funds 
but  in  which  no  trades  have  yet  been  made. 

19/  For  example,  proposed  11  U.S.C.  768(a)  states  that  the  trustee  "shall 
return  promptly  to  a  customer  any  specifically  identifiable  security, 
property,  or  open  contractual  commitment  to  which  such  customer 
is  entitled  .  .  .  ."  See  also,  proposed  11  U.S.C.  767(a)(2),  which 
provides  for  "the  return  or  transfer  ...  of  specifically  identifiable 
customer  securities,  property,  or  open  contractual  commitments  .  .  .  ." 
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or  property  margining  those  commitments ,  20/  we  suggest  that  the  Bill  be 
amended  to  make  this  explicit. 

6.  Definition  of  "Commodity  Options  Dealer." 

The  definition  of  the  term  "commodity  options  dealer"  in  proposed 
11  U.S.C.  761(5)  should  tie  revised  to  reflect  the  manner  in  which  commodity 
option  transactions  are  regulated  by  the  Commission. 

The  term  is  currently  defined  in  section  761(5)  to  mean  a 

"person  that  extends  credit  to,  or  that  accepts  cash, 
a  security,  or  other  property  from,  a  customer  of  such 
person  for  the  purchase  or  sale  of  an  interest  in  a 
commodity  option.  ..." 

The  Commission  recommends  that  the  definition  be  changed  to  mean  any 
person  that  is  required  to  register  with  the  Commission  as  a  futures  commission 
merchant  ("FCM")  by  virtue  of  its  commodity  option  activities. 

The  Commodity  Exchange  Act  does  not  contain  the  term  "commodity 
options  dealer"  (or  any  similar  concept)  nor  does  it  establish  a  specific 
regulatory  scheme  for  commodity  options.  Rather,  it  gives  the  Commission 
broad  rule-making  authority  to  prescribe  the  manner  in  which  commodity 
options  may  be  bought  and  sold.  Section  4c(b),  7  U.S.C.  6c(b).  The 
Commission  has  adopted  interim  rules  in  this  regard  (17  CFR  Part  32)  and 
has  proposed  a  comprehensive  series  of  rules  for  comment  (42  Federal  Register 
55538  (October  17,  1977)).  Both  sets  of  rules  make  it  unlawful  for  any 
person  to  "accept  any  money,  securities,  or  property  (or  to  extend  credit 
in  lieu  thereof)  from  an  option  customer  as  payment  of  the  purchase  price 
in  connnection  with  a  commodity  option  transaction  or  to  guarantee  or  secure 
performance  of  a  commodity  option"  unless  the  person  is  registered  with  the 
Commission  as  an  FCM.  17  CFR  32.3(a);  proposed  17  CFR  32.3(b). 

While  the  definition  of  commodity  options  dealer  in  proposed  11  U.S.C. 
761(5)  is  basically  similar  to  the  descriptions  in  the  CFTC's  existing  and 
proposed  option  rules  of  who  must  register  as  an  FCM,  it  is  not  identical 
and  a  court  could  conceivably  construe  the  definition  as  narrower  than  the 
FCM  registration  requirement.  Thus,  there  could  be  commodity  option  FCMs 
that  were  not  covered  by  the  Bill.  This  undesirable  result  could  be  avoided 
by  making  the  definition  of  commodity  option  dealer  congruent  with  the 
Commission's  registration  requirement,  in  the  manner  described  above. 


20/  Of  course,  under  proposed  11  U.S.C.  767  and  768,  the  amount  that  the 
trustee  may  return  to  the  customer  must  not  exceed  the  customer's 
distribution  share. 
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If  the  definition  is  so  revised,  the  Bill  should  be  further 
amended  to  authorize  the  Commission  to  adopt  rules  including  any  speci- 
fied class  (or  specified  classes)  of  persons  in  the  definition,  or  ex- 
cluding them  from  the  definition.     As  noted  above,  the  registration 
requirement  for  dealing  in  commodity  options  is  established  by  CFTC  rule 
rather  than  the  Commodity  Exchange  Act.     As  conditions  in  the  options 
industry  change,  the  Commission  may  find  it  neccessary  to  provide  for 
a  different  registration  system.     If  the  Bill's  definition  of  commodity 
options  dealer  is  tied  to  the  CFTC's  commodity  option  rules  —  as  the 
Commission  is  recommending  —  a  change  in  those  rules  could  have  a 
detrimental  effect  upon  the  definition,  principally  by  narrowing  it. 
This  problem  could  be  obviated,  however,  by  authorizing  the  CFTC  to  alter 
the  Bill's  definition  by  rule-making.     Authority  of  this  type  would  be 
consistent  with  proposed  section  302  of  the  Bill,  which  authorizes  the 
Commission  to  adopt  rules  that  (i)    in  effect  permit  it  to  expand  or  con- 
tract the  definitions  in  the  Bill  of  "customer  property,"   "member  property" 
and  "net  equity";    (ii)   specify  what  shall  be  identifiable  to  a  particular 
customer;  and  (iii)   specify  how  the  bankrupt  broker's  business  is  to  be 
conducted  or  liquidated. 

7.     Definitions  of  "Clearing  Organization"  and  "Contractual 
Commitment." 

The  definition  of  "clearing  organization"   in  proposed  11  U.S.C. 
761(2)   —  an  "organization  that  clears  commodity  futures  contracts  for 
a  contract  market"  —  should  be  expanded  to  include  organizations  that 
clear  commodity  option  transactions  for  boards  of  trade  licensed  by  the 
Commission  as  domestic  commodity  option  exchanges. 

While  no  domestic  commodity  option  exchange  currently  exists, 
the  Commission's  proposed  option  rules  provide  for  the  licensing  of  such 
exchanges  and  contemplate  the  establishment  of  clearing  organizations  for 
these  exchanges.  21/  Since  these  options  market  clearing  organizations  are 
expected  to  operate  in  much  the  same  manner  as  contract  market  clearing 
organizations  —  and  thus  could  become  insolvent  while  holding  members' 
and  customers'  property  —  the  procedures  established  in  the  Bill  for  the 
liquidation  of  the  latter  organizations  should  be  made  applicable  to  the 
liquidation  of  the  former. 

If  the  "clearing  organization"  definition  is  expanded  to 
include  options  market  clearing  organizations,  the  definition  of  "contrac- 
tual commitment"   in  proposed  11  U.S.C.   761(8) (D)   should  similarly  be 
expanded  to  include  commodity  options  that  are  (i)   traded  on  or  subject 
to  the  rules  of  a  board  of  trade  licensed  by  the  Commission  as  a  domestic 
commodity  option  exchange  and  (ii)   cleared  by  the  debtor.     Section  761(8) (D) 
currently  provides  that,  where  the  debtor  is  a  clearing  organization,   the 
term  "contractual  commitment"  means  a  "contract  for  the  purchase  or  sale 


21/  42  Federal  Register  55538,  supra,  at  p.  55553. 
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of  a  commodity  for  future  delivery  on,  or  subject  to  the  rules  of,  a 
contract  market  that  is  cleared  by  the  debtor  .  .  .  ." 

As  with  the  "commodity  options  dealer"  definition  discussed 
above,  if  the  "clearing  organization"  and  "contractual  commitment" 
definitions  are  amended  to  reflect  the  Commission's  option  rules,  the 
Commission  should  be  authorized  to  expand  or  contract  those  definitions 
by  rule-making.  Changing  conditions  might  require  revisions  in  the 
Commission's  options  rules,  and  a  mechanism  should  exist  for  the  Commission 
to  make  those  revisions  without  changing  the  meaning  of  the  federal 
bankruptcy  law. 

8.  Definition  of  "Foreign  Futures  Commission  Merchant." 

The  Bill  defines  "commodity  broker"  to  mean,  among  other  things, 
a  "foreign  futures  commission  merchant,"  22/  but  does  not  define  the 
latter  term.  While  the  meaning  of  the  term  can  perhaps  be  implied  from 
the  definitions  in  the  Bill  of  "futures  commission  merchant"  and  "foreign 
future,"  23/  any  possible  uncertainty  about  the  meaning  of  the  term  could 
be  avoided  if  the  Bill  included  an  explicit  definition.  Accordingly,  the 
Commission  recommends  that  the  term  "foreign  futures  commission  merchant" 
be  defined  as  a  person  engaged  in  soliciting  or  accepting  orders  for  the 
purchase  or  sale  of  a  foreign  future  and  that,  in  connection  therewith, 
accepts  any  money,  securities,  or  property  (or  extends  credit  in  lieu 
thereof)  to  margin,  guarantee,  or  secure  any  trades  or  contracts  that 
result  or  may  result  therefrom. 

9.  Definition  of  "Customer  Property." 

The  definition  in  proposed  11  U.S.C.  761(10)  of  "customer  property" 
provides  in  pertinent  part  that  this  term  means: 

"cash,  a  security,  or  other  property, 
or  proceeds  of  such  cash,  security, 
or  property,  at  any  time  received, 
acquired,  or  held  by  or  for  the  account 
of  the  debtor,  from  or  for  the  account 
of  a  customer.  ..."  (Emphasis  added.) 


22/  Proposed  11  U.S.C.  101(5). 

23/  Proposed  11  U.S.C.  761(7)  and  (11), 
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The  Commission  recommends  deletion  of  the  underscored  language 
because,  if  read  literally,  it  might  bring  within  the  customer  property 
definition  funds,  securities  or  other  property  that  had  been  held  for  the 
customer  and  then  returned  to  him  —  for  example,  original  margin  that  was 
returned  to  the  customer  when  his  position  was  liquidated  or  trading 
profits  that  had  accrued  to  the  customer  and  were  remitted  to  him.  These 
results  were  obviously  not  intended,  and  deletion  of  the  underscored 
language  would  not  appear  to  have  any  detrimental  effect  on  the  definition. 

10.   Relationship  Between  Sections  764(b)  and  765(c). 

The  Bill  should  be  amended  to  make  clear  that  the  provisions 
of  proposed  11  U.S.C.  764(b)(1)  take  precedence  over  the  provisions 
of  proposed  11  U.S.C.  765(c). 

As  discussed  above,  section  764(b)(1)  promotes  the  efforts  of 
commodity  exchanges  and  their  clearing  houses  to  transfer  customer 
accounts  from  failing  or  bankrupt  brokers  to  financially  sound  brokers. 
The  section  accomplishes  this  by  prohibiting  the  avoidance  of  CFTC- 
approved  transfers  of  this  type  that  are  made  before  five  days  after 
the  bankruptcy  petition  is  filed. 

Because  these  transfers  can  take  place  after  bankruptcy,  i.e., 
when  the  trustee  is  serving,  there  is  a  potential  conflict  between 
this  procedure  and  section  765(c).  That  provision  requires  the  trustee 
to  liquidate  all  customer  positions  that  are  not  identifiable  to  a 
specific  customer  or  with  respect  to  which  the  customer  has  not  instructed 
the  trustee.  Accordingly,  if  section  764(b)(1)  transfers  were  taking  place 
when  the  trustee  was  appointed,  he  might  consider  himself  obligated  to  halt 
the  transfers  to  determine  whether  the  accounts  being  transferred  contained 
positions  he  was  required  to  liquidate  under  section  765(c). 

Postponement  of  transfers  that  have  been  planned  by  the  exchanges 
and  their  clearing  houses,  and  reviewed  and  approved  by  the  Commission,  is 
clearly  undesirable.  The  Bill  should  be  amended  to  make  clear  that  the 
trustee  is  not  required  to  liquidate  positions  that  are  the  subject  of 
scheduled  section  764(b)(1)  transfers. 


11.  CFTC  Approval  of  Transfers  of  Specifically  Identifiable 
Securities,  Property  and  Contractual  Commitments. 

Proposed  11  U.S.C.  768(a)  provides  that  all  securities,  property 
and  open  contractual  commitments  that  are  identifiable  to  a  particular 
customer  must  be  returned  to  the  customer  or  transferred  to  "such  person 
as  the  Commission  provides  by  rule  or  regulation.  ..."  The  Commission 
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recommends  that,  instead  of  providing  for  Commission  designation  of 

the  transferee,  24/  the  Bill  permit  the  trustee  to  choose  the  transferee, 

subject  to  such  rules  as  the  Commission  may  adopt  if  it  deems  it  appropriate 

to  do  so.  25/  This  rule-making  authority  could  be  set  forth  in  section  302  of 

the  Bill,  which  would  amend  the  Commodity  Exchange  Act  to  authorize  the 

CFTC  to  adopt  various  types  of  rules  affecting  commodity  broker  bankruptcies.  26/ 

A  principal  reason  for  this  change  is  that  it  would  be  difficult  for 
the  Commission  to  promulgate  meaningful  standards  regarding  which  brokers 
or  kinds  of  brokers  would  be  suitable  transferees;  as  currently  worded, 
the  Bill  would  in  effect  require  the  CFTC  to  adopt  some  type  of  rule  in 
order  for  any  transfers  to  be  made.  In  addition,  the  Commission  does  not 
anticipate  the  occurrence  of  problems  in  this  area;  if  problems  do  arise, 
the  Commission  would  be  able  to  address  them  under  the  section  19  rule-making 
authority  that  it  is  hereby  requesting. 

12.  Customer's  Instruction  of  Trustee  as  to  Disposition  of  Open 
Contractual  Commitments. 

The  Bill  appears  to  prohibit  the  trustee  from  liquidating  or 
transferring  contractual  commitments  that  are  identifiable  to  parti- 
cular customers  until  the  close  of  the  period  fixed  by  the  court  for 
customers  to  instruct  the  trustee  as  to  the  disposition  of  their 
commitments.  The  Commission  recommends  that  the  Bill  be  amended 
to  permit  the  trustee  to  liquidate  or  transfer  these  commitments 
at  any  time. 

Proposed  11  U.S.C.  765(b)  states  that  "[a]  customer  may,  within 
the  time  fixed  by  the  court,  instruct  the  trustee  whether  to  transfer 
or  to  liquidate  any  open  contractual  commitment  specifically  identified 
to  such  customer."  If  the  customer  does  not  so  instruct  the  trustee 
within  that  time,  the  trustee  must  liquidate  the  commitment.  Proposed 
11  U.S.C.  765(c).  As  indicated  above,  these  provisions  seem  to  prevent 
the  trustee  from  liquidating  or  transferring  identifiable  commitments 
until  the  expiration  of  the  period  set  by  the  court  for  the  receipt  of 


24/  The  CFTC  did  not  request  this  authority  in  its  1976  submission. 

25/  If  this  change  is  made,  paragraph  (b)(2)  of  section  768  should  also 
be  amended  as  it  contains  language  similar  to  the  above-quoted 
wording  of  section  768(a). 

26/  Parenthetically,  section  19  should  be  redesignated  as  section  20 
because  of  an  amendment  that  may  be  made  to  the  Act  in  connection 
with  the  Commission's  reauthorization. 
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customer  instructions.  27/  But  if  the  market  is  moving  rapidly  against 
some  of  the  commitments,  it  may  clearly  be  in  the  best  interest  of  the 
bankrupt's  estate  for  the  trustee  immediately  to  liquidate  the  commitments ; 
if  the  instruction  period  fixed  by  the  court  is  more  than  several  days  — 
or  even  more  than  several  hours,  as  it  will  probably  be  —  the  trustee 
may  be  unable  to  effecuate  a  sufficiently  prompt  liquidation. 

Similarly,  situations  may  arise  in  which  the  immediate  transfer 
of  commitments  will  benefit  the  estate. 

While  the  Bill  should  contain  a  procedure  whereby  customers  may 
communicate  to  the  trustee  whether  they  wish  their  positions  liquidated 
or  transferred,  the  Bill  should  make  clear  that  these  communications  are 
requests  rather  than  binding  instructions.  And,  as  discussed  above,  the 
Bill  should  expressly  authorize  the  trustee  to  liquidate  or  transfer 
positions  before  he  has  received  the  communication  from  the  customer. 

13.  Definition  of  "Customer";  Claims  Brought  Against  the  Commodity 
Broker. 

Proposed  11  U.S.C.  761(9)  defines  the  term  "customer"  to  mean 
a  person  with  whom  the  broker  deals  and  who  "holds  a  claim"  against 
the  broker  "on  account  of"  or  "arising  out  of"  a  contractual  commitment 
made  through  the  broker.  The  above-quoted  language  appears  broad 
enough  to  include  persons  who  have  filed  legal  actions  against  the  broker 
arising  out  of  transactions  executed  by  the  debtor  for  their  account 
(for  example,  customers  alleging  fraud  or  unauthorized  trading).  We 
assume  that  these  claimants  were  not  meant  to  be  accorded  a  priority 
over  general  creditors  (as  their  claims  are  not  based  on  funds  or  property 
being  entrusted  to  the  broker) ,  and  we  therefore  recommend  that  the  Bills 
be  amended  to  exclude  them  from  the  definition  of  customer. 


Thank  you  again  for  the  opportunity  to  present  our  views  on  the  Bill. 


For  the  Commis_sio5 


WILLIAM, 
Chairman/^/ 


27/  The  effect  of  the  provisions  in  this  regard  is  clearer  in  the 
case  of  liquidation  because  of  the  provisions  of  subsection  (c) 
but  exists  nonetheless  in  the  case  of  transfers  because  of  sub- 
section (b) . 
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January  31,  1978 


The  Honorable  Dennis  DeConcini 

Chairman 

Subcommittee  on  Improvements  in 

Judicial  Machinery 
6306  Dirksen  Senate  Office  Building 
U.S.  Senate 
Washington,  D.C.   20510 

Dear  Mr.  Chairman: 


JAUSS  L  GRAHL 

Bar  r  E^cine  Ppwa' 

Gooparalhra.  Inc 

Biaraarck.  Nortn  DW»i 

LOUA  W    HARTKE 
MuM.ngburc    Indiana 

CALVIN   P    HENZZ 


PIERRE  J    HEROUX 
Grand  H*wi.  Michigan 


The  American  Public  Power  Association  is  a  national 
service  organization  representing  approximately  1400  publicly 
owned  electric  utility  systems  in  48  States,  Puerto  Rico,  Guam 
and  the  Virgin  Islands.   Many  member  systems  of  APPA  have  joined 
with  investor-owned  and  cooperatively-owned  electric  utility 
systems  to  construct  and  operate  electric  power  plants.   Many 
others  are  contemplating  such  joint  ventures  in  the  future. 

Section  363  of  your  bill,  S.  2266,  a  bill  to  establish 
a  uniform  law  on  the  subject  of  bankruptcies,  appears  to  pose  a 
serious  threat  to  all  utilities,  including  members  of  APPA,  who 
have  engaged,  or  plan  to  engage,  in  such  projects.   For  that 
reason  the  following  comments  with  respect  to  S.  2266  are 
presented  for  inclusion  in  your  subcommittee's  hearing  record. 


UAX  E    KI8URZ 

Loud  Rnrar  Public  Powar  OnWrlct 

Columbua.  Nabraaaa 

UAR&MALL  LANCASTER 

Eiaet"Cii.at  d  Hon*  Carolina 

'-•  i  .      s    --  Carolina 


JAUCS  L    UULLOY 

Lea  Aneatoa.  Calilomla 

A    J    PF1STER 

San  Rivar  Profact 

Pnoanii.  Arizona 

J.  H    PHIUIPS 
Sabrtno.  Florida 


ROSCUARY   U     SKRUPA 

Omana  Public  Pmaar  0'ii"ci 

OniM    Nabraaaa 


Section  363,  in  essence,  provides  that  a  trustee  in 
bankruptcy  might  sell  property  which  is  held  jointly  by  a  bankrupt 
and  other  parties  provided  the  conditions  set  forth  within  that 
section  are  met.   The  application  of  this  section  to  organizations 
engaged  in  the  production  of  energy  in  general  and  municipal 
electric  utility  systems  in  particular  should  be  carefully 
examined  by  your  subcommittee. 

For  example,  the  bill  might  have  an  adverse  impact  on 
the  National  energy  policy.   The  National  Energy  Act,  which  is 
currently  being  considered  by  House  and  Senate  conferees,  contains 
provisions  prohibiting  the  construction  of  new  oil  and  gas  burning 
electric  power  plants.   The  alternatives,  of  course,  are  coal  and 
nuclear  fuel.   The  cost  of  construction  of  such  plants  is  of  such 
magnitude  that  in  many  cases  no  single  utility  can  afford  to 
undertake  the  project  alone.   Thus,  several  utilities  join 
together  in  a  joint  venture,  each  assuming  a  responsibility  to 
finance  a  portion  of  the  plant. 


OEORGE  W    WATTERS 

Ciar*  County  Public  Ut.iitT  Diainct 

Vancouver.  Waanmnion 

WAITER  R    WOlROl 

PUO  71  Of  CAaian  Count, 

WanMclvao.  Waalunglon 
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It  is  possible  that  the  legislation  currently  being  considered  by  your 
subcommittee  could  discourage  such  joint  ventures  by  increasing  the  risks  of 
joint  ownership  and  by  increasing  the  costs  of  acquisition  and  construction. 
Members  of  the  financial  community  analyzing  the  potential  involvement  of  a 
utility  in  a  joint  venture  might  be  legitimately  concerned  with  the  application 
of  section  363  of  S.  2266  to  the  joint  venture.   The  potential  loss  of  secured 
property  through  the  operation  of  section  363  could  have  an  adverse  impact  on 
the  ability  of  the  utility  to  raise  the  necessary  capital.   Such  potential  loss 
could  also  increase  the  cost  of  such  capital.   These  potential  problems  should 
be  carefully  reviewed. 

Several  other  problems  might  also  be  encountered  should  this  section 
become  law.  Many  of  these  problems  have  been  clearly  articulated  by  James  Perkins, 
Esq.,  Palmer  &  Dodge,  Boston,  Massachusetts.  Mr.  Perkins  while  not  undertaking  a 
comprehensive  critique  of  the  implications  of  section  363  posed  several  arguments 
in  opposition  to  that  section  which  he  felt  should  be  thoroughly  examined. 
Mr.  Perkins  suggested  the  following  arguments  in  opposition  to  the  proposal. 

"1.   The  proposal  would  take  the  property  of  participants  in  joint 
projects  for  the  benefit  of  other  private  parties  in  violation  of  the  due  process 
clause. 

"Section  363(h)(3)  proposes  the  novel  notion  that  the  state  can  take  my 
property  for  your  private  benefit  if  a  judge  believes  that  the  resulting  benefit 
to  you  is  greater  than  the  resulting  detriment  to  me.   This  assault  on  fundamental 
property  rights  flies  in  the  face  of  strongly-held  values  for  which  there  is  a 
broad  national  consensus.   I  believe  that  it  is  also  unconstitutional.   There  is 
a  general  principal  of  constitutional  law  that  the  state  cannot  take  property 
(even  with  compensation)  for  private  purposes.   A  constitutional  requirement  of 
a  "public  purpose"  for  takings  under  the  authority  of  the  federal  government  is 
also  recognized  under  the  due  process  clause  of  the  Fifth  Amendment.   See  Berman 
v.  Parker,  348  U.S.  26,33: 

...the  means  of  executing  the  project  are  for  Congress  and  Congress 
alone  to  determine,  once  the  public  purpose  has  been  established, 
(emphasis  supplied) 

Unlike  the  urban  redevelopment  project  in  Berman,  which  provided  a  general  public 
benefit,  the  proposed  section  363(h)  serves  only  particular  private  parties, 
namely  the  creditors  of  the  bankrupt.   The  proposed  weighing  of  their  interest 
against  the  interest  of  the  innocent  co-owner,  who  is  neither  debtor  nor  creditor 
in  the  bankruptcy,  has  no  constitutional  basis. 

"It  would  be  mere  circumlocution  to  suggest  that  bankruptcy  itself  is  a 
"public  purpose"  for  which  the  property  of  a  non-debtor,  non-creditor  co-owner  can 
be  taken.   Just  as  the  bankruptcy  power  (like  the  taxing  power)  does  not  override 
state  sovereignty  (Ashton  v.  Cameron  County  District,  298  U.S.  513,  530-531),  so 
also  it  should  not  override  due  process. 
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"2.   The  proposal  imposes  the  bankruptcy  of  others  on  municipal 
participants  in  violation  of  the  intergovernmental  immunities  imbedded  in  the 
United  States  Constitution. 

"In  the  event  of  the  bankruptcy  of  another  participant,  the  proposal 
empowers  the  judge  to  6ell  the  interests  of  a  municipal  participant  which  is 
neither  a  creditor  nor  debtor  in  the  bankruptcy  proceeding. 

"Where  a  municipality  is  itself  the  insolvent  debtor,  federal  bank- 
ruptcy cannot  be  imposed  upon  it.   The  Supreme  Court  originally  held  that  the 
federal  bankruptcy  act  could  not  be  applied  to  municipal  corporations.   Ashton 
v.  Cameron  County  District,  298  U.S.  513.   The  court  later  sustained  municipal 
bankruptcy  proceedings  voluntarily  initiated  by  the  municipality  with  the  consent 
of  the  state.  United  States  v.  Bekins,  304  U.S.  27,  47-48.   Although  the  court 
carefully  stated  that  it  was  "unnecessary  to  consider  the  question  whether 
Chapter  X  would  be  valid  as  applied  to  (a  municipality)  in  the  absence  of  the 
consent  of  the  State  which  created  it"  (p.  47),  the  clear  implication  of  Ashton 
and  Bekins  taken  together  is  that  it  would  be  an  unconstitutional  infringement 
of  state  sovereignty.   This  distinction  has  been  carefully  preserved  in  the 
bankruptcy  act  (as  amended  in  1976) ,  which  requires  both  voluntary  action  by 
the  municipality  and  authorization  by  State  law.   Bankruptcy  Act,  c.IX  ss.84 
and  85(a).   In  view  of  this  background,  it  comes  as  a  severe  jolt  to  learn 
that  a  serious  proposal  is  now  made  to  impose  the  bankruptcies  of  others  on 
municipalities  without  their  consent  or  the  consent  of  the  states  of  which  they 
are  part.   If  the  imposition  of  federal  bankruptcy  proceedings  on  a  municipality 
by  reason  of  its  own  insolvency  violates  state  sovereignty,  surely  the 
imposition  of  someone  else's  bankruptcy  on  a  municipality  is  unconstitutional 
£  fortiori. 

"3.   The  proposal  frustrates  anti-trust  policy. 

"There  has  been  substantial  litigation  in  recent  years  alleging  that 
the  large  private  companies  have  conspired  or  used  monopoly  power  to  withhold 
the  benefits  of  low-cost  power  from  municipal  systems.   Such  low-cost  power 
results  in  many  cases  from  economies  of  scale  which  can  only  be  achieved  through 
participation  in  units  in  which  the  large  companies  are  lead  participants.   We 
are  now  seeing  increased  opportunities  for  municipal  participation  as  joint 
owners  of  these  larger  units,  the  anti-trust  litigation  being  one  of  the 
factors  bringing  this  about.   Joint  ownership  participation  is  also  one  of 
the  tools  available  to  be  used  by  a  court  or  agency  in  fashioning  a  remedy  for 
an  antitrust  violation.   See  Consumers  Power  Company,  Midland  Plant,  Units  1 
and  2,  Document  Nos.  50-329A  and  50-330A,  Atomic  Safety  and  Licensing  Appeals 
Board,  December  30,  1977,  page  431. 

"Where  anti-trust  considerations  cause  a  private  company  to  admit  a 
municipal  system  as  a  participating  joint  owner,  antitrust  policy  would  be 
severely  thwarted  if,  upon  the  lead  participant's  bankruptcy,  the  municipal 
participant  could  be  ousted  just  because  another  private  company  will  pay  more 
per  megawatt  for  the  entire  unit  than  for  the  bankrupt  company's  share. 
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"The  argument  that  the  private  company  sponsor  is  unlikely  to  go 
bankrupt  is  not  persuasive.   Electric  utilities  have  recently  been  through  a 
time  of  severe  financial  constraint,  due  to  inflation  and  regulatory  lag,  in 
which  there  was  serious  question  as  to  whether  a  number  of  them  could  meet 
their  obligations.   Their  ability  to  raise  the  capital  needed  to  meet  future 
needs  is  still  not  clear.   In  any  case,  a  taking  of  the  property  of  co-owners 
in  the  event  of  the  bankruptcy  of  a  utility  is  equally  unwarranted  whether  it 
happens  frequently  or  only  once. 

"A  converse  problem  also  exists.   If  the  bankruptcy  of  a  municipal  or 
other  small  participant  could  jeopardize  the  title  of  the  lead  participant,  the 
lead  participant  will  be  far  less  disposed  to  the  admission  of  the  smaller  entity 
to  co-ownership  status,  thus  favoring  concentration  and  inhibiting  anti-trust 
policy. 

"4.   The  proposal  impedes  regional  pooling  under  the  Federal  Power  Act. 

"Under  Section  202(a)  of  the  Federal  Power  Act  (16  U.S.C.A.  s.824a(a)), 
"the  Commission  is  empowered  and  directed  to  divide  the  country  into  regional 
districts  for  the  voluntary  interconnection  and  coordination  of  facilities  for 
the  generation,  transmission,  and  sale  of  electric  energy...."  To  carry  out 
this  legislative  directive  the  Commission  has  encouraged  the  formation  of 
regional  power  pools,  of  which  the  New  England  Power  Pool  ("NEP00L")  is  an 
example.   Section  11.1  of  the  NEPOOL  Agreement  (as  appearing  in  the  edition 
dated  July  15,  1974)  succintly  states  the  pooling  objective  and  suggests  the 
variety  of  means  (including  joint  ownership)  by  which  the  pooling  objective  is 
to  be  accomplished. 

It  is  an  objective  of  NEPOOL  that  each  Participant  shall  have  an 
appropriate  opportunity  to  meet  its  Capability  Responsibility  from 
Pool-Planned  Units. 

It  is  recognized,  however,  that  in  the  past  Participants  have 
satisfied  their  generating  needs  in  various  ways,  as  sole  or 
joint  owners  of  generating  units,  as  owners  of  interests  in 
generating  companies,  as  purchasers  under  Unit  Contracts  or  as 
wholesale  customers,  and  it  is  expected  that  this  diversity 
will  continue  in  the  future  because  of  the  varying  situations 
of  the  Participants,  although  some  smaller  Participants  have 
indicated  a  desire  to  change  their  mode  of  participation  in 
the  future  by  ceasing  to  be  wholesale  customers  in  whole  or 
part.   It  is  anticipated  that  such  smaller  Participants  and 
their  suppliers  will  work  out  individual  arrangements 
covering  the  phase  out  of  present  contracts  and  that  in  many 
cases  this  may  best  be  accomplished  over  a  five  to  ten  year 
period. 
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"The  proposal  impairs  the  security  of  joint  ownership  and  thus  impedes 
the  development  of  one  of  the  primary  means  of  pooling  generating  and  transmission 
capacity  under  the  Federal  Power  Act.   Under  any  pooling  arrangement  other  than 
joint  ownership,  although  the  municipal  systems  bear  the  burdens  of  ownership  in 
that  they  must  meet  their  shares  of  all  the  costs,  including  capital  costs,  they 
are  denied  one  of  the  primary  benefits  of  municipal  ownership,  namely  the  lower 
cost  of  financing  through  tax-exempt  bonds  as  opposed  to  financing  through  the 
issue  of  stocks  and  bonds  of  investor-owned  utilities. 

"5.   The  proposal  unfairly  deprives  the  customers  of  a  joint-owner  utility 
(whether  municipal,  investor-owned  or  cooperative)  of  a  source  of  power  planned  by 
the  utility  to  meet  its  customers'  needs  and  paid  for  by  them. 

"There  is  a  fundamental  misconception  in  the  proposal  to  the  effect  that 
the  value  of  a  joint  interest  is  fully  reflected  in  the  price  which  can  be 
realized  by  its  sale.   In  the  case  of  a  jointly-owned  power  facility  planned  and 
built  to  meet  customer  needs,  its  value  does  not  lie  in  its  prospective  sale  but 
in  its  use  as  a  source  of  power  at  rates  which  are  expected  to  be  competitive 
with  or  lower  than  alternate  sources  (if  there  are  alternative  sources).   The 
"detriment"  resulting  from  a  taking  of  a  power  source  cannot  be  measured  in  sale 
price  terms  or  weighed  against  any  sale  price  increment  for  the  bankrupt's  share 
which  may  be  realized  by  a  sale  of  the  entire  facility.   The  entitlement  of 
system  customers  to  a  secure  source  of  power  cannot  fairly  or  feasibly  be 
subjected  to  such  a  weighing  process  by  either  a  judge  or  trustee.   (The 
proposal  would  place  this  power  in  the  trustee,  apparently  without  a  requirement 
of  judicial  approval,  but  the  potential  deprivation  of  a  source  of  power  as  a 
result  of  the  proposal  is  unfair  and  abhorrent  even  if  judicial  approval  is 
required. ) 

"6.   The  proposal  unfairly  deprives  the  holders  of  utility  obligations 
(whether  corporate  or  municipal)  of  revenues  required  to  pay  them. 

"Bonds  are  not  purchased  on  the  security  of  the  liquidating  value  of  a 
corporate  or  municipal  enterprise  but  on  the  security  of  the  revenues  to  be 
derived  from  the  system.   The  sale  of  necessary  facilities  even  at  a  "fair" 
market  value  could  easily  cause  a  default  even  though  continued  revenues  from 
the  facility  would  have  been  sufficient  to  meet  debt  service  requirements.   The 
"value"  of  an  electric  plant  to  bondholders  lies  not  in  its  potential  sale  price 
but  in  the  stream  of  revenues  it  can  produce.   As  it  is  unfair  to  system  users 
to  subject  the  security  of  their  power  source  to  weighing  against  some  increment 
of  liquidating  value  to  the  creditors  of  some  other  utility  system,  it  is  also 
unfair  to  the  bondholders  of  a  solvent,  well  managed  system  to  subject  them  to 
the  risk  that  necessary  facilities  of  the  system  will  be  taken  away  in  order  to 
produce  an  increment  for  the  creditors  of  some  other  bankrupt  system." 

It  appears  to  us  that  the  problems  presented  are  serious  enough  to 
warrant  the  adoption  of  an  amendment  to  section  363  to  eliminate  potential  harm 
which  that  section  could  cause.   Section  363(h)  might  for  example  be  amended  to 
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apply  only  to  the  sale  of  a  debtor's  spouse's  Interest  in  jointly  owned  property. 
In  he  alternative  a  specific  exemption  might  be  provided  for  the  electric 
utility  industry,  or  a  size  limitation  might  be  adopted  making  section  363(h) 
applicable  only  with  respect  to  property  whose  gross  value  does  not  exceed  a 
certain  specified  amount. 

APPA  would  be  happy  to  assist  you  and  your  staff  in  analyzing  the 
problems  posed  above,  and  in  drafting  an  amendment  to  eliminate  such  problems. 

Sincerely, 


Alan  H.  Richardson 
Legislative  Counsel 


AHR:ep 
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Statement  of  Senator  Donald  W.  Riegle  Before  the  Subcommittee  on 

Judicial  Improvements 

Mr.  Chairman,  first  I  would  like  to  thank  you  and  the  committee  for  giving  me 
this  opportunity  to  express  my  views  on  S.  2266,  The  Comprehensive  Bankruptcy 
Reform  Act.  I  am  especially  concerned  about  the  plight  of  consumers  in  the  dis- 
tribution of  the  assets  of  a  bankrupt  business.  This  bill  addresses  the  problem  by 
granting  consumers  a  priority  status  and  I  would  like  to  applaud  the  Committee 
for  its  efforts  to  protect  this  class  of  creditors  in  bankruptcy  proceedings.  How- 
ever, I  don't  think  the  bill  goes  far  enough  as  to  allow  the  consumer  to  take  ad- 
vantage of  the  new  status. 

As  you  know,  present  law  places  consumers  in  the  category  of  "general  unsecured 
creditors"  which  means  they  are  last  on  the  list  of  those  to  be  considered  in  the 
distribution  of  the  assets  of  a  bankrupt  business.  The  first  to  be  considered  are 
the  secured  creditors  such  as  banks  with  a  lien  on  the  business'  assets,  the  second 
are  priority  creditors  which  include  administrative  expenses,  wage  claims,  taxes 
and  other  obligations  and  the  last  are  the  general  unsecured  creditors. 

Because  only  about  4%  of  consumer  creditor  claims  were  recovered  in  1974, 
Senator  Williams  and  I  introduced  a  bill  that  would  increase  the  chances  of  con- 
sumers to  recover  their  losses.  Our  bill  would  move  the  consumers  from  the  cate- 
gory of  "general  unsecured  creditors"  to  the  category  of  "priority  creditors".  But 
unlike  S.  2266,  which  gives  consumers  a  sixth  priority  (after  wage  claims  and  taxes) 
our  bill  gives  consumers  a  fifth  priority — after  the  adminsitrative  expenses  and 
wage  claims,  but  before  taxes  and  other  government  obligations.  Placing  consumers 
after  taxes  and  other  government  obligations  only  slightly  increases  their  chances 
for  recovering  losses.  The  IRS  is  in  a  much  better  position  as  a  sixth  priority  than 
the  consumer.  If  taxes  and  other  government  obligations  are  paid  before  con- 
sumers, the  result  will  be  non-payment  in  most  cases.  The  IRS,  on  the  other  hand, 
has  more  than  one  avenue  for  recovering  their  loses.  As  Bronson  C.  LaFollette, 
the  Attorney  General  of  the  State  of  Wisconsin,  so  ably  points  out  in  his  testimony 
before  this  committee,  bankruptcy  proceedings  do  not  operate  to  discharge  the 
claim  of  the  IRS.  Furthermore,  the  IRS  is  permitted  to  file  a  lien  on  all  the  tax- 
payers property  once  taxes  are  assessed  and  not  paid. 

Since  the  consumer  has  no  way  of  knowing  the  financial  soundness  of  a  company 
with  which  they  are  doing  business,  they  make  deposits  and  payments  trusting 
to  receive  the  services  or  merchandise  in  return.  How  frustrating  it  is  for  an  in- 
dividual to  learn  that  he  has  virtually  no  recourse  when  the  company  files  for 
bankruptcy.  Secured  creditors,  on  the  other  hand,  are  generally  aware  of  the 
risks  involved  when  granting  credit  to  a  business.  Just  as  a  business  could  not 
exist  without  the  wage  earners,  neither  could  they  exist  without  customers  to 
purchase  the  goods  or  services  they  offer.  That  is  why  I  firmly  believe  that  con- 
sumers should  be  given  similar  treatment  to  wage  earners. 

I  am  sure  the  committee  is  sympathetic  to  the  fact  that  consumers  only  un- 
wittingly become  creditors  when  they  make  deposits  or  full  payments  to  a  com- 
pany that  subsequently  files  for  bankruptcy  before  delivering  the  services  or 
merchandise.  Besides  the  typical  deposits  in  the  form  of  layaway  plans,  deposits 
on  furniture  and  other  household  goods  or  large  advance  deposits  for  certain 
service  industries  such  as  health  spas,  individuals  also  lose  money  in  bankruptcy 
proceedings  on  exchange  credits  on  returns  or  to  car  dealers  who  sell  extended 
warranties  only  good  at  the  dealer's  service  shop.  In  addition,  consumers  often 
get  hurt,  perhaps  even  more  seriously,  when  they  have  made  full  payments  to 
fraudulent  business  fronts  who,  upon  investigation,  file  for  bankruptcy.  In  fact, 
in  my  own  State  of  Michigan,  consumer  complaints  with  regard  to  bankruptcies 
have  been  more  in  this  area  than  in  any  other. 

The  Michigan  State  Attorney  General's  office  cites  seversl  examples.  One  in 
particular  dealt  with  a  firm  called  the  Market  Development  Corporation  which 
was  telling  its  customers  that  they  had  won  either  trips  to  Florida  or  several 
household  items.  They  were  to  receive  the  products  or  the  vacations  upon  regis- 
tration which  required  a  $15  fee.  Many  customers  never  received  anything  for 
their  $15,  others  were  deceived  into  buying  land  in  Florida.  When  the  Attorney 
General's  office  sought  an  injunction  and  restitution  in  the  Michigan  State  Courts, 
the  Market  Development  Corporation  filed  for  bankruptcy  in  Ohio  where  it  was 
based.  The  bankruptcy  Court  in  Ohio  subsequently  issued  an  injunction  against 
the  state  of  Michigan.  Although  the  company  was  finally  stopped  from  deceiving 
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many  more  individuals  out  of  thousands  of  dollars,  those  who  had  already  made 
payments  never  received  a  penny  because  they  were  so  far  down  on  the  list  for 
those  to  receive  a  portion  of  the  assets  of  the  company. 

I  hope  the  Committee  will  reconsider  Section  507  of  S.  2266.  Even  if  the  bill  is 
amended  to  the  level  of  the  House  bill  to  a  fifth  priority  and  a  limit  of  $2,400  per 
claim,  consumers  are  not  guarenteed  protection.  But  at  least  they  will  be  in  a  much 
better  position  to  recover  a  portion  of  their  losses. 

Once  again,  thank  you  for  allowing  me  to  submit  my  views  on  this  section  of 
S.  2266. 


22-510  O  -  78  -  79 
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COMMENTS  OF  THE  BOARD  OF  TRADE 
CLEARING  CORPORATION  ON  S .  2266 


Since  the  Congress  first  enacted  comprehensive  bank- 
ruptcy legislation  in  1800,  the  bankruptcy  laws  have  never 
addressed  themselves  specifically  to  the  unique  problems  of 
the  commodity  markets.   Sections  761  through  768  of  S.  2266, 
together  with  conforming  amendments  in  other  sections  of  the 
Bill,  represent  a  laudable  attempt  to  deal  with  the  issues 
arising  upon  the  bankruptcy  of  commodity  market  participants. 

The  Board  of  Trade  Clearing  Corporation  (the  Corporation) 
is  of  the  view  that  the  bankruptcy  laws  should  be  attuned 
to,  and  not  disruptive  of,  the  commodity  futures  market. 
For  example,  the  Corporation  considers  that  the  public 
interest  requires  preservation  of  commodity  investors' 
confidence  in  the  financial  integrity  of  the  market.   Because 
of  this,  protection  of  customer  funds  and  accounts  and  the 
limitation  of  the  impact  of  the  bankruptcy  on  other  traders 
in  the  market  must  be  high  priority  goals  of  any  system  of 
handling  commodity  broker  bankruptcies. 

In  the  main,  those  sections  of  S.  2266  dealing  with 
commodity  brokers  achieve  these  objectives.   However,  several 
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features  of  S.  2266  dilute,  and  in  some  instances  erase, 

needed  safeguards.   Adoption  of  the  following  suggestions 

would  eliminate  deficiencies  in  the  present  proposed  legislation, 

A.    Integrity  of  Margin  Payments. 

To  understand  the  function  of  "margin,"  it  is 
necessary  to  describe  the  clearing  process  on  a  commodity 
exchange.   That  process,  described  in  great  detail  by 
William  T.  Bagley,  Chairman  of  the  Commodity  Futures  Trading 
Commission  (CFTC) ,  before  the  House  Judiciary  Committee, 1/ 
is  summarized  below. 

When  a  trade  of  a  futures  contract  is  made  on  an 
exchange,  the  broker  who  has  sold  the  contract  and  the 
broker  who  has  purchased  it  submit  a  description  of  the 
trade  to  the  clearing  organization. 2/   If  the  two  descrip- 
tions of  the  trade  match,  the  clearing  organization  accepts 


1/   Bankruptcy  Act  Revision:   Hearings  on  H.R.  31  and  H.R.  32 
Before  the  Subcomm.  on  Civil  and  Constitutional  Rights 
of  the  House  Comm.  on  the  Judiciary,  94th  Cong.,  2d  Sess., 
pt.  4,  2377  et  seq.  (1976)  (Statement  of  William  T.  Bagley, 
Chairman,  CFTC) . 

2/   This  summary  assumes  that  both  brokers  are  members  of 

the  clearing  organization.   If  they  are  not,  they 

submit  the  trade  to  members  of  the  clearing  organization 
for  clearing. 
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the  trade,  substituting  itself  for  each  party  to  the  trade, 
so  that  it  becomes  the  buyer  to  every  seller  and  the  seller 
to  every  buyer.   As  a  result  of  the  clearing  process,  the 
clearing  organization  acquires  all  the  rights  and  becomes 
subject  to  all  the  liabilities  of  the  original  parties  with 
respect  to  the  futures  contract. 3/ 

In  addition  to  its  clearing  function,  the  clearing 
organization  also  settles  each  of  its  members'  gains  or 
losses  as  a  result  of  each  day's  trading.   After  computing 
the  results,  the  clearing  organization  pays  those  members 
who  have  realized  gains  in  cash  and,  similarly,  collects 
cash  from  those  members  who  have  incurred  losses.  For  example, 
if  a  member  has  purchased  a  contract  and  realized  a  $1,000 
gain  because  of  price  movements  during  the  day  and  a  member 
who  has  sold  a  contract  incurs  a  $1,000  loss,  the  clearing 
organization  will  pay  the  former  $1,000  and  collect  a  corre- 
sponding amount  from  the  seller.   These  are  called  daily 
variation  settlements. 


3/   E.g. ,  Chicago  Board  of  Trade,  Rules  and  Regulations, 
Rule  314  (1976);  Board  of  Trade  Clearing  Corporation, 
Bylaw  501. 
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It  is  important  to  emphasize  that  since  the 
clearing  organization  has  guaranteed  the  performance  of  each 
futures  contract  as  a  result  of  the  clearing  process,  it  is 
obligated  to  pay  out  gains  even  if  it  is  unable  to  collect 
the  losses.   To  protect  against  this  risk  of  loss,  clearing 
members  are  required  to  deposit  with  the  clearing  organization 
a  sum  for  each  contract  —  known  as  a  margin  —  which  will 
guarantee  performance  of  their  obligations  with  respect  to 
that  contract.   In  turn,  clearing  members  require  margins  to 
be  paid  or  deposited  with  them  by  their  customers  and  by 
other  commodity  brokers  for  whom  they  clear  trades. 

The  essential  point  to  bear  in  mind  is  that  the 
establishment  of  margins  protects  the  clearing  organization 
and  permits  it  to  perform  its  key  function  of  guaranteeing 
the  integrity  of  each  futures  contract.   Should  a  commodity 
broker  become  bankrupt,  therefore,  it  is  critically  important 
that  the  clearing  organization  and  its  members  have  unlimited 
and  immediate  access  to  margin  deposits  in  order  to  cover 
variation  payments.   Absent  such  access,  a  clearing  organiza- 
tion which  cannot  collect  calls  for  daily  variation  payments 
from  a  bankrupt  commodity  broker  may  not  be  able  to  make 
payments  of  gains  to  members  having  gains,  particularly  if 
the  price  movements  are  substantial.  Should  this  possibility 
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occur,  there  could  result  a  domino  effect  whereby  traders 
expecting  such  payments  to  offset  other  losses  may  be  forced 
out  of  the  market.   Such  a  result  could  inflict  permanent 
damage  to  the  public's  confidence  in  the  commodity  exchanges. 

Section  764(c)  of  S.  2266  appears  to  be  aimed  at 
preserving  for  the  use  of  commodity  brokers  (which  is  defined 
to  include  clearing  organizations)  all  margin  payments  made 
to  such  brokers.   It  provides  that  the  trustee  may  not  avoid 
a  transfer  that  is  a  margin  payment  to  or  deposit  with  a 
commodity  broker,  except  under  section  548(a)(1),  which 
permits  avoidance  of  transfers  made  "with  actual  intent  to 
hinder,  delay,  or  defraud  any  entity  to  which  the  debtor  was 
or  became,  on  or  after  the  date  that  such  transfer  occurred 
or  such  obligation  was  incurred,  indebted." 

Without  clarification,  the  exception  could  create 
substantial  problems.   For  example,  if  a  commodity  broker 
enters  into  trades  and  posts  margin  with  an  intent  to  hinder, 
delay,  or  defraud  any  creditor,  it  is  possible  that  the 
original  margin  posted  by  that  broker,  as  well  as  all  daily 
variation  settlement  payments  (or  "variation  margin  payments") 
made  by  that  broker  could  be  voided  by  that  broker's  trustee 
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in  bankruptcy. 4/   This  result  could  follow  even  though  the 
clearing  organization  needed  those  margin  payments  in  order 
to  pay  the  daily  profits  to  those  traders  having  profits. 
Since  this  section  permits  avoidance  of  margin  payments  up 
to  one  year  prior  to  the  filing  of  the  bankruptcy  petition, 
substantial  amounts  in  margin  payments  could  be  required  to 
be  returned. 

The  Corporation  understands  that  the  CFTC  will 
propose  that  section  764(c)  be  altered  to  permit  a  trustee 
to  avoid  a  transfer  only  if  the  transfer  was  made  with  the 
proscribed  intent  and  it  was  made  in  collusion  with  the 
recipient.   This  proposal  is  a  step  in  the  right  direction. 
However,  unless  the  Bill  provides  that  the  margin  payment 
may  be  recovered  only  from  recipients  that  collude  with  the 
bankrupt,  a  court  could  conclude  that  the  trustee  may  use 
his  voiding  powers  to  recover  the  margin  payment  from  a 
subsequent  transferee  of  the  original  recipient  who  was  not 
a  party  to  the  collusion. 5/   For  example,  futures  commission 


4/   One  could  posit  section  548  (c)  as  a  cure  to  these 
problems.   Section  54  8(c)  prohibits  avoidance  of  a 
transfer  when  the  transferee  "takes  for  value  and 
in  good  faith  has  a  lien  on  any  interest  transferred." 
After  Seligson  v.  New  York  Produce  Exch.,  378  F. 
Supp.  1078  (S.D.N.Y.  1974),  there  is  substantial  doubt 
as  to  whether  margin  payments  are  taken  for  value  by  a 
clearing  organization. 

5/   See  generally  4  Collier  on  Bankruptcy  11  67.41[6] 
(14th  ed.  1975) . 
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merchants  that  are  members  of  a  clearing  organization  often 
clear  trades  for  nonmembers  in  connection  with  which  the 
members  receive  margin  payments  which  are  passed  on  to  the 
clearing  organization.   If  a  clearing  member,  in  collusion 
with  a  nonmember,  received  from  the  nonmember  margin  payments 
which  were  made  with  the  intent  to  hinder,  delay,  or  defraud 
the  nonmember' s  creditors,  it  is  possible  under  the  suggested 
modifications  that  the  funds  could  be  recovered  from  the 
clearing  organization  by  the  nonmember' s  trustee  even  though 
the  clearing  organization  knew  nothing  about  the  intent  with 
which  the  nonmember  made  the  payments  to  the  clearing  member. 
Such  a  result  would  surely  undermine  the  financial  stability 
of  the  commodity  markets. 

Recommendation : 


Section  764  (c)  should  be  amended  to  read  as 


follows : 


"(c)  Notwithstanding  sections  544,  545,  547,  548, 
549,  and  724(a)  of  this  title,  the  trustee 
may  not  avoid  a  transfer  that  is  a  margin 
payment  to  or  deposit  with  a  commodity  broker, 
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provided,  however,  the  trustee  may  avoid  such 
a  transfer  to  the  extent  permitted  under 
section  548(a)(1)  of  this  title  only  if  the 
person  (including  a  subsequent  transferee) 
against  whom  such  avoidance  is  sought  knew  at 
the  time  of  the  transfer  that  such 
transfer  was  made  with  an  intent  to  hinder, 
delay,  or  defraud  any  entity  to  which  the 
debtor  was  or  became,  on  or  after  the  date 
that  such  transfer  occurred  or  such  obliga- 
tion was  incurred,  indebted." 

B.    Transfers  and  Margining  of  Accounts  and  Return 
of  Customer  Property. 

Section  767(a)  of  S.  2266  would  subordinate 
customers'  claims  to  the  claims  specified  in  section  507(1). 
That  section  grants  first  priority  to  expenses  incurred  by 
the  debtor's  estate  in  connection  with  the  administration  of 
the  bankruptcy  proceedings. 

S.  2266  provides  for  the  transfer  of  accounts,  the 
margining  of  accounts,  and  the  liquidation  of  accounts  by 
the  trustee.   However,  margin  may  not  be  paid,  accounts  trans- 
ferred, or  any  monies  returned  to  the  customer  until  the 
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extent  of  the  customer's  claim  is  determined.   This  is 
intended  to  ensure  that  the  customer  does  not  receive  any 
more  than  the  amount  to  which  he  is  entitled. 

Thus,  any  distribution  from  the  trustee  to  a 
customer  must  await  a  determination  of  (a)  the  customer's 
claim,  and  (b)  the  extent,  if  any,  to  which  priority 
administrative  expenses  must  be  charged  against  the  customer's 
claim.   As  part  of  process  (b) ,  the  trustee  must  determine 
both  the  administrative  costs  and  the  size  of  the  estate  in 
order  to  determine  whether  the  administrative  costs  must  be 
assessed,  at  least  in  part,  against  customer  property.   The 
determination  of  actual  administrative  costs  must  be  made  by 
a  court  after  notice  and  hearing  according  to  section  503(b). 
The  determination  of  the  size  of  the  estate  is  dependent 
upon  many  factors,  including  the  existence  of  claims  which 
the  trustee  could  assert  against  others. 

All  of  these  determinations  entail  substantial 
delay  before  transfers  can  be  made,  margins  paid,  and  funds 
returned  to  customers.   Such  delays  could  be  extremely 
costly  to  customers  of  the  bankrupt  who  want  to  keep  their 
positions  open.   In  order  to  keep  a  position  open,  margin 
payments  must  be  made  when  called.   If  margin  payments  are 
not  made  promptly,  the  clearing  organization  is  entitled  to 
close  the  undermargined  positions  (except  to  the  extent  that 
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its  right  to  do  so  is  limited  by  the  Bill  as  discussed 
below).   However,  under  section  768(c)  of  the  Bill,  a  trustee 
could  not  make  margin  payments  on  behalf  of  its  customers 
until  the  administrative  costs  and  the  size  of  the  estate 
were  determined.   Further,  until  such  a  determination  were 
made,  the  bankrupt  could  not  transfer  the  accounts  to  another 
commodity  broker  who  could  make  the  margin  payments.   The 
customer  could  not  make  the  margin  payments  directly  to  the 
clearing  organization  since  clearing  organizations  only 
accept  payments  from  their  members.   Arguably,  a  customer 
could  attempt  to  make  the  margin  payments  to  the  trustee  so 
that  he  could  in  turn  make  those  payments  to  the  clearing 
organization.   However,  the  Bill  does  not  specifically 
address  this  arrangement  and  there  is  the  risk  that  the 
customer's  payment  would  be  assessed  for  administrative 
costs  once  it  passed  to  the  trustee. 

It  is  no  answer  to  this  problem  for  the  customer 
to  permit  his  position  to  be  closed  for  nonpayment  of  margin 
and  then  go  to  another  commodity  broker  and  reopen  it  im- 
mediately.  Since  the  bankrupt  commodity  broker  could  not 
return  any  customer  property,  including  segregated  margin 
funds,  until  such  time  as  the  determination  of  administrative 
costs  and  the  size  of  the  estate  were  made,  the  customer 
might  well  have  all  his  readily  available  funds  tied  up  in 
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the  bankruptcy  proceeding  and  have  insufficient  funds  to 
margin  further  transactions  with  other  commodity  brokers. 
In  addition,  a  close-out  of  the  customer's  position  could 
have  significant  adverse  tax  consequences  for  the  customer. 

To  mitigate  this  problem,  the  trustee  in  bankruptcy 
might  attempt  to  estimate  the  administrative  costs  and 
assess  those  costs  against  the  estate  immediately  after  his 
appointment.   To  the  extent  that  the  estimate  is  in  excess 
of  the  actual  costs,  that  excess  could  be  returned  at  the 
close  of  the  case.   To  the  extent  that  the  estimate  is 
insufficient  to  cover  the  costs,  however,  administrative 
expenses  of  the  bankruptcy  might  go  unpaid  and  the  trustee 
could  be  held  liable  for  the  amount  by  which  the  actual 
costs  exceeded  his  estimate.   In  order  to  be  protected 
from  potential  liability,  the  trustee  would  want  his  estimate 
approved  by  the  court,  presumably  after  notice  to  other 
creditors  and  a  hearing.   In  any  event,  the  trustee  would 
probably  be  unable  to  estimate  the  administrative  costs  or 
the  potential  size  of  the  estate  for  some  time  after  his 
appointment.   That  delay  could  be  disastrous  for  the  bank- 
rupt's customers,  particularly  in  a  volatile  market. 

Several  solutions  to  these  problems  suggest  them- 
selves.  First,  the  Bill  could  provide  a  formula  fixing  the 
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charge  against  customer  property,  so  that  immediately  upon 
his  appointment,  the  trustee  could  determine  how  much  to 
charge  against  customer  property,  thereby  permitting  the  prompt 
transfer  or  margining  of  accounts  and  return  of  customer 
property.   However,  a  fixed  formula  approach  seems  unworkable 
since  it  would  not  take  into  account  the  unique  circumstances 
which  attend  many  bankruptcies.   Another  approach  would  be 
to  permit  the  trustee  to  transfer  or  margin  accounts  and 
return  property  to  customers  upon  receipt  of  an  agreement 
from  the  customer  to  pay  any  administrative  costs  that  may 
later  be  assessed  against  the  customer's  property.   This 
arrangement  would  be  attractive  except  that  the  payment  of 
administrative  expenses  would  be  exposed  to  the  risk  of 
customer  default  on  such  agreements. 

A  final  solution,  and  the  one  recommended  by  the 
Corporation,  would  be  to  exempt  customer  property  altogether 
from  assessment  for  administrative  costs.   Indeed,  there 
are  two  legal  bases  for  such  an  exemption.   First,  subjecting 
customer  property  to  payment  of  administrative  costs  may 
be  in  violation  of  the  Fifth  Amendment  in  that  it  takes 
property  without  due  process  of  law.   Customer  property  is 
required  to  be  segregated  pursuant  to  section  4(d) (2)  of  the 
Commodity  Exchange  Act  which  provides  that  futures  commission 
merchants  shall  treat  and  deal  with  all  money,  securities,  and 
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property  (i)  received  by  the  futures  commission  merchant  to 
margin,  guarantee,  or  secure  the  trades  or  contracts  of  any 
customer  or  (ii)  accruing  to  any  customer  as  the  result  of 
such  trades  or  contracts,  as  belonging  to  such  customer.   The 
legislative  history  of  this  provision  makes  it  clear  that 
segregated  customer  funds  are  not  to  be  used  to  offset 
liabilities  of  the  commodity  broker. 6/   The  bankruptcy  power 
of  Congress  is  clearly  subject  to  the  Fifth  Amendment,  and, 
accordingly,  to  the  extent  that  this  Bill  would  deny  a 
customer  the  right  to  reclaim  all  his  property  it  may  be 
contended  that  it  takes  property  without  due  process. 7/ 

The  other  legal  objection  that  could  be  raised  with 
respect  to  the  assessment  of  administrative  costs  against 
customer  property  is  that  such  an  assessment  may  not  be 
within  the  jurisdiction  of  the  bankruptcy  court.   "The 
scope  of  .  .  . [the  federal  bankruptcy]  power,  one  of  the 
purposes  of  which  is  to  effect  a  distribution  of  a  bankrupt' s 
property,  should  be  restricted  to  the  property  of  the  bankrupt. 
Where,  under  state  law,  the  bankrupt  never  had  an  interest 
in  property  of  a  third  person,  it  may  be  argued  that  the 


6/   H.R.  Rep.  No.  743,  90th  Cong.,  2d  Sess.  4-5  (1967) 

7/    See  generally  3  Collier  on  Bankruptcy  11  60.73,  at 
1176  (14th  ed.  1977) . 
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bankruptcy  power  cannot  be  utilized  to  transfer  such  property 
to  a  bankrupt,  or  his  representative,  merely  because  the 
third  person  had  certain  dealings  with  the  bankrupt. "8/ 
Since  state  law  may  treat  segregated  funds  as  belonging  to 
the  customer,  one  may  conclude  that  they  are  not  subject  to 
administration  in  the  bankruptcy  of  the  commodity  broker. 

Recommendation : 

Delete  the  phrase  "except  claims  specified  in  section 
507(1)  of  this  title"  in  section  767(a)  and  the  phrases 
"except  claims  of  the  kind  specified  in  section  507(1)  of 
this  title"  in  sections  767(b)(1)  and  767(b)(2). 

C.    Transfers  of  Customer  Accounts. 

In  the  rare  instances  of  commodity  broker 
insolvencies,  the  traditional  industry  response  has  been  to 
require  a  transfer  of  all  customer  accounts  of  the  insolvent 
to  a  financially  stable  commodity  broker.   Because  of  this 
procedure,  for  example,  no  customer  has  ever  suffered  a  loss 


8/    3  Collier  on  Bankruptcy  11  60.73,  at  1176  (14th  ed.  1977) 
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due  to  the  bankruptcy  of  a  commodity  broker  trading  on  the 
Chicago  Board  of  Trade.   It  is  submitted  that  in  light  of 
the  industry's  experience,  such  transfers  should  be  the 
cornerstone  of  any  scheme  for  handling  commodity  broker 
bankruptcies. 

In  fact,  S.  2266  seems  to  be  aimed  at  encouraging 
transfers  of  accounts.   In  particular,  section  764(b)  pro- 
vides that  transfers  of  open  contractual  commitments  made 
within  five  days  after  the  date  the  bankruptcy  petition 
is  filed  may  not  be  avoided  by  the  trustee  if  the  transfer 
is  approved  by  the  CFTC. 

However,  this  provision  is  to  a  large  extent 
negated  by  sections  766(a)  and  765(c)  which  strongly  discourage 
any  such  transfers.   Section  766(a)  specifically  provides 
that  the  trustee  may  not  distribute  a  security  or  other 
property  (which  would  include  open  contractual  commitments) 
except  under  section  768.   Section  768  provides  that  a 
trustee  may  not  transfer  any  property  if  its  value  exceeds 
the  amount  to  which  the  customer  is  entitled  unless  the 
customer  deposits  cash  equal  to  such  excess  with  the  trustee. 
The  delay  engendered  by  the  determination  of  the  amount  to 
which  a  customer  is  entitled  makes  it  highly  unlikely  that 
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section  766(a)  would  permit  any  transfers  of  accounts  within 
the  five-day  period  contemplated  by  section  764 (b) .   Even  a 
five-day  delay  could  prove  financially  fatal  to  a  customer. 

Further,  section  765(c)  requires  the  trustee  to 
liquidate  all  open  contractual  commitments  with  respect  to 
which  the  customer  has  not  instructed  the  trustee  as  to 
disposition,  or  which  cannot  be  identified  to  a  particular 
customer.   In  light  of  this  requirement,  the  trustee  could 
not  voluntarily  undertake  to  transfer  an  open  contractual 
commitment  unless  specifically  requested  to  do  so  by  the 
customer.   Depending  on  the  circumstances,  a  customer  may 
not  receive  and  be  able  to  respond  to  a  request  for  authority 
to  transfer  within  a  reasonable  time  and  such  a  delay  could 
subject  that  customer  to  substantial  and  unnecessary  risks. 

The  obstacle  posed  by  section  766(a)  can  be 
alleviated  by  providing  that  customer  property  not  be 
subject  to  payment  of  administrative  costs  as  recommended 
above  under  item  B:   "Transfers  and  Margining  of  Accounts 
and  Return  of  Customer  Property." 

The  apparent  prohibition  against  a  trustee's 
transferring  an  account  prior  to  receipt  of  a  customer's 


22-510  O  -  78  -  80 
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instructions  seems  too  rigid.   Accordingly,  section  765 
should  permit  a  trustee  to  transfer  a  customer's  open 
contractual  commitments  prior  to  receipt  of  customer 
instructions. 

Recommendations ; 

1.  See  recommendations  under  item  B,  above: 
"Transfers  and  Margining  of  Accounts  and  Return  of 
Customer  Property." 

2.  Insert  at  the  end  of  section  765(b)  the  following: 
",  provided,  however,  that  a  trustee  may  transfer  any  open 
contractual  commitment  together  with  all  customer  property 
relating  thereto  prior  to  receipt  of  customer  instructions." 

Amend  the  first  phrase  of  section  765(c)  to  read 
as  follows:   "Subject  to  subsections  (b) ,  (d) ,  and  (e)  of 
this  section,  .  .  .  ." 

D .    Close-outs  of  Open  Positions . 

Although  transfer  of  customer  accounts  is  the 
preferential  method  of  handling  commodity  broker  bankruptcies, 
such  transfers  may  not  always  be  possible.   For  example,  an 
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account  which  is  grossly  undermargined  may  not  be  voluntarily 
assumed  by  another  commodity  broker.   In  those  instances,  it 
is  essential  that  such  accounts  either  be  kept  fully  margined 
or  closed  out.   As  long  as  positions  remain  open,  the  clearing 
organization  remains  obligated  to  pay  out  daily  trading 
gains,  even  though  it  may  be  unable  as  the  result  of  a 
bankruptcy  to  collect  losses  from  those  having  losses. 

A  close-out  of  an  open  position  is  accomplished 
by  entering  an  "opposite"  trade.   For  example,  a  trader 
who  is  obligated  to  buy  1,000  bushels  of  September  1978 
wheat  may  close  out  his  position  by  entering  into  a  contract 
to  sell  1,000  bushels  of  September  1978  wheat. 9/  At  that 
point,  the  trader's  gain  or  loss  on  that  contract  has  been 
determined.   The  rules  of  most  clearing  organizations  permit 
the  clearing  organization  to  enter  such  offsetting  trades  in 
the  name  of  the  commodity  broker  as  are  necessary  to  close 
out  its  open  positions  in  the  event  the  broker  fails  to  pay 
the  variation  margin  calls. 10/ 


9/        If  the  trade  results  in  the  closing  of  a  previously 

open  position,  no  additional  margin  is  required  to  be 
posted  and  all  margin  deposited  with  respect  to  the 
previously  open  position  is  returned  to  the  trader. 

10/   See,  e.g. ,  Board  of  Trade  Clearing  Corporation,  Bylaw 
804. 
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The  right  of  a  clearing  organization  to  enter  an 
offsetting  trade  on  behalf  of  a  bankrupt  commodity  broker 
seems  well  established.   However,  in  light  of  the  common  law 
termination  of  an  agent's  authority  upon  bankruptcy,  this 
right  may  be  subject  to  question.   In  addition,  it  is  not 
clear  from  S.  2266  whether  the  filing  of  the  bankruptcy 
petition  will  act  as  an  automatic  stay,  or  permit  the  bank- 
ruptcy court  to  impose  a  stay  of  clearing  organizations' 
exercise  of  their  close-out  powers. 

Section  362(a)(7)  of  the  Bill  specifically  provides 
that  the  filing  of  a  bankruptcy  petition  operates  to  stay 
the  setoff  of  any  debt  owing  to  the  debtor  that  arose  before 
the  commencement  of  the  bankruptcy  case,  against  any  claim 
of  the  debtor.   However,  section  362(b) (6)  modifies  this  by 
stating  that  it  does  not  apply  to  setoffs  against  claims  that 
are  commodity  futures  contracts,  commodity  forward  contracts, 
leverage  contracts,  options,  warrants,  or  rights  to  purchase 
or  sell  commodity  futures  contracts,  or  options  to  purchase 
or  sell  commodities.   This  section  does  not  clarify  the 
right  of  close-out  for  clearing  organizations;  it  would  not 
by  itself  permit  the  entry  of  an  offsetting  trade  since  the 
provision  only  relates  to  setoffs  of  obligations  existing  at 
the  time  of  bankruptcy. 
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In  order  to  protect  clearing  organizations  and 
thereby  to  protect  the  entire  financial  stability  of  a 
market,  the  Bill  should  expressly  permit,  but  not  require,  a 
clearing  organization  at  any  time  subsequent  to  the  filing 
of  the  bankruptcy  petition  to  close  out  all  of  the  bankrupt's 
open  positions  which  are  not  fully  margined  pursuant  to  the 
rules  of  the  clearing  organization.   Since  similar  problems 
are  raised  in  connection  with  the  ability  of  a  futures 
commission  merchant  to  close  out  its  customers'  undermargined 
open  accounts,  the  Bill  should  specifically  permit  such 
close-outs  as  well. 

Recommendation ; 

A  new  section  768  should  be  added  which  provides: 

"768.   Notwithstanding  any  law  to  the  contrary,  a 
commodity  broker  may,  if  it  so  provides  in  its  charter, 
bylaws,  rules,  resolutions  of  its  board  of  directors, 
or  agreements  with  customers  or  members,  take  all 
actions  necessary  to  close  out  any  or  all  open  con- 
tractual commitments  which  are  not  fully  margined  as 
required  by  such  charter,  bylaws,  rules,  resolutions, 
or  agreements  and  no  court  may  stay  such  a  commodity 
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broker  from  the  exercise  of  its  right  to  close  out  such 
open  contractual  commitments." 

E.    Requirement  of  Liquidation  for  Commodity  Brokers. 

Section  109 (d)  of  the  Bill  provides  that  a  commodity 
broker  cannot  reorganize  as  a  going  concern  under  Chapter 
11.   Thus,  commodity  brokers  must  liquidate  under  sections 
761  through  768.   This  treatment  of  commodity  brokers  was 
provided  "because  these  special  protections  provided  for 
customers  under  the  liquidation  chapter  are  inapplicable  in 
reorganization  and  individual  repayment  plan  cases . "11/ 

As  previously  noted,  the  term  "commodity  brokers" 
is  defined  in  section  101(5)  to  include  futures  commission 
merchants  and  clearing  organizations.   The  term  "futures 
commission  merchant"  is  defined  as  it  is  in  the  Commodity 
Exchange  Act.   Thus,  a  futures  commission  merchant 


meants]  and  include [s]  individuals,  associations, 
partnerships,  corporations,  and  trusts  engaged  in 
soliciting  or  in  accepting  orders  for  the  purchase 
or  sale  of  any  commodity  for  future  delivery  on  or 
subject  to  the  rules  of  any  contract  market  and 


11/   H.R.  Rep.  No.  595,  95th  Cong.,  1st  Sess.  271  (1977). 
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that,  in  or  in  connection  with  such  solicitation 
or  acceptance  of  orders,  accepts  any  money, 
securities,  or  property  (or  extends  credit  in  lieu 
thereof)  to  margin,  guarantee,  or  secure  any 
trades  or  contracts  that  result  or  may  result 
therefrom. 12/ 

Using  this  definition,  a  variety  of  business  concerns  qualify 
as  futures  commission  merchants,  including  firms  that  also 
engage  in  the  securities  brokerage  business,  or  in  the  spot 
commodity  trade,  or  in  a  variety  of  other  activities  includ- 
ing food  processing  and  storage. 

This  expansive  definition  of  "futures  commission 
merchant"  may  preclude  many  large  diversified  firms  from 
availing  themselves  of  the  protection  of  a  Chapter  11 
reorganization.   Arguably,  a  court  might  interpret  section 
109 (d)  to  limit  the  liquidation  requirement  to  the  commodity 
broker  segment  of  a  diversified  debtor,  permitting  the 
general  enterprise  to  reorganize  as  a  going  concern. 
However,  it  is  not  clear  that  such  a  result  would  obtain,  or 
that  it  would  be  in  keeping  with  congressional  intent.   The 
Corporation  is  of  the  opinion  that  further  thought  should  be 
given  to  this  problem.   One  solution  could  be  to  permit 
recourse  to  Chapter  11  for  a  debtor  whose  futures  commission 
merchant  business  does  not  exceed  a  certain  percentage  of 


1_2/   Commodity  Exchange  Act,  section  2(a)(1),  7  U.S.C.  §  2 
(Supp.  IV  1974)  . 
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the  debtor's  gross  revenues. 

In  addition,  S.  2266  presently  prevents  a  clearing 
organization,  included  in  the  definition  of  a  commodity 
broker,  from  availing  itself  of  the  reorganization  pro- 
visions of  the  Bill.   Clearing  organizations  have  been 
recognized  by  the  CFTC  as  "the  heart  of  the  futures  industry. "13/ 
There  is  no  perceptible  public  policy  in  requiring  an  existing 
clearing  organization  to  liquidate  from  the  outset,  since 
another  similar  entity  would  have  to  be  immediately  created 
to  perform  the  clearing  functions.   The  new  entity  would 
have  to  acquire  or  duplicate  necessary,  sophisticated,  and 
costly  equipment,  and  somehow  obtain  the  expertise  developed 
by  the  debtor  organization.   Market  disruption  would  be 
inevitable.   As  a  result,  it  would  seem  the  better  course  to 
permit  reorganization  of  the  clearing  organization  under  the 
guidance  of  the  bankruptcy  court. 


13/   Bankruptcy  Act  Revision:   Hearings  on  H.R.  31  and  H.R.  32 
Before  the  Subcomm.  on  Civil  and  Constitutional  Rights 
of  the  House  Comm.  on  the  Judiciary,  94th  Cong.,  2d  Sess., 
pt.  4,  2405  (1976)  (Statement  of  William  T.  Bagley, 
Chairman,  CFTC) . 
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Recommendation : 

Section  109(d)  should  be  amended  to  add  the  following: 
" '  Provided,  however,  that  a  clearing  organization  acting 
for  a  contract  market  shall  not  be  deemed  to  be  a  commodity 
broker  for  purposes  of  this  subsection." 

F .    CFTC  Powers  Under  S.  2266 . 

The  Bill  would  give  the  CFTC  substantial  and  novel 
powers  in  a  bankruptcy  proceeding.   For  example,  section 
762(b)  would  enable  the  Commission  to  raise  or  be  heard  on 
any  issue  in  a  case  under  Chapter  7.   Chapter  7  not  only 
deals  with  commodity  broker  liquidations,  but  as  well  with 
stockbroker  liquidations  and  bankruptcy  liquidations  generally. 
Such  a  broad  right  of  intervention  could  unduly  complicate 
and  delay  the  administration  of  the  estate.   The  Commission 
only  needs  the  right  of  intervention  on  matters  involving 
commodity  broker  liquidations,  and  the  Bill  should  so  specify. 

The  Bill  would  also  give  the  CFTC  the  right  to 
prescribe  the  method  of  conducting  or  liquidating  the 
business  of  a  bankrupt  commodity  broker.   This  grants  an 
excessive  amount  of  discretion  to  a  commission  that  has  no 
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experience  with  commodity  broker  bankruptcies.   Further,  it 
would  emasculate  the  traditional  power  of  the  bankruptcy 
court  to  oversee  the  debtor's  bankruptcy  proceedings.   In  a 
given  instance,  if  the  CFTC's  regulations  were  inconsistent 
with  the  trustee's  or  bankruptcy  court's  views  of  the  most 
expeditious  manner  of  operating  the  business,  the  regulations, 
unless  proven  unreasonable,  would  prevail  even  though  the 
trustee  or  the  court  had  significantly  more  experience  in 
the  matter  at  hand  than  the  Commission. 

The  Corporation  submits  that  any  rules  promulgated 
by  the  Commission  pursuant  to  this  authority  be  treated  as 
guidelines  for  the  court,  which  could  accept,  reject,  or 
modify  them  at  its  discretion.   Such  a  provision,  together 
with  the  broad  right  of  intervention  accorded  the  CFTC  under 
the  Bill,  would  assure  that  the  Commission's  views  could  be 
made  known  without  denying  the  court  the  ability  fully  to 
exercise  its  traditional,  and  necessary,  bankruptcy  powers. 

Finally,  section  768(b) (2)  of  the  Bill  would  give 
the  Commission  the  right  to  designate  the  firm  to  which  a 
customer's  account  might  be  transferred.   The  Corporation 
understands  that  the  CFTC  will  recommend  an  alternative: 
permitting  the  trustee  to  choose  the  transferee,  subject  to 
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such  rules  as  the  Commission  may  adopt.   The  Corporation 
concurs  in  this  recommendation,  since  the  CFTC  should  not  be 
forced  into  the  position  of  designating  one  firm  in  prefer- 
ence to  another  equally  competent  to  take  the  transfer. 
Such  a  preference  would  destroy  the  appearance  of  impartial- 
ity in  the  Commission's  discharge  of  its  duties. 

Recommendations : 

1.  Section  762(b)  should  be  amended  to  provide: 

" (b)   The  Commission  may  raise  and  may  appear  and  be 
heard  on  any  issue  in  a  case  under  this  subchapter." 

2.  Title  III,  section  302  should  strike  section 
19(a)(3),  renumber  section  19(a)(4),  and  add  a  section  19(c) 
to  the  Commodity  Exchange  Act  which  would  provide: 

"(c)   The  Commission  may  set  guidelines  for  the  con- 
sideration of  a  bankruptcy  court  which  suggest  the 
method  by  which  the  business  of  a  commodity  broker  that 
is  a  debtor  under  chapter  7  of  title  11  of  the  United 
States  Code  is  to  be  conducted  or  liquidated  after  the 
date  of  the  filing  of  the  petition  under  such  chapter." 
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3.    Section  768(b) (2)  should  be  amended  to  read  as 
follows: 

"(2)   Transfer,  on  such  customer's  behalf,  such  security, 
property,  or  contractual  commitment  to  any  commodity 
broker,  subject  to  such  rules  as  the  Commission  pro- 
vides by  rule  or  regulation. " 
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First  Report  of  the  Committee  on  Bankruptcy 
and  Corporate  Reorganization  of  the  Associa- 
tion of  the  Bar  of  the  City  of  New  York  on 
S.2266,  a  Bill  to  establish  a  uniform  law 
on  the  subject  of  bankruptcy. 


S.2266  was  introduced  on  October  31,  1977  by  Senators 
DeConcini  and  Wallop  and  referred  to  the  Committee  on  the 
Judiciary.   The  Judiciary's  Subcommittee  on  Improvements  in 
Judicial  Machinery  held  hearings  on  S.2266  on  November  28,  29 
and  December  1,  1977.   The  record  for  receipt  of  written  state- 
ments is  being  held  open  until  January  31,  1978. 

S.2266  is  the  counterpart  to  H.R.8200  which  was 
introduced  in  the  House  of  Representatives  on  July  11,  1977 
and  has  since  been  approved  by  the  Committee  on  the  Judiciary. 

The  Committee  on  Bankruptcy  and  Corporate  Reorgan- 
ization has  completed  its  study  of  the  provisions  in  S.2266 
dealing  with  court  structure  and  Chapter  11  and  submits  this 
report  reflecting  its  conclusions. 

I. 
Court  Structure 

A  major  focus  of  the  pending  legislation  in  the  House 
and  Senate,  the  predecessor  bills  which  have  been  introduced 
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since  the  early  1970' s,  the  prior  hearings  before  both  Congres- 
sional Committees,  and  the  report  of  the  Commission  on  the 
Bankruptcy  Laws  of  the  United  States  has  been  the  need  to 
improve  the  judicial  system  handling  cases  and  proceedings 
arising  under  the  Bankruptcy  Act. 

H.R.  8200  proposes  to  accomplish  this  goal  by  estab- 
lishing bankruptcy  courts  as  Article  III  courts  under  the 
Constitution,  with  comprehensive  jurisdiction  over  all  cases 
and  matters  relating  to  cases  under  the  Bankruptcy  Act.   It 
would  also  create  the  office  of  the  United  States  Trustee  to 
handle  administrative  functions  thus  leaving  for  the  bank- 
ruptcy judge  a  more  purely  judicial  role. 

S.2266,  on  the  other  hand,  retains  the  present  sys- 
tem of  keeping  the  bankruptcy  judge  subservient  to  the  United 
States  District  Judge  and  does  not  provide  any  means  for  sep- 
arating judicial  from  administrative  functions  of  the  bankruptcy 
j  udge . 

It  is  the  position  of  the  Committee  that  reform 
and  improvement  of  the  judicial  system  handling  bankruptcy 
matters  is  desirable  and  that  bankruptcy  courts  should  be  so 
structured  as  to  attract  highly  qualified  persons  to  the 
bench  and  to  eliminate  any  unfairness  or  appearance  of  unfair- 
ness that  may  ensue  in  the  supervision  of  bankruptcy  cases. 
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Accordingly,  the  Committee  is  opposed  to  the  provisions  in 
S.2266  that: 

1.  Require  appointment  of  bankruptcy  judges  by 
the  Judicial  Councils  of  the  Circuits; 

2.  Require  appeals  from  orders  of  bankruptcy  judges 
to  go  to  the  District  Court; 

3.  Vest  jurisdiction  over  matters  relating  to  bank- 
ruptcy cases  in  the  District  Courts  which  can  by  order  or  local 
rule  authorize  bankruptcy  judges  to  handle  such  matters; 

4.  Retain  administrative  functions  in  the  bankruptcy 
judges; 

5.  Fail  to  give  bankruptcy  judges  sufficient  author- 
ity to  appoint  and  control  supporting  personnel  such  as  clerks, 
secretaries  and  law  clerks. 

It  is  the  Committee's  view  that  bankruptcy  judges 
should  be  appointed  by  the  President  with  the  advice  and  con- 
sent of  the  Senate,  should  serve  during  good  behavior  and  should 
have  pervasive  jurisdiction.   Appeals  should  run  directly  to  the 
Court  of  Appeals  and  not  to  the  District  Court.   Under  the  pre- 
sent system  and  that  proposed  by  S.2266,  the  appointing  authority 
also  sits  in  review  of  orders  of  the  appointee.   While  S.2266 
technically  places  appointing  authority  in  the  Judicial  Council 
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of  each  circuit,  it  appears  likely  that  the  Circuit  Judges 
will,  for  practical  purposes,  seek  and  rely  on  recommendations 
by  the  district  judges. 

It  is  the  Committee's  position  that  administrative 
functions  should  be  removed  from  the  purview  of  the  bankruptcy 
judges  to  the  greatest  extent  possible.   At  present,  bankruptcy 
judges  appoint  receivers  and  trustees  and  generally  supervise 
the  administration  of  bankruptcy  and  reorganization  cases. 
There  is  at  least  the  appearance  of  unfairness  when  a  third 
party  must  litigate  against  the  representative  of  the  estate 
before  the  judge  who  appointed  such  representative.   The  system 
in  H.R.  8200  creating  the  office  of  the  United  States  Trustee 
for  the  purpose  of  making  necessary  appointments  and  super- 
vising the  administration  of  cases  is  sound  and  should  be 
supported. 

The  jurisdictional  system  proposed  by  S.2266  may  lead 
to  nonuniform  jurisdictional  rules.   Jn  one  district,  local 
rule  may  give  the  bankruptcy  judge  power  to  adjudicate  matters 
while  in  another  district  there  may  be  no  such  rule.   Such 
possible  lack  of  uniformity  is  not  conducive  to  a  sound  judicial 
structure. 

S.2266,  as  well  as  H.R.  8200,  expands  the  jurisdiction 
of  the  bankruptcy  court  and  makes  significant  changes  in 
substantive  law  affecting  rights  and  remedies  of  parties  to 
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bankruptcy  proceedings.   The  broad  acceptance  by  interested 
parties  of  many  of  the  proposed  jurisdictional  and  substantive 
changes  is  based  upon  the  creation  of  an  independent  court 
of  increased  stature.   Failing  the  creation  of  such  a  court 
much  of  the  impetus  and  support  for  bankruptcy  reform  may 
falter. 

II. 

Chapter  11  -  Business  Reorganizations 

At  present  there  are  three  chapters  for  various 
types  of  business  reorganizations,  Chapters  X,  XI  and  XII.   In 
the  early  stages  of  the  reform  legislation  it  was  recognized 
that  the  chapters  should  be  consolidated  into  one.   H.R.  8200 
accomplishes  this  result  fully  while  S.2266  does  it  in  a  way 
which  retains  many  of  the  present  distinctions. 

S.2266  creates  a  two-track  system  for  business 
reorganizations.   It  would,  by  arbitrary  definition,  provide 
one  system  for  "public"  companies  and  another  for  "nonpublic" 
companies.   For  public  companies  (those  having  1,000  or  more 
security  holders  and  borrowed  debt  of  $5,000,000  or  more)  a 
disinterested  trustee  would  have  to  be  appointed,  the  court 
would  have  to  approve  a  reorganization  plan  prior  to  vote,  an 
advisory  report  of  the  Securities  and  Exchange  Commission  is 
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mandated,  and  the  fair  and  equitable  (absolute  priority)  rule  is 
applicable.   This  is  the  present  system  under  Chapter  X  of  the 
Act  which  is  underutilized  in  large  part  because  of  the  inherent 
delays  caused  by  a  valuation  hearing  to  determine  appropriate 
application  of  the  fair  and  equitable  rule,  the  requirement  for 
an  advisory  report,  and  the  automatic  displacement  of  management 
by  a  disinterested  trustee. 

Today  many  large  cases  are  brought  under  Chapter  XI 
to  avoid  such  delays  and  to  permit  the  debtor  to  return  to  a 
normal  business  operation  as  quickly  as  possible.   Almost  all 
business  interests  involved  in  reorganization  proceedings  agree 
that  it  is  desirable  to  so  structure  such  proceedings  as  to 
avoid  unnecessary  delay,  expense  and  litigation.   Under  S.2266 
there  would  be  no  option;  the  Chapter  X  procedures  would  auto- 
matically become  applicable  to  a  "public"  company. 

H.R.  8200,  on  the  other  hand,  takes  a  more  realistic 
and  practical  approach.   No  distinction  is  made  as  to  types  of 
entities  seeking  relief  under  the  consolidated  Chapter  11.   A 
disinterested  trustee  may  be  appointed  if  the  court  finds  need 
for  one;  otherwise  the  debtor  may  remain  in  possession.   The 
pre-vote  approval  hearing  on  a  plan  is  eliminated.   In  its 
place,  the  court  must  approve  the  solicitation  materials  that 
will  be  transmitted  with  the  plan  and  the  SEC  is  deemed  a  party 
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in  interest  that  may  appear  and  be  heard  at  such  hearing.   The 
fair  and  equitable  rule  is  retained  for  protective  purposes  but 
its  application  is  not  automatic.   Rather,  H.R.  8200  recognizes 
that  the  various  classes  may  bargain  for  and  negotiate  a  plan 
which  will  be  binding  if  there  are  the  required  acceptances 
based  on  sufficient  and  appropriate  information.   Should  a  class 
not  accept  the  plan,  however,  the  fair  and  equitable  rule  would 
become  a  necessary  requirement. 

The  Committee  disapproves  the  approach  taken  by 
S.2266  and  supports  H.R.  8200. 

S.2266  provides  for  the  election  of  a  creditors' 
committee  without  any  maximum  number  of  membership.   The  Com- 
mittee believes  that  there  should  be  a  maximum,  preferably  11  as 
under  present  law,  so  that  a  committee  would  not  become  too 
large  and  unwieldy.   The  Committee  also  believes  that  a  credi- 
tors' committee  should  be  appointed  by  the  court  based  upon 
size  of  claim  rather  than  elected.   Election  of  committees  at 
informal  meetings  of  creditors  sometimes  results  in  membership 
being  awarded  to  the  loudest  voices  rather  than  the  largest 
creditors.   To  prevent  abusive  and  untoward  practices  in  some 
areas,  the  Bankruptcy  Commission  in  1973  proposed  the  appoint- 
ment of  committees  with  adequate  safeguards  to  assure  fair 
representation  of  creditors.   That  proposal  should  be  embodied 
in  any  reform  legislation. 
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S.2266  also  provides  for  election  of  a  trustee  by 
creditors  in  a  nonpublic  case.   None  of  the  present  debtor 
rehabilitation  chapters  (Chapters  X,  XI,  XII,  XIII)  provide 
for  election  of  a  trustee  or  receiver;  such  representative  is 
appointed.   Again,  election  opens  the  door  to  abuse  and  no 
case  has  been  made  to  deviate  from  present  practice.   Accord- 
ingly, the  Committee  disapproves  this  provision  in  S.2266. 

Respectfully  submitted, 
Leonard  M.  Rosen,  Chairman 
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January  31,  1978 

Statement  of  the  Western  Conference  of  Teamsters 

Pension  Trust  Fund  to  the  United  States 
Senate  Judiciary  Subcommittee  on  Improvements  in 
Judicial  Machinery  Regarding  the  Bankruptcy  Reform  Act 

This  is  a  statement  regarding  the  provisions  of  S.  2266, 
the  bankruptcy  law  revision  legislation,  which  establishes 
a  priority  for  employee  benefit  plans.   The  statement  is.  on 
behalf  of  the  Western  Conference  of  Teamsters  Pension  Trust 
Fund  (WCT  Plan) ,  which  is  a  multiemployer  pension  plan 
representing  more  than  17,000  contributing  employers  and 
covering  more  than  600,000  employees  in  13  western  states. 
The  WCT  Plan  is  the  largest  multiemployer  pension  plan  in 
existence . 

It  is  our  position  that  the  90-day  period  in  section 
507(4) (A)  and  the  $1,800  allowance  formula  in  section  507 
(4) (B)  are  not  adequate  and  will  result  in  most  cases  in 
the  denial  of  any  priority  at  all  for  employee  benefit 
plans.   It  is  recommended  that  an  independent  priority  for 
such  plans  be  established  in  the  maximum  amount  of  $1,200, 
and  that  the  maximum  time  period  provided  for  the  priority 
be  extended  from  90  days,  as  presently  provided,  to  three 
years. 
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Meaningful  Priorities  for  Pension  Plans 
Are  Needed 


The  need  for  a  priority  for  pension  plans  is  real  and 
substantial.   Wages  have  been  accorded  a  priority  since 
1926  but  at  the  time  of  the  adoption  of  that  priority  in 
the  Bankruptcy  Act,  fringe  benefits  were  virtually  non- 
existent.  Now  pensions,  hospitalization  and  other  welfare 
benefits  are  commonplace  forms  of  employee  compensation. 

The  ability  of  employee  benefit  plans  to  perform 
their  obligations  to  employees  is  understandably  important 
to  each  employee  and  must  be  protected.   Wages  have  long 
been  accorded  protection,  but  an  employee's  right  to 
receive  pensions  and  other  plan  benefits  are  of  no  less 
importance  and  constitute  a  significant  part  of  the  com- 
pensation for  which  he  bargained.   The  need  for  this 
protection  was  recognized  in  the  enactment  of  the  Employee 
Retirement  Income  Security  Act  of  1974  (ERISA)  and  is  now 
being  further  recognized  in  the  establishment  of  this 
priority.   During  its  consideration  of  ERISA,  Congress 
exhibited  its  deep  concern  over  the  gap  which  was  found 
to  exist  between  the  promises  of  pension  funds  and  the 
availability  of  funds  to  fulfill  those  promises. 

That  same  funding  concern  is  at  stake  here.   When  an 
employer  fails  to  make  his  contributions,  not  only  are  the 
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benefits  of  his  employees  placed  in  jeopardy,  but  the 
benefits  of  all  employees  covered  by  the  pension  plan  are 
exposed  to  the  risk  of  serious  loss.   Under  current 
Department  of  Labor  interpretations  of  ERISA,  a  multi- 
employer pension  plan  is  required  to  provide  pension 
credits  for  future  service  even  where  the  employer 
breaches  its  obligation  to  make  contributions  to  the 
pension  plan  with  respect  to  that  service.   The  ordinary 
business  creditor  can  cut  short  its  losses  by  terminating 
its  services  to  the  delinquent  customer,  but  the  multi- 
employer pension  plan  must  continue  to  accrue  benefits 
whether  or  not  funds  are  received  with  which  to  pay  those 
benefits. 

The  same  funding  concern  that  is  faced  by  private 
retirement  systems  is  also  faced  by  the  Social  Security 
retirement  system.   Taxes  needed  to  provide  retirement 
benefits  under  that  system  have  long  been  accorded  a 
priority  in  bankruptcy.   The  current  bill  continues  that 
priority.   Since  that  priority  may  extend  for  three  years 
or  longer,  the  amount  of  delinquent  Social  Security  taxes 
which  are  accorded  priority  may  easily  be  for  several 
thousands  of  dollars  per  employee.   Surely  private  retire- 
ment systems  are  entitled  to  a  priority  for  the  more  modest 
amount  proposed  herein. 
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The  Priority  for  Pension  Plan  Contributions 
Currently  Provided  is  Totally  Inadequate 

The  primary  objection  of  the  WCT  Plan  to  the  benefit 
plan  priority  as  presently  formulated  is  that  it  must  be 
derived  from  the  same  limited  priority  allowance  established 
for  employees'  wages,  and  is  available  only  if,  and  to 
the  extent  that,  the  wage  priority  has  not  exhausted  its 
allowance.   Thus,  the  benefit  plan  priority  is  critically 
dependent  upon  not  only  the  availability  of  funds  in  the 
bankrupt  estate  after  wages  have  taken  their  share,  but 
also  the  adequacy  of  the  wage  allowance  to  cover  the  needs 
of  both  priorities.   If  the  combined  allowance  is  not 
adequate,  the  benefit  plan  priority  becomes  nothing  more 
than  an  empty  promise.   It  must  be  emphasized  that  this  is 
not  a  question  of  providing  employee  benefit  plans  a 
meager  or  insufficient  priority,  but  rather,  of  providing 
them  no  priority  at  all. 

According  to  Bureau  of  Labor  statistics  preliminary 
average  hourly  earnings  during  1977  for  non-agricultural 
employees  was  $5.24.   This  hourly  rate  is,  of  course, 
increasing  each  year,  and  even  the  average  wage  figures 
made  available  to  the  Senate  in  its  hearings  have  increased 
twenty  percent  since  the  time  of  the  hearings.   On  the 
basis  of  these  1977  preliminary  statistics  the  average 
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American  worker  presently  earns  approximately  $1,850  over 
a  two-month  period  which,  our  experience  indicates,  is  a 
fairly  typical  delinquency  period  for  salaries  among 
bankrupt  companies.   This  means  that  in  a  company  of 
employees  earning  average  wages  the  wage  priority  would 
ordinarily  exhaust  the  combined  allowance,  leaving  nothing 
at  all  for  the  benefit  plan  priority. 

In  cases  involving  the  50  percent  of  workers  earning 
above  average  salaries,  the  priority  allowances  would  be 
even  more  inadequate.   In  the  case  of  an  employee  earning 
$15,000  annually,  his  earnings  in  six  weeks  would  be 
$1,875.   These  earnings  would  exceed  the  combined  allowance 
in  less  than  half  the  90-day  period  provided  in  the  bill 
for  both  priorities.   A  $22,000  annual  salaried  employee 
would  exceed  the  combined  allowance  in  a  single  month. 


An  Independent  Priority  Allowance 
for  Benefit  Plans  is  Needed 


In  order  to  offer  the  employee  benefit  plans  even 
partial  protection,  a  priority  allowance  independent  of 
the  wage  priority  allowance  should  be  established  in  the 
amount  of  $1,200  times  the  number  of  employees  of  the 
bankrupt  covered  by  the  plan.   Employer  contributions  to 
the  WCT  Plan,  for  pension  benefits,  now  average  $.50  an 
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hour.   Due  to  increased  costs  of  compliance  with  ERISA  and 
inflationary  pressures,  the  Plan  expects  that  the  average 
contribution  rate  will  approach  $1.00  per  hour  in  the  fore- 
seeable future.   Contribution  rates  for  employee  benefit 
plans  of  all  types  (pension,  health,  life,  etc.)  currently 
average  $1.00  an  hour,  and  even  many  relatively  low  paid 
workers  enjoy  benefit  contributions  of  between  $1.50  and 
$2.00  hourly.   Also,  delinquencies  in  employer  contribu- 
tions to  pension  plans  are  substantially  longer  than 
delinquency  periods  in  the  payment  of  wages.   Typically, 
pension  plan  delinquencies  are  four  to  six  months,  with 
many  cases  involving  periods  of  one  year  and  longer.   Based 
on  a  calculation  of  $1.00  an  hour  over  a  six  month  period, 
the  total  delinquency  per  employee  would  be  $1,056.   The 
adoption  of  the  $1,200  independent  allowance  that  the  WCT 
Plan  recommends  would  not  provide  complete  protection,  but 
would  assure  some  degree  of  reasonable  protection  which 
employees  are  denied  under  the  proposed  priority. 


The  90-Day  Limitation  of  the  Bill 
Is  Inadequate 


The  90-day  limitation  of  priority  status  for  employe 

benefit  plan  contributions  is  also  troublesome.   The  WCT 

Plan  has  a  total  of  17,263  participating  employers  who  must 

make  monthly  contributions  in  accordance  with  the  terms  of 
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almost  6,000  separate  collective  bargaining  agreements. 
The  administrative  complexities  involved  in  the  management 
of  such  a  large  pension  plan  necessarily  give  rise  to 
periods  of  long  delay  in  the  collection  of  delinquent 
accounts.   Determining  that  an  account  is  delinquent, 
notifying  the  delinquent  employer,  preparing  a  demand 
letter,  turning  the  account  over  to  an  attorney,  and 
undertaking  legal  action  consume  substantial  periods  of 
time. 

As  of  January  1978,  the  total  amount  of  delinquent 
employer  accounts  in  the  WCT  Plan  was  792,  and  the  total 
delinquent  amount  was  over  $3  million.   Most  of  this  total 
is  over  six  months  delinquent  with  much  of  it  going  back 
two  years.   Most  of  the  Plan's  old  delinquencies  were 
created  by  the  failure  of  the  Yellow  Cab  Company  in  late 
1976.   Prior  to  its  failure  Yellow  Cab  had  been  inter- 
mittently delinquent  for  two  years  in  spite  of  persistent 
and  diligent  efforts  by  the  Plan  to  collect  the  delinquency, 

There  is  a  further  factor  which  argues  strongly  in 
favor  of  a  much  longer  priority  period.   Due  to  the  large 
number  of  participating  employers  and  covered  employees, 
the  WCT  Plan  cannot  check  each  employer's  contributions 
upon  receipt  for  accuracy  other  than  to  verify  that  the 
amount  contributed  is  consistent  with  the  accompanying 
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transmittal  form  from  the  employer,  which  lists  the 
employees  reported  and  the  hours  worked.   The  Plan  does, 
however,  conduct  random  audits  to  uncover  problems  such 
as  insufficient  reported  hours  or  the  failure  to  report 
at  all  on  certain  employees  or  group  of  employees. 
Deficiencies  so  discovered  are  considered  to  be  delinquent 
contributions  and  typically  are  several  months — and  in 
some  cases,  several  years— overdue.   Given  the  multiplicity 
of  employers  and  their  wide  geographical  dispersion,  it  is 
not  administratively  feasible  to  discover  delinquencies 
sooner  or  to  shorten  the  post-delinquency  procedure. 

It  is  the  collective  bargaining  agreement  which 
controls  the  Plan's  obligation  to  continue  crediting  bene- 
fits even  though  corresponding  contributions  have  not  been 
received.   In  view  of  the  periods  of  long  delay  discussed 
above  and  the  fact  that  bargaining  agreements  are  ordinarily 
entered  into  for  three  year  periods,  it  would  seem  reason- 
able to  extend  the  period  for  the  benefit  plan  priority  to 
three  years. 

We  are  gratified  that,  in  revising  the  bankruptcy  laws, 
the  U.S.  Senate  and  the  House  of  Representatives  have  recog- 
nized the  need  for  giving  employee  benefit  plans  a  priority 
for  deliquent  contributions,  and  it  is  our  hope  that  the 
Senate  will  modify  the  priority  so  that  it  may  achieve  the 
purposes  for  which  it  was  designed. 
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COMMENTS 
Of 
COMMODITY  EXCHANGE,  INC 
Concerning 
S.  2266 


Dated:   January  31,  1978 
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COMMODITY  EXCHANGE,  INC. 


Comments  Concerning  Proposed  Amendments  to  the 

Bankruptcy  Act  Affecting  Commodity  Futures  and 

Related  Transactions 


A.   INTRODUCTION 

Commodity  Exchange,  Inc.  ("Coraex")  regards 
S.  2266  as  a  welcome  step  to  deal  with  insolvencies 
affecting  commodity  futures  and  related  market  instruments , 
However,  it  also  believes  that  the  substantive  and  tech- 
nical amendments  set  forth  below  are  needed  if  the 
Bankruptcy  Act  is  to  effectively  and  equitably  deal  with 
these  issues. 

B.   SUBSTANTIVE  COMMENTS 


1.   All  open  futures  positions  carried  by  a 

clearing  association  or  a  futures  commission 
merchant   ("FCM")  for  the  account  of  an  FCM 
should  be  required  to  be  liquidated  immediately 
after  the  filing  of  a  petition  for  relief 
under  the  bankruptcy  laws  (or  after  notice 
or  knowledge  of  such  filing)  by  or  against 
such  FCM.   The  same  concept  should  apply 
where  a  clearing  association  carries  open 
futures  positions  for  a  clearing  member  other 
than  an  FCM. 
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Section  765  of  S.  2266  contemplates  that 
commodity  futures  positions  open  on  the  books  of  an  FCM 
which  becomes  bankrupt  may  be  left  open  for  some  period 
of  time  after  the  filing  of  a  petition  in  bankruptcy 
and  that  directions  can  be  given  by  customers  with 
respect  thereto. 

Comex  believes  that  this  approach  is  ill- 
advised.   Customers  of  an  insolvent  FCM  will  neces- 
sarily have  to  wait  a  number  of  days,  perhaps  weeks, 
until  a  trustee  in  bankruptcy  is  appointed  and  has  an 
opportunity  to  examine  the  books  and  records  of  the 
bankrupt  FCM,  during  which  time  its  customers  may  sustain 
substantial  losses. 

It  must  be  kept  in  mind  that  commodity  futures 
prices  can  be,  and  often  are,  extremely  volatile.   Because 
of  this  volatility,  many  customer's  agreements  require 
margin  calls  to  be  satisfied  either  the  same  day  they 
are  made  or  before  the  opening  of  trading  the  next  day. 
Clearing  association  rules  can  be  even  more  stringent; 
requiring  margin  payments  within  two  hours  after  the 
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call  is  made.  Because  of  this  volatility,  a  delay  in 
liquidating  open  positions  carried  by  an  FCM  could  be 
fatal. 


The  1973  bankruptcy  of  Weis  securities,  Inc. 
("Weis")  illustrates  this  point. 

Weis  primarily  was  a  securities  broker-dealer 
and,  to  a  small  extent,  was  an  FCM  and  clearing  member 
of  most  of  the  New  York  clearing  associations.   When 
Weis  filed  its  petition  in  bankruptcy,  the  customary 
order  staying  all  creditors  (including  clearing  associa- 
tions of  which  Weis  was  a  member)  from  taking  action  was 
entered,  a  step  which  precluded  the  clearing  associations 
from  ordering  the  liquidation  of  the  open  futures  positions 
carried  by  Weis.   The  first  meeting  of  creditors  of  Weis 
was  not  held  until  three  days  after  the  petition  in 
bankruptcy  was  filed.  .  At  that  meeting,  an  order  was 
entered  permitting  the  clearing  associations  to  order  the 
liquidation  of  the  futures  positions  carried  by  Weis. 
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Fortunately,  Weis  carried  small  futures  positions 
and  during  the  three  days  in  question,  the  futures  markets 
moved  in  a  direction  favorable  to  Weis'  positions  so  that 
on  an  aggregate  basis,  in  this  particular  case,  the  delay 
was  not  harmful.   When  Weis'  positions  carried  on  Comex 
were  liquidated,  the  Clearing  Association  paid  the  accrued 
profits  to  the  Weis  trustee.   However,  individual  cus- 
tomers of  Weis  sustained  losses  because  they  were  not 
able  to  close  out  their  futures  positions  between  the 
time  of  filing  and  the  court  order  entered  three  days 
later. 

However,  if  the  fact  pattern  is  changed  slightly, 
the  potential  danger  to  the  industry  from  the  approach  of 
Section  765  is  clear.   Thus,  if  Weis  had  held  large  open 
futures  positions  and  had  the  market  moved  materially 
against  those  positions,  not  only  would  Weis  customers 
have  been  forced  to  sustain  major  losses  (which  may  or 
may  not  have  been  collectible  by  the  trustee;  if  un- 
collectible, other  creditors  of  Weis  would  have  suffered) , 
but  the  financial  integrity  of  other  FCMs  and  clearing 
members  could  have  been  affected. 
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Under  the  rules  of  Comex  Clearing  Association, 
Inc.  ("Clearing  Association"),  which  clears  all  futures 
transactions  entered  into  on  or  under  the  rules  of  Comex, 
if  a  clearing  member  fails  to  meet  an  obligation  to  the 
Clearing  Association,  the  Clearing  Association  is  per- 
mitted to  assess  other  clearing  members  in  order  to 
enable  it  to  fulfill  its  obligations.   While  it  would  be 
a  dire  situation  indeed  if  such  assessments  caused  a 
chain  reaction  of  insolvencies,  it  is  not  improbable 
that  they  would  force  other  clearing  members  to  restrict 
their  activities  or  indeed  cause  an  FCM  to  be  in  violation 
of  CFTC  minimum  financial  requirements. 

However,  regardless  of  the  remoteness  of  the 
possibility,  Comex  can  see  absolutely  no  reason  why  any 
risk  should  be  run. 

A  further  reason  why  Comex  believes  that  the 
approach  embodied  in  S.  2266  is  not  desirable  is  that  often 
the  books  and  records  of  an  insolvent  FCM  are  not  in  a 
condition  which  will  permit  a  trustee  to  follow  customer 
instructions . 


1289 


Comex  considered  and  rejected  the  idea  of 
making  liquidation  of  positions  carried  for  an  FCM 
discretionary  (rather  than  mandatory)  on  the  part  of 
a  carrying  FCM  or  clearing  association  because 

(a)  it  could  subject  the  party  exercising  its 
judgment  to  liability  (or,  at  the  least, 
litigation  expenses)  if  the  bankrupt  or 
customers  of  the  bankrupt  claimed  that  the 
action  taken  (or  not  taken)  was  improper; 
and 

(b)  it  would  destroy  the  concept  of  certainty 
which  Comex  deems  desirable. 

The  same  principle  applies  to  clearing  members 
which  are  not  FCMs.   Although  customers  are  not  involved, 
price  movements  could  cause  open  proprietary  positions 
carried  with  Comex  Clearing  Association  to  go  into  deficit 
(i.e.,  paper  losses  in  excess  of  margin  on  deposit  with 
the  clearing  association) ,  thereby  possibly  impairing  the 
financial  integrity  of  the  clearing  association  and  other 
clearing  members . 

For  the  foregoing  reasons,  S.2266  should  be 
amended  to  provide  that  a  clearing  association,  immediately 
after  the  filing  of  a  petition  in  bankruptcy  by  or  against 
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a  clearing  member  (or  an  FCM  which  is  carrying  positions 
for  another  FCM  immediately  following  the  filing  of  a 
petition  in  bankruptcy  by  or  against  such  FCM)  to  close 
out  all  futures  positions  carried  for  such  clearing 
member  (FCM)  and  that  such  action  is  not  subject  to  a 
stay  by  the  court.   The  same  approach  should  apply  in  the 
case  of  a  petition  filed  by  any  other  member  of  a  clearing 
association. 


2 .   Original  or  variation  margin  payments  made 
by  a  bankrupt  should  not  be  subject  to  being 
avoided  or  set  aside  as  preferential  or 
fraudulent  unless  the  recipient  has  actual 
knowledge  that  the  bankrupt  was  insolvent 
at  the  time  of  payment  and  that  the  bankrupt 
intended  to  hinder,  delay  or  defraud  creditors, 


Section  764(c)  of  S.  2266  provides,  in  substance, 
that  the  trustee  may  not  avoid  a  transfer  that  is  a  margin 
payment  to,  or  deposit  with,  an  FCM  or  clearing  association 
except  under  Section  548(a)(1).   That  section,  in  turn, 
permits  a  trustee  to  avoid  a  transaction  made  or  incurred 
within  one  year  before  the  date  a  petition  in  bankruptcy 
is  filed  if  the  debtor  made  the  transfer  with  actual  intent 
to  hinder,  delay  or  defraud  any  entity  to  which  the  debtor 
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was  indebted  or  became  indebted  on  or  after  the  date  that 
the  transfer  occurred. 

In  the  opinion  of  Comex,  S.  2266  should  be 
amended  to  make  it  clear  that  neither  original  margin 
payments  nor  variation  margin  payments  may  be  set  aside 
as  either  preferential  transfer  or  as  transfers  made 
without  consideration  except  where  the  recipient  has 
knowledge  that  the  bankrupt  was  insolvent  at  the  time 
of  payment  and  that  the  bankrupt  intended  to  hinder, 
delay  or  defraud  its  creditors. 

To  understand  the  reasons  for  Comex 's  concern, 
it  is  necessary  to  have  some  knowledge  of  the  manner  in 
which  commodity  futures  contracts  traded  on  Comex  and 
other  organized  exchanges  are  cleared.   There  are  two 
basic  principles  common  to  all  commodity  futures  exchanges. 
One  is  that  for  every  long  position  outstanding,  there  is 
a  short  position.   At  no  time  can  the  number  of  long  con- 
tracts exceed  the  number  of  short  contracts,  or  vice  versa. 
Secondly,  to  insure  the  financial  integrity  of  every  trans- 
action, it  is  cleared  by  a  clearing  association.   If,  for 
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example,  Firm  A  goes  short  one  December  silver  futures 
contract  in  a  transaction  with  Firm  B,  which  necessarily 
goes  long  one  December  silver  futures  contract,  when  the 
transaction  is  accepted  for  clearance  by  Comex  Clearing 
Association,  all  direct  obligations  of  A  and  B  to  each  other 
are  replaced  by  the  obligation  of  the  Comex  Clearing 
Association  to  both.* 

To  protect  itself  against  loss,  Comex  Clearing 
Association  requires  a  security  deposit  from  clearing 
members  known  as  original  margin.**   In  addition,  the 
Clearing  Association  will  call  for  "variation"  margin 
from  persons  who  have  open  futures  contract  positions 
where  the  market  has  gone  against  them  and  is  obligated 
to  make  variation  margin  payments  to  holders  of  positions 
in  whose  favor  prices  have  moved. 


*    The  rules  of  some  clearing  associations  provide  that 
their  obligations  cease  when  delivery  notices  are 
issued;  thereafter,  the  relationship  is  clearing  member 
to  clearing  member. 

**   In  commodity  futures  transactions,  original  margin  is 
a  security  deposit,  while  in  securities  transactions, 
original  margin  represents  a  payment  of  a  portion  of 
the  purchase  price. 
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Based  on  the  foregoing,  it  can  be  seen  that  a 
clearing  association's  variation  margin  account  always 
has  a  theoretical  balance  of  zero  dollars  since  payments 
required  to  be  made  to  a  clearing  association  must,  by 
definition,  equal  those  required  to  be  made  by  the 
clearing  association. 

If  a  clearing  member  is  subsequently  found  to 
be  insolvent  and  original  or  variation  margin  payments 
made  by  it  to  the  clearing  association  can  be  set  aside, 
the  entire  clearing  mechanism  and,  thus,  the  entire 
financial  stability  of  commodity  futures  transactions 
is  cast  into  doubt. 

The  same  point  applies  equally  to  margin  payments 
made  to  an  FCM. 

In  an  action  commenced  in  the  United  States 
District  Court  for  the  Southern  District  of  New  York  by 
Charles  Seligson  as  Trustee  in  Bankruptcy  of  Ira  Haupt 
&  Co.,  a  bankrupt  stock  and  commodity  brokerage  firm, 
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against  the  New  York  Produce  Exchange  Clearing  Associa- 
tion and  others,*  plaintiff  alleged  that  variation 

margin  deposits  made  by  Ira  Haupt  &  Co.  to  the  Clearing 
Association  constituted  transfers  "without  fair  considera- 
tion" in  violation  of  Section  273  of  the  New  York  Debtor 
and  Creditor  Law  (which  appears  to  be  substantively  the 
same  as  Section  67d(2)  of  the  Bankruptcy  Act)  because 
made  at  a  time  when  Ira  Haupt  &  Co.  was  insolvent. 

A  motion  for  summary  judgment  by  the  Clearing 

Association  was  denied.   The  Court  stated: 

"The  main  thrust  of  defendants'  argument 
is  that  'fair  consideration'  was  given  in 
exchange  for  Haupt' s  transfer  of  $12  million 
to  the  Clearing  Association.   Section  272 
states,  in  part,  that  fair  consideration  is 
given  for  property  '[w]hen,  in  exchange  for 
such  property,  ...  as  a  fair  equivalent 
therefore,  and  in  good  faith,  ...  an  ante- 
cedent debt  is  satisfied  ..."   Defendants 
submit  that  the  Association's  clearing  and 
variation  margin  rules  in  effect  created  an 
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1295 


antecedent  debt  which  Haupt's  transfer  satis- 
fied.  See  Association  By-laws,  §§  19  and  23. 
However,  no  authority  has  as  yet  been  sub- 
mitted to  support  such  a  characterization."* 


Subsequently,  the  motion  for  summary  judyment 

was  renewed  and  again  denied.   This  time,  the  Court 

stated: 

"The  requirement  of  §272  that  the  consideration 
be  a  'fair  equivalent*  for  the  property  transferred 
suggests  that  in  order  to  satisfy  §272,  the  consider- 
ation must  be  such  that  the  bankrupt's  estate  is  not 
depleted  as  a  result  of  the  transfer. 

"Assuming  that  the  consideration  provided  by 
the  Association  would  support  a  simple  contract, 
there  remains  a  substantial  question  whether  such 
considerations  as  the  promise  of  the  Association 
to  clear  Haupt's  contracts  or  its  forebearance  to 
liquidate  Haupt's  position  in  any  way  offset  the 
depletion  of  the  estate  caused  by  the  transfer  of 
$12  million  in  margin."** 

The  Seligson  case  was  settled  for  a  nominal  amount 
by  the  New  York  Produce  Clearing  Association  and,  accordingly, 
the  issues  raised  by  the  court's  decision  have  not  been 
finally  resolved. 


*    373  F.Supp.  1076,  at  1108. 

**   CCH  Commodity  Futures  Law  Rptr.,  1120,029,  at  p.  20,593 
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Comex  believes  that  the  decision  in  Seligson 
was  in  error.   However,  because  of  the  dire  consequences 
which  would  befall  the  industry  if  it  were  followed,  it 
should  be  legislatively  overruled. 

3.   The  bankruptcy  law  should  be  amended  to 


provide 

that  state 

law  inconsistent 

with 

provisions 

of  the  bankruptcy 

law  relating 

to 

preferential  or 

fraudulent 

payments  is 

not  valid. 

This  point  flows  from  the  preceding  one.   In 
the  opinion  of  Comex,  it  would  be  highly  unfortunate  if 
a  margin  payment  which  is  not  subject  to  being  set  aside 
under  the  federal  statute  would  be  vulnerable  under  a 
statute  such  as  the  New  York  Debtor  and  Creditor  Law. 

At  the  present  time,  there  are  contract  markets 
located  in  four  states  and  commodity  futures  transactions 
are  entered  into  by  parties  resident  in  all  fifty  states. 
As  noted  above,  the  plaintiff  in  the  Seligson  action 
asserted  a  claim  against  New  York  Produce  Exchange  Clearing 
Association,  Inc.  based  in  part  on  he  New  York  Debtor  and 
Creditor  Law. 
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Comex  believes  that  it  is  essential  that 
the  law  in  this  area  be  uniform  and  it  urges  that  S.  2266 
be  amended  to  provide  that  the  federal  bankruptcy  law 
prevail  over  state  laws  with  respect  to  preferential  or 
fraudulent  payments  to  futures  commission  merchants  or 
in  connection  with  commodity  broker  insolvencies.* 

We  note  that  such  action  would  be  consistent 

with  the  position  adopted  by  Congress  when  it  passed  the 
Commodity  Futures  Trading  Commission  Act  of  1974.   That 
statute,  inter  alia,  amended  Section  2(a) (1)  of  the  Act 
to  provide  that  the  CFTC  has  exclusive  jurisdiction  with 
respect  to  accounts,  agreements  and  transactions  involving 
futures  contracts  and  commodity  options.   The  legislative 
history  underlying  the  Commodity  Futures  Trading  Com- 
mission Act  of  1974  and  judicial  decisions  subsequent  to 
its  enactment  make  it  clear  that  state  laws  which  purport 
to  regulate  these  activities  are  no  longer  applicable. 

It  seems  evident  that  the  same  consistency  should 
prevail  with  respect  to  commodity  broker  insolvencies. 


*   It  has  been  suggested  that  the  supremacy  doctrine  would 
prevent  the  application  of  state  law  inconsistent  with 
federal  statute  in  this  area.   This  may  be  so.   However, 
we  would  prefer  to  see  the  subject  covered  by  express 
language  in  the  statute. 
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If,  for  example,  S.  2266  is  amended  as  Comex  recommends, 
Congressional  intent  would  not  be  frustrated  because  a 
trustee  in  bankruptcy  is  in  a  position  to  rely  on  the 
New  York  Debtor  and  Creditor  Law. 


4 .   FCMs  should  be  protected  in  the  event  of 
customer  insolvencies. 


The  insolvency  of  a  customer  of  an  FCM 
(especially  one  with  substantial  open  positions)  could 
have  a  significant  adverse  impact  on  the  FCM  carrying  its 
account.   For  this  reason,  the  statute  should  make  it 
clear  that  customers'  margin  payments  to  an  FCM  prior  to 
the  customer's  bankruptcy  should  not  be  subject  to  recap- 
ture.  In  addition,  the  statute  should  make  it  clear  that 
an  FCM  can  close  out  open  futures  positions  carried  for 
the  account  of  a  customer  with  respect  to  whom  a  petition 
in  bankruptcy  was  filed. 

The  reasons  underlying  the  first  point  are  dis- 
cussed at  pages  7-13   and  will  not  be  discussed  here. 
The  second  point  is  similar  to  point  (1)  discussed  at 
pages  1-7   above  but  should,  in  our  opinion,  be  amplified 
somewhat. 
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Typically,  FCM  customer's  agreements  contain  a 
provision  entitling  the  FCM  to  close  out  open  positions 
held  for  the  account  of  a  customer  in  the  event  a  petition 
in  bankruptcy  is  filed  by  or  against  the  customer. 

It  also  is  customary  for  a  court  to  issue  an 
ex  parte  order  staying  a  bankrupt's  creditors  from  taking 
action.   However,  if  a  customer  with  a  substantial  futures 
position  becomes  the  subject-  •  f  a  proceeding  under  the 
Bankruptcy  Act  and  during  the  period  of  a  stay  the  market 
moves  against  the  customer's  futures  position,  the  finan- 
cial integrity  of  the  FCM  can  be  seriously  threatened, 
possibly  causing  a  chain  reaction.   This  is  because  if 
an  FCM  is  forced  to  maintain  the  insolvent  customer's 
account,  it  must  continue  to  make  variation  margin  payments 
to  the  clearing  association  (or  a  carrying  FCM)  even 
though  its  bankrupt  customer  is  not  paying  variation 
margin  to  it  and  may  never  be  in  a  position  to  do  so. 
This,  in  turn,  could  cause  the  FCM  to  fall  into  violation 
of  the  Commission's  capital  requirements,  thus  triggering 
a  chain  reaction  which  would  seriously  affect  the  FCM's 
other  customers,  its  carrying  FCMs,  and  clearing  organiza- 
tion. 
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Thus,  the  statute  should  provide  that  a  court 
may  not  stay  an  FCM  from  closing  out  the  open  futures 
position  of  a  customer  with  respect  to  whom  a  petition  in 
bankruptcy  has  been  filed. 

This  approach  should  not  injure  an  insolvent 
customer  or  its  estate.   In  the  case  of  a  speculator, 
while  an  immediate  close-out  will  eliminate  the  opportun- 
ity for  increasing  the  estate  because  of  subsequent  gains, 
it  also  will  eliminate  the  risk  of  further  loss  -  always 
an  equal  possibility.   Further,  it  does  not  seem  fair  to 
permit  a  bankrupt  customer  to  remain  in  the  market  in  a 
situation  where  subsequent  profits  will  be  received  by 
the  bankrupt's  estate  while  subsequent  losses  will  be  borne 
by  the  FCM. 

Pledgers  stand  in  a  slightly  different  position 
since  losses  sustained  in  the  futures  market  should  be 
offset  by  profits  in  physical  commodity  transactions  and 
vice  versa. 
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However,  in  this  situation,  we  think  the 
appropriate  solution  would  be  for  the  bankrupt  or  his 
trustee  to  seek  an  order  permitting  him  to  maintain  a 
futures  account.   Based  on  such  an  order  and  with  assur- 
ance that  the  trustee  will  meet  margin  calls,  there  is  no 
reason  to  believe  that  an  FCM  would  not  carry  the  account. 

C.   TECHNICAL  COMMENTS 

In  the  opinion  of  Comex,  there  are  a  number  of 
technical  errors  in  S.  2266  which  should  be  corrected. 

1.   Section  101(5)  defines  a  "commodity  broker" 
to  include  a  "foreign  futures  commission  merchant"  and 
a  "commodity  options  dealer"  as  defined  in  Section  761. 
There  is  no  such  entity  as  a  foreign  futures  commission 
merchant.*   Since  the  term  "futures  commission  merchant" 
is  defined  by  the  Act  to  mean  a  firm  which  effects  trans- 
actions on  or  subject  to  the  rules  of  a  United  States 


*   A  foreign  futures  commission  merchant  is  one  which 
effects  transactions  in  futures  traded  on  a  board  of 
trade  outside  the  U.S.   See,  Sections  761(9)  (B)  and 
761(11)  . 
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contract  market,  it  docs  not  apply  to  an  entity  which 
deals  on  a  foreign  board  of  trade.   A  more  appropriate 
term  might  be  "foreign  broker." 

Similarly,  under  present  and  proposed  CFTC 
regulations,  there  is  no  such  entity  as  a  "commodity 
options  dealer."   The  CFTC,  acting  under  its  plenary 
authority  with  respect  to  commodity  option  transactions,* 
has  determined  that  only  persons  registered  as  **  futures 

commission  merchants  may  effect  commodity  option  trans- 
actions with  or  for  members  of  the  public.   Thus,  the 
term  "commodity  options  dealer"  should  be  deleted  (see, 
S.  2266,    Section  761(4))  and  commodity  option  transac- 
tions should  be  included  when  dealing  with  futures 
commission  merchant  bankruptcies. 

2.   Comex  questions  whether  leverage  transactions 
should  be  treated  the  same  as  futures  transactions 


*    Act,  Section  4c(b). 

**   Under  proposed  regulation  promulgated  by  the  CFTC 
in  early  1976,  this  term  was  used. 
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effected  on  a  contract  market.   Under  the  Act  and  regulations 
adopted  by  the  CFTC  thereunder,  customer  assets  with 
respect  to  domestic  futures  transactions  must  be  held  in 
segregation.*     No  such  statutory  requirements  or  CFTC 
regulations  yet  exist  with  respect  to  leverage  transactions. 

3.   Section  761(7)  should  be  revised  to  provide 
that  the  term  "futures  commission  merchant"  shall  have 
the  meaning  assigned  in  the  Act  and  CFTC  regulations 
adopted  thereunder.   This  will  enable  S.  2266  to  be 
consistent  with  the  substantive  provisions  of  the  Act 
and  at  the  same  time  simplify  the  structure  of  S.  2266 
by  eliminating  separate  sections  dealing  with  commodity 
option  transactions.   It  also  will  obviate  the  need  for 
amendments  in  the  Bankruptcy  Act  because  of  changes  in 
the  Act  or  CFTC  regulations.   Under  this  proposal,  such 
transactions  could  be  dealt  with  under  futures  commission 
merchant  insolvencies. 


*   Customer  assets  with  respect  to  option  transactions 
also  are  required  to  be  held  in  segregation  or  the 
substantial  equivalent  under  CFTC  regulations. 


22-510  O  -  78  -  83 
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4.  Section  761(11)  defines  the  term  "foreign 
futures"  and  S.  2266  treats  foreign  futures  -  transactions 
on  boards  of  trade  outside  the  U.  S.  -  exactly  the  same 

as  domestic  futures  -  transactions  on  boards  of  trade 
which  have  been  designated  by  the  Commission  as  contract 
markets.   Comex  believes  that  this  approach  misses  the 
mark.   Congress,  in  the  Act,  has  mandated  that  customer 
assets  received  by  an  FCM  in  connection  with  futures 
transactions  on  a  contract  market  must  be  held  in 
segregation.   Similarly,  the  Commission,  acting  pursuant 
to  plenary  authority  contained  in  the  Act,  has  mandated 
the  same  treatment  with  respect  to  customer  assets  received 
by  an  FCM  in  connection  with  commodity  option  transactions. 
No  such  provision  exists  with  respect  to  foreign 
futures.   Thus,  if  Congress,  in  enacting  S.  2266,  puts 
foreign  futures  on  a  parity  with  futures  traded  on  con- 
tract markets  and  commodity  options,  in  essence  it  will 
be  amending  the  Act. 

5.  To  the  extent  that  Comex ' s  suggestions 
contained  in  (1)  through  (4)  above  are  adopted,  Sections 
761(8)  and  (9)  will  have  to  be  amended  accordingly. 
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6.   Section  761(8)  includes  within  the  definition 
of  "contractual  commitment"  a  "contract  for  the  purchase 
or  sale  of  a  commodity  for  future  delivery  on,  or  subject 
to  the  rules  of,  a  contract  market;  ..."  and  Section 
761(10)  includes  within  the  definition  of  "customer 
property"  an  "open  contractual  commitment! . " 

These  definitions  lead  to  difficulties  since 
Section  767  provides  for  the  distribution  of  customer 
property  to  customers,  including  the  return  of  open 
contractual  commitments  and  Section  768  follows  the 
same  approach. 

The  difficulty  is  that  a  commodity  futures 
contract  is  incapable  of  being  "returned"  to  a  customer. 
It  is  an  entry  on  the  books  of  a  futures  commission 
merchant  and  clearing  association.   In  contrast  to  a 
securities  transaction,  a  person  who  effects  a  futures 
transaction  cannot  receive  anything  in  writing  other 
than  a  confirmation  of  the  transaction.   In  other  words, 
a  securities  customer  can  request  delivery  of  the  stock 
he  has  purchased  and  in  due  course  will  receive  a  cer- 
tificate signed  by  a  transfer  agent  and  registrar.   A 
futures  customer  cannot  do  the  same. 
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D.   CONCLUSION 

As  is  stated  at  the  outset,  Comex  endorses 
the  concept  of  separate  provisions  in  the  Bankruptcy  Act 
to  deal  with  the  unique  problems  of  commodity  futures  and 
related  market  instruments.   Comex  believes  that  S.  2266 
goes  a  long  way  toward  meeting  the  needs  of  participants 
in  the  industry.   However,  Comex  also  believes  that  the 
amendments  suggested  in  this  memorandum  are  necessary  to 
complement  the  Commodity  Exchange  Act  and  to  secure  the 
financial  integrity  of  futures  transactions. 
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DEPARTMENT  OF  LAW  AND  PUBLIC  SAFETY 


johnj  DEGNAN  OFFICE  OF  THE  ATTORNEY  GE  NE  RAL 

ATTORNEY  GENERAL  STATE  HOUSE  ANNEX 

TRENTON  06625 


January  25,  1978 


Honorable  Dennis  DeConcini 

Chairman 

Subcommittee  on  Improvements  in 

Judicial  Machinery 
Committee  on  the  Judiciary 
United  States  Senate 
Washington,  D.C.   20510 

Re:   The  Bankruptcy  Reform  Bill  (S.  2266) 

Dear  Mr.  Chairman: 

As  your  subcommittee  considers  The  Bankruptcy  Reform  Bill, 
I  would  like  you  to  know  of  my  particular  interest  in  that  portion 
of  it  concerning  the  treatment  of  consumer  claims  in  bankruptcy. 

The  current  law  of  bankruptcy  has  proved  inadequate  to 
prevent  consumers  from  taking  large  losses  in  bankruptcy  court. 
Consumers  do  not  realize  that  monies  given  to  businesses  in 
the  form  of  deposits,  prepaid  mail  orders,  layaways,  merchandise 
credits  and  gift  certificates  are  extensions  of  credit  in  the 
ordinary  sense,  although  courts  sometimes  recognize  this  facto 
Even  if  consumers  did,  however,  they  are  not  currently  afforded  a 
practical  method  for  protecting  their  interest  or  negotiating  for 
better  terms  in  the  way  commercial  lenders  and  suppliers  can. 
For  this  reason  Section  507  of  S.  2266  establishes  a  consumer 
priority.   The  only  problem  is  that  Section  507  places  such  claims 
sixth  behind  tax  claims.   In  addition,  it  only  protects  $600  worth 
of  these  claims  regardless  of  how  high  they  may  actually  be.   As 
a  result,  consumers  will  generally  be  prevented  from  receiving 
any  payment.   Since  the  Internal  Revenue  Service  has  protections 
available  to  it,  aside  from  its  priority,  to  insure  payment  or 
non-dischargeability  of  its  claims,  consumers  should  be  placed 
ahead  of  tax  claims.   This  is  precisely  what  the  language  of  a 
similar  bill  (H.R.  8200)  in  the  other  body  would  provide.   In 
addition,  that  bill  would  afford  consumers  a  higher  level  of  pro- 
tection by  setting  a  $2,400  limit  similar  to  that  of  wage  claims. 
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Another  important  portion  of  So  2266  establishes  a  consumer 
lien.   Since  in  most  cases  the  secured  creditors  take  the 
majority  of  a  bankrupt's  assets,  a  consumer  lien  would  police 
large  secured  creditors  and  prevent  them  from  increasing  their 
collateral  in  deposit  monies  at  the  expense  of  individual  con- 
sumers.  Thus,  it  would  enable  a  consumer  who  had  paid  for 
undelivered  merchandise  or  unperformed  services  to  recover  those 
payments  on  an  equal  basis  with  secured  parties. 

In  addition,  I  feel  that  S.  2266  should  include  a  provision 
giving  the  Attorney  General  the  authority  to  intervene  on  behalf 
of  a  consumer  class  in  bankruptcy  proceedings,  and  this  authority 
should  be  included  in  the  new  Rules  of  Bankruptcy  Procedure. 
Under  present  law,  a  bankruptcy  judge  has  discretion  to  allow 
intervention  by  an  Attorney  General.   While  our  office  has  not 
had  problems  in  intervening  in  bankruptcy  cases  in  New  Jersey, 
we  have  encountered  opposition  when  trying  to  represent  claims 
of  New  Jersey  consumers  in  other  districts. 

I  hope  these  views  will  help  you  to  include  some  basic 
protections  for  consumer  creditors  in  the  new  bankruptcy  act„ 

Sincerely, 


l.jL 

ybhn  jyDegr/an 
'Attorney  Geheral 


JJD: lea 


OFFICE  OF  THE  CHAIRMAN 
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HJttterfitate  Commerce  Commission 

BHasrtjington,  ®.C.    20423 


FfB     I  19* 


Honorable  Dennis  DeConcini 

Chairman 

Subcommittee  on  Improvements  in 

Judicial  Machinery 
Committee  on  the  Judiciary- 
United  States  Senate 
Washington,  D.C.   20510 

Dear  Chairman  DeConcini: 

It  was  a  pleasure  to  appear  before  your  Subcommittee 
December  1,  1977,  to  discuss  certain  provisions  of  S.  2266, 
a  bill  to  establish  a  uniform  law  on  the  subject  of  bank- 
ruptcies.  At  the  hearing  we  asked  for  an  opportunity  to 
give  further  consideration  to  one  of  the  questions  asked  by 
Mr.  Dixon  of  the  Committee  staff  on  the  question  of  what  is 
the  proper  venue  for  the  filing  of  railroad  petitions  for 
reorganization.   Attached  is  the  supplemental  information 
which  we  ask  to  have  included  in  the  hearing  record.   I  am 
pleased  to  transmit  this  information  to  you  at  this  time. 

If  I  can  be  of  further  assistance,  please  let  me  know. 

Sincerely  yours,, 

^.ABanieJ.  ,o*Ni 
Chairman 

Attachments 
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SUPPLEMENTAL  INFORMATION  FOR  THE  HEARING  RECORD 
(Transcript  Page  28) 

After  further  consideration  and  consultation  with  ICC 
staff  members,  I  wish  to  clarify  my  statement  above  with 
respect  to  the  question  of  what  is  the  proper  venue  for  the 
filing  of  petitions  for  reorganization.   It  is  my  view  that 
the  present  law,  which  provides  that  a  railroad  seeking  reor- 
ganization must  file  the  petition  in  the  court  in  whose 
territorial  jurisdiction  the  railroad  has  its  principal 
executive  or  operating  office  during  the  six  months  preceding 
filing,  is  satisfactory.  (See  section  77(a)  of  the  Bankruptcy 
Act  (11  U.S.C.  205(a))).   This  is  a  better  description  than 
"domicile"  because  it  is  more  specific  and  avoids  possible 
confusion  arising  from  the  use  of  that  word. 

The  location  of  the  principal  executive  or  operating 
office  is  the  logical  place  to  require  filing  for  the 
following  reasons: 

1)  This  is  the  location  where  most  of  the  relevant 
corporate  records  will  be  found; 

2)  This  is  the  location  where  the  trustee  (who  will 
have  the  most  frequent  need  to  appear  before  the  court)  will 
spend  most  of  his  time  supervising  the  operations  of  the  rail- 
road ; 

3)  Most  of  the  major  railroads  have  their  principal 
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operating  offices  in  the  same  city  as  their  executive 

offices; 

4)  This  provides  a  logical  forum  for  all  interested 
parties,  including  stockholders,  bondholders,  creditors,  and 

5)  Finally,  such  a  provision  eliminates  the  possibility 
of  forum  shopping.   On  this  point,  it  should  be  noted  that 
many  railroads  traverse  a  great  many  court  jurisdictions. 


-2- 
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RATIONAL  ASSOCIATION  OF  CREDIT  MANAGEMENT: 

475  Park  Avenue  South,  New  York,  N.Y.  10016 
•      212-725  1700      • 


Robert  D   Goodwin/Executive  Vice  President 


January  31,  1978 


The  Honorable  Dennis  DeConcini 
United  States  Senate 
Washington,  D.  C.   20510 

Dear  Senator  DeConcini: 

We  are  pleased  to  present  these  recommendations  of  the  National  Association  of 
Credit  Management  on  S.B.  2266  -  a  bill  to  establish  a  uniform  law  on  the  sub- 
ject of  bankruptcies. 

The  National  Association  of  Credit  Management  is  a  membership  organization 
composed  of  41,000  members  who  extend  credit  on  a  commercial  basis  -  that  is, 
credit  extended  by  one  business  entity  to  another  business  entity.   Our  recom- 
mendations, therefore,  pertain  to  the  commercial  -  or  business  credit  situation 
and  the  impact  of  S.B.  2266  on  business  insolvencies. 

1.   Section  702  (Election  of  Trustee)  —  We  continue  to  believe  that 
creditors  who  are  interested  in  electing  a  trustee  should  not  be  disenfran- 
chised by  the  lack  of  interest  by  other  creditors.   Therefore,  there  should  be 
no  minimum  request  or  votes  required  to  elect. 

On  the  other  hand,  if  a  minimum  is  going  to  be  required,  we  should 
make  these  observations: 

a.  The  20%  indicated  in  S.B.  2266  is  less  stringent  (and  therefore 
more  favorable  to  the  interests  of  creditors)  than  the  35%  that  appeared  in  the 
initial  drafts  of  the  Bill  in  the  House.   The  present  House  version  also  in- 
cludes a  20%  minimum. 

b.  The  dual  requirement  for  20%  in  claims  to  request  a  vote,  and 

for  20%  of  the  eligible  claims  to  actually  vote,  seems  redundant  and  unnecessary. 
This  point  has  been  recognized  by  the  framers  of  the  House  Bill,  which  now 
requires  that  only  20%  vote  and  makes  no  reference  to  a  procedure  for  requesting 
a  vote.   We  should  at  least  recommend  this  change. 
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2.  Section  1102(a)  (Creditors. . .Committee)  —  This  section  has  been  re- 
written many  times,  and  on  balance  we  believe  it  now  incorporates  the  recom- 
mendations NACM  has  made  all  along  —  primarily  that  the  creditors'  committee 
should  be  elected  by  creditors,  rather  than  merely  appointed  by  the  Judge,  and 
that  participation  on  the  committee  should  not  be  restricted  to  any  pre- 
designated  groups  of  creditors  (such  as,  "the  seven  largest  creditors,"  as  had 
appeared  in  the  original  drafts  of  the  Bill).   We  do  note,  however,  that  S.B. 
2266  provides  for  a  minimum  of  three  members  on  the  Committee,  and  no  maximum. 
We  continue  to  recommend: 

a.  That  the  minimum  be  five  members,  as  our  experience  with  the  pre- 
sent minimum  of  three  is  that  that  sometimes  leads  to  a  lack  of  sufficiently 
broad  creditor  representation  on  the  committee. 

b.  That  a  maximum  be  established,  because  otherwise,  at  some  point, 
the  committee  becomes  so  unwieldly  that  it  cannot  reach  a  decision  or  even 
come  up  with  a  quorum  for  its  meetings.   Our  experience  suggests  that  the  pre- 
sent limit  of  eleven  members  is  both  practical  and  adequate. 

3.  Section  1130  (Confirmation  of  Plan)  —  We  have  previously  objected  to 
the  House  version  of  the  Bill  in  this  Section  (designated  as  Section  1129  in 
H.R.  8200)  because  it  appeared  to  provide  the  debtor  with  a  method  of  obtaining 
confirmation  even  if  less  than  the  requisite  majority  of  unsecured  creditors 
consents  to  the  Plan  —  to-wlt,  if  the  Plan  provides  that  unsecured  creditors 
receive  what  they  would  get  in  a  liquidation  proceeding. 

The  operative  terminology  in  S.B.  2266  seems  to  be  included  within 
Section  1130(c)  (2)  (B)  (iv),  which  provides  that,  even  if  less  than  the  re- 
quisite majority  of  unsecured  creditors  has  consented,  the  Plan  may  be  con- 
firmed if  the  Plan  "does  not  discriminate  unfairly  against  such  class"  of 
creditors  and  if  parties  junior  in  interest  to  the  creditors  (such  as  sub- 
ordinated creditors  or  shareholders)  "will  not  receive  or  retain... any  property" 
under  the  Plan. 

We  believe  the  first  of  those  phrases  is  ambiguous  and  may  lead  to  sub- 
stantial future  litigation.   However,  the  second  phrase  may  make  the  whole 
scheme  palatable  to  creditors  —  if  the  shareholders,  etc.,  cannot  retain  anything 
under  the  Plan  (including  their  stock),  they  will  have  very  little  incentive  to 
propose  a  Plan;  and  even  if  they  do  propose  such  a  Plan,  the  creditors  must 
receive  as  much  as  they  would  in  liquidation,  which  is  the  only  alternative  any- 
way, if  the  Plan  were  not  confirmed  and  the  debtor  were  adjudicated. 

Therefore,  NACM  makes  no  further  objection  to  this  Section. 

4.  Section  1304  (Debtor  engaged  in  business),  et  seq.  —  All  aspects  of 
this  Chapter  that  we  indicated  in  our  letter  of  August  26,  1977  to  Robert  E. 
Feidler  were  unfavorable,  remain  unchanged  in  S.B.  2266,  including  these 
provisions: 

a.   Section  1304  —  A  debtor  engaged  in  business  (a  sole  proprietor) 
is  eligible  for  relief  under  this  chapter. 
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Section  1321  —  Only  the  debtor  may  file  a  Plan. 


c.   Section  1325  —  Unsecured  creditors  are  not  permitted  to  vote  on 
the  Plan,  yet  the  Court's  confirmation  order  is  binding  on  all  unsecured 
creditors. 

There  is  a  concept  that  public  policy  requires  that  a  sole  proprietor 
("debtor  engaged  in  business")  receive  "a  fresh  start"  by  making  such  a  debtor 
eligible  for  relief  under  Chapter  13.   Nevertheless,  we  recommend  there  be  a 
limitation  on  the  size  of  a  business  enterprise  eligible  for  relief  under 
Chapter  13.   Otherwise,  it  is  conceivable  that  a  "conglomerate"-type  of  enter- 
prise could  qualify,  just  because  it  might  happen  to  be  structured  as  a  sole 
proprietorship. 

We  have  suggested  that  this  limitation  be  $20,000  in  unsecured  lia- 
bilities and/or  $100,000  in  secured  liabilities.   If  the  indebtedness  is  beyond 
those  limits,  then  the  rehabilitation  of  such  an  enterprise,  regardless  of  how 
it  is  structured,  should  be  governed  by  the  provisions  of  Chapter  11. 

5.   Section  303  (Involuntary  Cases)  — 

a.  Section  303(b)  (1)  —  Our  earlier  concern  about  Government  agencies 
filing  an  involuntary  petition  should  no  longer  be  of  concern,  now  that  in- 
voluntary petitions  can  be  filed  only  by  "three  or  more"  creditors.   Surely  it 
is  inconceivable  that  "three  or  more"  taxing  agencies  would  act  in  concert  for 
this  purpose. 

b.  Section  303(h)  —  The  test  for  eligibility  for  "relief"  under  an 
involuntary  petition  remains  either,  inability  to  pay  "a  major  portion"  of 
debts  as  they  mature,  or  the  appointment  of  a  custodian  (receiver,  asignee,  etc.) 
within  90  days  preceding  the  petition. 

The  second  test  Is  satisfactory,  as  it  has  always  been  one  of  the 
"acts  of  bankruptcy"  in  the  present  Act. 

As  to  the  first  test,  NACM  has  recommended  that  the  insolvency 
test  be  the  balance  sheet  definition  (excess  of  liabilities  over  assets,  fairly 
valued).   We  have  consistently  stated  this  case.   In  any  event,  the  inclusion 
of  the  phrase  "a  major  portion  of  his  debt"  (emphasis  added)  may  eliminate  the 
likelihood  of  petitions  filed  on  technical  grounds  for  spiteful  or  competitive 
reasons,  and  may  also  give  the  debtor  an  objective  avenue  of  defense  against 
the  petition. 

c.  Section  303(a)  provides  that  an  Involuntary  petition  can  be  filed 
only  for  relief  under  Chapter  7  or  Chapter  11,  and  "only  against  a  person... 
that  may  be  a  debtor  under  the  chapter  under  which  such  case  is  commenced." 

It  is  clear  that  a  sole  proprietor  is  eligible  for  relief  under 
Chapter  J^.   Does  the  quoted  terminology  mean  that  an  involuntary  petition  can- 
not be  filed  against  a  sole  proprietor?   If  the  preceding  question  is  answered 
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affirmatively,  NACM  strongly  recommends  an  amendment  permitting  an  involuntary 
petition  to  be  filed  against  a  sole  proprietor  under  Chapter  7  or  11,  even  if 
the  debtor  could  then  convert  the  proceeding  to  one  under  Chapter  13. 

6.  Section  543  (Turnover  of  Property  by  a  Custodian)  —  S.B.  2266  provides 
for  a  limitation  of  120  days  on  the  jurisdiction  of  the  bankruptcy  court  to  re- 
quire a  turnover  and  accounting  from  a  custodian.   This  should  provide  adequate 
protection  for  a  custodian  (as,  an  assignee  for  benefit  of  creditors),  and  120 
days  should  be  satisfactory  even  though  we  had  earlier  recommended  90  days. 

7.  Section  507  (Priorities)  — 

a.  Section  507  (3)  (B)  establishes  a  limit  of  $1,800  for  each  employee. 
The  limit  in  H.R.  8200  was  $2,400.   We  have  recommended  $1,200.   It  certainly 
seems  that  $1,800  would  be  a  fair  compromise. 

b.  Section  507  (4)  (A)  establishes  a  limit  of  90  days  on  the  accrual 
of  "contributions  to  employee  benefit  plans."  NACM  strongly  supports  this 
limit. 

We  express  on  behalf  of  the  41,000  members  of  the  National  Association  of  Credit 
Management  appreciation  for  this  opportunity  to  present  our  views  on  the 
Bankruptcy  Bill  now  under  consideration  by  the  subcommittee. 


Sincerely 


JIUtCIClJ,  ~      -. 

National  Association  of  Credit  Management 
Robert  D.  Goodwin 
Executive  Vice  President 


RDG:vp 
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^hessie  System 


The  Terminal  Tower 

Post  Office  Box  6419 

Cleveland.  Ohio  44101 

January  25,  1978 


Mr.  Robert  E.  Feidler 

Staff  Counsel 

Subcommittee  on  Improvements 

in  Judiciary  Machinery 
Senate  Judiciary  Committee 
Washington,  D.  C.  20510 


Re:   S.  2266 


Dear  Mr.  Feidler: 


In  response  to  Senator  DeConcini's  announcement 
that  the  record  of  the  hearings  on  S.  2266  will  be  kept 
open  until  January  31,  1978  for  the  purpose  of  receiving 
additional  submissions,  I  would  like  to  advise  the  Subcommittee 
that  Chessie  System  endorses  the  views  expressed  by  Mr.  Herbert 
A.  Waterman,  General  Counsel  of  Southern  Pacific  Transportation 
Company,  in  his  letter  to  you  dated  December  19,  1977.   A  copy 
of  that  letter  is  attached. 

We  believe  the  amendments  proposed  by  Mr.  Waterman 
are  in  the  public  interest,  and  are  urgently  needed  if  a 
satisfactory  solution  to  the  problem^  of  the  marginal  rail 
lines  in  the  mid-West  Region  is  to  be  obtained. 


Sincerely, 


RWD/cs 

o 
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